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     Preface to the Instructor 

 A
s an undergraduate economics student, I never 

imagined writing a textbook—let alone one going 

into its ninth edition. Back in those good old days, 

economics texts were all stand-alone books without any 

supplements, and seldom cost students more than fi ve dol-

lars. While we certainly need to keep up with the times, 

not all change is for the good. Surely not when our stu-

dents are paying $150 for textbooks they barely read. 

  Why not write a book that students would actually 

enjoy reading and sell it at a price they can afford? Rather 

than serving up the same old dull fare, why not just have 

a conversation with the reader, illustrating various eco-

nomic concepts anecdotally? 

  Economics can be a rather intimidating subject, with 

its extensive vocabulary, complicated graphs, and quantita-

tive tendencies. Is it possible to write a principles text that 

lowers the student’s anxiety level without watering down 

the subject matter? To do this, one would need to be an 

extremely good writer, have extensive teaching experience, 

and have solid academic training in economics. In this 

case, two out of three is just not good enough. 

  Why did I write this book? Probably my moment of 

decision arrived more than 25 years ago when I men-

tioned to my macro class that Kemp-Roth cut the top 

personal income tax bracket from 70 percent to 50 per-

cent. Then I asked, “If you were rich, by what percentage 

were your taxes cut?” 

  The class sat there in complete silence. Most of the stu-

dents stared at the blackboard, waiting for me to work out 

the answer. I told them to work it out themselves. I waited. 

And I waited. Finally, someone said, “Twenty percent?” 

  “Close,” I replied, “but no cigar.”

 “Fourteen percent?” someone else ventured.

 “No, you’re getting colder.” 

  After waiting another two or three minutes, I saw one 

student with her hand up. One student knew that the answer 

was almost 29 percent— one  student in a class of 30. 

  When do they teach students how to do percentage 

changes? In high school? In middle school? Surely not in 

a college economics course. 

  How much of  your  time do you spend going over 

simple arithmetic and algebra? How much time do you 

spend going over simple graphs? Wouldn’t you rather 

be spending that time discussing economics? 

  Now you’ll be able to do just that, because all the 

arithmetic and simple algebra that you normally spend time 

explaining are covered methodically in this book. All you’ll 

need to do is tell your students which pages to look at. 

  The micro chapters offer scores of tables and graphs 

for the students to plot on their own; the solutions are 

shown in the book. Learning actively rather than pas-

sively, your students will retain a lot more economics. 

  As an economics instructor for more than 30 years at 

such fabled institutions as Brooklyn College, New York 

Institute of Technology, St. Francis College (Brooklyn), 

and Union County College, I have used a variety of texts. 

But each of their authors assumed a mathematical back-

ground that the majority of my students did not have. 

Each also assumed that his graphs and tables were com-

prehensible to the average student. 

  The biggest problem we have with just about any 

book we assign is that many of our students don’t bother 

to read it before coming to class. Until now, no one has 

written a principles text in plain English. I can’t promise 

that every one of your students will do the readings you 

assign, but at least they won’t be able to complain any-

more about not understanding the book.  

 Distinctive Qualities  

 My book has six qualities that no other principles text has.  

     1.  It reviews math that students haven’t done since 
middle school and high school.   

     2.  It’s an interactive text, encouraging active rather 
than passive reading.  Students are expected to solve 

numerical problems, fi ll in tables, draw graphs, and 

do economic analysis as they read the text.  

     3.  It’s a combined textbook and workbook.  Each 

chapter is followed by workbook pages that include 

multiple-choice and fi ll-in questions, as well as 

numerical problems.  

     4.  It costs substantially less than virtually every other 
text on the market.  And it has a built-in study guide.  

     5.  It’s written in plain English without jargon.  See 

for yourself. Open any page and compare my writing 

style with that of any other principles author. This 

book is written to communicate clearly and concisely 

with the students’ needs in mind.  

     6.  It is written with empathy for students.  My goal is 

to get students past their math phobias and fear of 

graphs by having them do hundreds of problems, 

step-by-step, literally working their way through the 

book.      

  v
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 Special Features  
 Four special features of the book are its integrated coverage 

of the global economy, its extra help boxes, its advanced 

work boxes, and its end-of-chapter current issues   . 

 The Global Economy  

 Until the early 1970s our economy was largely insulated 

from the rest of the world economy. All of this changed 

with the oil price shock of 1973, our subsequent growing 

appetite for fuel-effi cient Japanese compact cars, as well 

as for TVs, DVD players, cell phones, personal comput-

ers, and other consumer electronics made in Asia. As our 

trade defi cits grew, and as foreigners bought up more and 

more American assets, every American became quite 

aware of how integrated we had become within the global 

economy. 

  The ninth edition has three chapters devoted entirely 

to the global economy—Chapter 31 (International Trade), 

Chapter 32 (International Finance), and Chapter 8 (The 

Export-Import Sector). This chapter is part of the sequence 

(C, I, G, and X n  ) leading up to the chapter on GDP.

In addition, we have integrated a great deal of material 

dealing specifi cally with the global economy throughout 

the text. 

  Here are some of the things we look at:  

  • Shipbreaking (Ch. 3, p. 57)  

•   The “Isms”: Capitalism, Communism, Fascism, and 

Socialism (Ch. 3, pp. 63–66)  

•   The Decline of the Communist System (Ch. 3,

p. 66)  

•   The American Consumer: World-Class Shopper (Ch. 5, 

p. 115)  

•   Why Did Incorporation Come So Late to Islamic 

Middle-Eastern Nations? (Ch. 6, pp. 126–127)  

•   Foreign Investment in the United States (Ch. 6, 

p. 131)  

•   Are We Giving Away the Store? (Ch. 7, p. 149)  

•   Trillion Dollar Economies (Ch. 9, p. 201)  

•   Comparative Unemployment Rates (Ch. 10, p. 226)  

•   Surplus or Defi cit as Percentage of GDP, Selected 

Countries (Ch. 12, p. 292)  

•   Economic Growth during the Last Millennium 

(Ch. 16, p. 390)  

•   Children Living in Poverty in Various Countries 

(Ch. 17, p. 426)      

 Extra Help Boxes  

 Students taking the principles course have widely varying 

backgrounds. Some have no problem doing the math or 

understanding basic economic concepts. But many others 

are lost from day one. 

  I have provided dozens of Extra Help boxes for the 

students who need them. They are especially useful to 

instructors who don’t want to spend hours of class time 

going over material that they assume should be under-

stood after one reading. 

  Of course these boxes can be skipped by the better 

prepared students. 

  Here are some of the topics covered in the Extra Help 

boxes:  

•   Finding the Opportunity Cost (Ch. 2, p. 36)  

•   How Changes in Demand Affect Equilibrium (Ch. 4, 

p. 76)  

•   How Changes in Supply Affect Equilibrium (Ch. 4, 

p. 78)  

•   Price Ceilings, Price Floors, Shortages, and Surpluses 

(Ch. 4, pp. 82)  

•   How Did We Get an Average Tax Rate of 15%? 

(Ch. 7, p. 152)  

•   Calculating Percentage Changes (Ch. 9, p. 196)  

•   Read Only if You’re Not Sure How to Calculate the 

Unemployment Rate (Ch. 10, p. 199)  

•   Finding Percentage Changes in the Price Level 

(Ch. 10, p. 231)  

•   Finding Equilibrium GDP (Ch. 11, p. 266)  

•   Finding the Multiplier (Ch. 12, p. 282)  

•   Does Printing More Money Increase Our Money 

Supply? (Ch. 14, p. 346)  

•   Finding the Percentage of Income Share of the Quin-

tiles in Figure 1 (Ch. 17, p. 417)  

•   Interpreting the Top Line in Figure 5 (Ch. 19, 

p. 484)      

 Advanced Work Boxes  

 There are some concepts in the principles course that 

many instructors will want to skip. (Of course, if they’re 

not included in principles texts, this will make other 

instructors quite unhappy.) These boxes are intended for 

the better prepared students who are willing to tackle 

these relatively diffi cult concepts. 

vi Preface to the Instructor
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  Here is a sampling of my Advanced Work boxes:  

•   Post-World War II Recessions (Ch. 1, p. 12)  

•   The Law of Increasing Costs (Ch. 2, p. 34)  

•   APCs Greater than One (Ch. 5, p. 99)  

•   Nominally Progressive, Proportional, and Regressive 

Taxes (Ch. 7, p. 154)  

•   Should Cigarettes Be Taxed? (Ch. 7, p. 158)  

•   Why NDP Is Better than GDP (Ch. 9, p. 192)  

•   Calculating Per Capita Real GDP (Ch. 9, p. 202)  

•   The Paradox of Thrift (Ch. 12, p. 283)  

•   Money versus Barter (Ch. 13, p. 307)  

•   Three Modifi cations of the Deposit Expansion Multi-

plier (Ch. 14, p. 338)  

•   Rational Expectations versus Adaptive Expectations 

(Ch. 15, p. 377)  

•   The Malthusian Theory of Population (Ch. 16, 

p. 408)  

 • The Yuan vs. the Dollar (Ch. 19, p 485)

    Current Issues  

 Students often ask, “How does any of this affect me?” Or, 

“Why do I have to study economics?” The Current Issues 

provide answers to those questions. Each is a practical 

application of at least one of the concepts covered in the 

chapter.  

    Chapter 1: America’s Place in History (p. 18)  

    Chapter 2: Will You Be Underemployed When You 

Graduate? (p. 39)  

    Chapter 3: The Bridge to Nowhere (p. 68)  

    Chapter 4: High Gas Prices: Something Only an 

Economist Could Love (p. 86)  

    Chapter 5: The American Consumer: World-Class 

Shopper (p. 115)  

    Chapter 6: “Benedict Arnold Corporations”? 

(p. 139)  

    Chapter 7: Will Social Security Be There for You? 

(p. 165)  

    Chapter 8: Is Your School Sweatshirt Sewn in a 

Sweatshop? (p. 182)  

    Chapter 9: GDP or GPI? (p. 208)  

    Chapter 10: Where Are All the Jobs? (p. 242)  

    Chapter 11: Keynes and Say in the 21st Century 

(p. 269)  

    Chapter 12: Defi cits as Far as the Eye Can See 

(p. 297)  

    Chapter 13: Overdraft Privileges (p. 323)  

    Chapter 14: The Housing Bubble and the Subprime 

Mortgage Mess (p. 353)  

    Chapter 15: Is George W. Bush a Supply-Sider or a 

Keynesian? (p. 382)  

    Chapter 16: Health Care Costs in the Coming 

Decades (p. 409)  

  Chapter 17: Will You Ever Be Poor? (p. 439)  

    Chapter 18: Buy American? (p. 469)  

    Chapter 19: Editorial: American Exceptionality 

(p. 494)      

 What’s New and Different 
in the  Ninth Edition ?  

 There are two main additions. Most chapters now include 

one or two “On the Web” blurbs, which direct the student 

to interesting websites. And I’ve added a practical appli-

cation to the “Questions for Thought and Discussion” at 

the end of virtually every chapter. 

 You’ll also fi nd extensive coverage of the economic 

slowdown (that was not yet classifi ed as an offi cial reces-

sion in the spring of 2008) which begin in late 2007. See 

various sections of Chapters 1, 10, 12, 13, 14, and 15 in 

Economics and Macroeconomics.

  At the urging of several reviewers, I’ve switched the 

order of Chapter 3 and 4. In the micro sequence, you can 

now go directly from Chapter 4, “Supply and Demand” to 

Chapter 5 (in the Micro split) or Chapter 17 in  Economics , 
“Demand, Supply, and Equilibrium.” All Workbook and 

Test Bank questions are now tied to the chapter Learning 

Objectives, so that students and teachers can easily con-

nect the lessons to homework and exams.  

•     Chapter 3: Was Chapter 4 in eighth edition.  

    • Chapter 4: Was Chapter 3 in eighth edition.  

•     Chapter 5: Expanded “Saving” and “The Saving Func-

tion” section. Added section, “Maintaining a ‘Basic’ 

Standard of Living.”  

•     Chapter 6: Added section, “Why Isn’t Education 

Spending Classifi ed as Investment?”  

•     Chapter 10: Added section “Are Economic Fluctua-

tions Becoming Less Extreme?”  

•     Chapter 12: Expanded sections, “Public Works” and 

“Who Makes Fiscal Policy?” Inserted section on Fiscal 

Policy Lags from Chapter 15.  

•     Chapter 13: Added section, “Other Useful Properties 

of Money.”  

•     Chapter 14: Inserted sections, “The Creation and 

Destruction of Money” and “The Liquidity Trap,” 
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from Chapter 13. Inserted section on Monetary Policy 

Lags from Chapter 15 Appendix.  

•     Chapter 15: Integrated most of the previous edition 

Chapter 15 Appendix into the Chapter.  

•     Chapter 17: Rewrote section, “Differences in Wages 

and Salaries.” Streamlined section, “Who Are the 

Poor?”  

•     Chapter 18: Added section, “Absolute Advantage.”      

•     The Test Bank is now tagged to Learning Objectives, 

AACSB categories, and Bloom’s Taxonomy.  

 The Supplement Package  

 The  Macroeconomics  supplement package has been stream-

lined and updated for the ninth edition. All supplements are 

available at www.mhhe.com/slavin9e. In addition to updated 

online quizzes, the Test Bank is now tagged for Learning 

Objectives, AACSB categories, and Bloom’s Taxonomy. 

Also, the PowerPoint presentations for each chapter have 

been revised to increase relevance and clarity.    

 Instructor’s Manual  

 This provides instructors with ideas on how to use the 

text, includes a description of the text’s special features, 

a chapter-by-chapter discussion of material new to the ninth 

edition, and a rundown of chapter coverage to help them 

decide what they can skip. Also found here are the answers 

to the workbook questions and questions for thought and 

discussion at the end of each chapter of the text, as well as 

chapter worksheets and worksheet solutions. 

  Mark Maier, who has used the text for several edi-

tions, took over the Instructor’s Manual in the sixth edi-

tion, and has added sections on chapter objectives, ideas 

for use in class, and homework questions and projects 

(including scores of very useful websites) for each chap-

ter. The Instructor’s Manual now provides a rich source 

of interesting ideas of classroom activities and discussions 

involving concepts and issues included in the text.    

 Test Bank  

 The test bank now includes over 9,000 multiple-choice 

questions, fi ll-in questions, and problems tagged to 

Learning Objectives, AACSB categories, and Bloom’s 

Taxonomy. My thanks to Jerry Dunn and Ralph May 

from Southwestern Oklahoma State University, who took 

over the testbank for the ninth edition, and have kept it 

current, culling outdated questions and adding new ones. 

My thanks also to Deborah M. Figart and Ellen Mutari 

of Richard Stockton College of New Jersey for perform-

ing a review of the test bank material.    

 Computerized Testing  

 The test bank is available in computerized versions for 

PCs. Developed by EZ Test, this state of the art software 

has the capability to create multiple tests, “scramble,” and 

produce high-quality graphs.    

 PowerPoint Presentations  

 PowerPoint presentations are available and can be cus-

tomized by the professor for length and level. Todd Myers 

from Grossmont College has done a great job updating 

and revising these presentations to highlight the most 

important concepts from each chapter.    

 Digital Image Library  

 All the graphs from the text are available in chapter-specifi c 

fi les for easy download. These images will aid in classroom 

presentations and the student’s understanding.  

 Videos  

 A selection of videos is available to adopters, including 

both tutorial lessons and programs that combine historical 

footage, documentary sequences, interviews, and analysis 

to illustrate economic theory. A series of videos produced 

by Paul Solman, business and economics correspondent 

for the Lehrer News Hour and WGBH Boston, covers the 

core topics in economics. 

      McGraw-Hill’s Homework     
Manager Plus TM  

 McGraw-Hill’s Homework Manager Plus is a complete, 

Web-based solution that includes and expands upon the 

actual problem sets and the graphing exercises found in 

the Workbook pages at the end of each chapter.  Virtually 

all Workbook questions are autogradable and all of them 

conveniently tied to the Learning Objectives in the text. 

  McGraw-Hill’s Homework Manager delivers detailed 

results which let you see at a glance how each student 

performs on an assignment or an individual problem. This 

valuable feedback also helps you gauge the way the class 

performs overall. This online supplement can be used for 

student practice, graded homework assignments, and for-

mal examinations; the results easily integrate with WebCT 

and Blackboard.    
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 Website  

 Some of the text’s unique qualities are incorporated in a 

dynamic new website. Completely updated online multiple-

choice quizzes, revised by Ellen Mutari, serve to reinforce 

the material covered in every chapter. Also available on the 

website are new pre- and posttests, created by Deborah 

Figart. These online multiple-choice quizzes emphasize the 

chapter Learning Objectives and offer further reinforcement 

of important chapter concepts.    
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 Assurance of Learning Ready  

A ssurance of learning is an important element of many 

accreditation standards.  Macroeconomics , 9e is designed 

specifi cally to support your assurance of learning initia-

tives. 

 Each chapter in the book begins with a list of num-

bered learning objectives, which appear throughout the 

chapter, as well as in the end-of-chapter Workbook. Every 

test bank question is also linked to one of these objectives, 

in addition to level of diffi culty, Bloom’s Taxonomy level, 

and AACSB skill area.  EZ Test , McGraw-Hill’s easy-to-use 

test bank software, can search the test bank by these and 

other categories, providing an engine for targeted Assurance 

of Learning analysis and assessment.    
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 AACSB Statement  

 The McGraw-Hill Companies is a proud corporate mem-

ber of AACSB International. Understanding the impor-

tance and value of AACSB accreditation,  Macroeconomics , 
9e has sought to recognize the curricula guidelines detailed 

in AACSB standards for business accreditation by con-

necting selected questions in the test bank to the general 

knowledge and skill guidelines found in the AACSB 

standards. 

 The statements contained in   Macroeconomics , 9e are 

provided only as a guide for the users of this text. The 

AACSB leaves content coverage and assessment within 

the purview of individual schools, the mission of the 

school, and the  faculty. While  Macroeconomics , 9e and 

the teaching package make no claim of any specifi c 

AACSB qualifi cation or evaluation, we have, within 

 Macroeconomics, 9e labeled selected questions according 

to the six general knowledge and skills areas.     
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 Preface to the Student 

 W
hat have you heard about economics? That it’s 

dull, it’s hard, it’s full of undecipherable equa-

tions and incomprehensible graphs? If you were 

to read virtually any of the introductory economics text-

books, that’s exactly what you would fi nd. 

  How is this book different from all other books? 

Reading this book is like having a conversation with me. 

I’ll be right there with you, illustrating various points with 

anecdotes and asking you to work out numerical problems 

as we go along. 

  Are you a little shaky about the math? Your worries 

are over. If you can add, subtract, multiply, and divide 

(I’ll even let you use a calculator), you can do the math 

in this book. 

  How do you feel about graphs? Do you think they 

look like those ultramodern paintings that even the artists 

can’t explain? You can relax. No graph in this book has 

more than four lines, and by the time you’re through, 

you’ll be drawing your  own  graphs. 

  In nearly every chapter you’ll fi nd one or two boxes 

labeled “Extra Help.” Sometimes you can master a con-

cept when additional examples are given. Don’t be too 

proud to seek extra help when you need it. And when you 

don’t need it, just skip the boxes. 

  Unlike virtually every other economics text, this one 

includes a built-in workbook. Even if your professor does not 

assign the questions at the end of each chapter, I urge you to 

answer them because they provide an excellent review. 

  I can’t guarantee an  A  in this course, but whether you 

are taking it to fulfi ll a college requirement or planning 

to be an economics major, you will fi nd that economics 

is neither dull nor all that hard. 

   —  Stephen     L.     Slavin       
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 M
ore than two centuries ago, some Americans believed it was “manifest destiny” 

that the 13 states on the eastern seaboard would one day be part of a nation that 

stretched from the Atlantic to the Pacifi c. Was it also our manifest destiny to 

become the world’s economic superpower? 

 A Brief Economic History of
the United States  

   1.  How we grew from a primarily 
agricultural nation of 4 million people 
to an industrial power of more than 
300 million. 

   2.  How the Civil War, World War I, and 
World War II affected our economy. 

   3.  The effects of the Great Depression 
and the New Deal. 

   4.  How our nation was shaped by 
suburbanization after World War II. 

   5.  What major factors affected our 
economic growth decade by decade 
from the 1920s into the new 
millennium. 

   6.  What the “new economy” is and how 
it differs from the “old economy.”    

  LEARNING OBJECTIVES  

In this chapter you’ll learn: 

  Introduction  

“May you live in interesting times,” reputedly an ancient Chinese curse, could well 

describe the economic misfortunes which overtook us in late 2007 and early 2008:

• a possible recession of uncertain depth and duration.

• the bursting of the housing bubble.

• a fi nancial crisis requiring hundreds of billions in loans by the Federal Reserve.

• the subprime mortgage crisis, threatening some 7 million American families with 

foreclosure.

 Our economy is a study in contrasts. We have poverty in the midst of plenty; we have 

rapidly expanding industries like computer software and medical technology, and dying 

industries like shipbuilding, textiles, and consumer electronics; we won the cold war 

against communism, but we may be losing the trade war against China. 

    Which country has the largest economy in the world, the United States, China, or 

Japan? Believe it or not, our national output is more than that of China and Japan 

 combined. 

  1

   Chapter 1 
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2 C H A P T E R  1

    America is the sole superpower and has one of the highest standards of living in the 

world. Communism—at least the version that was practiced in the Soviet Union and 

Eastern Europe—to borrow a phrase from Karl Marx, has been “swept into the dustbin 

of history.” 

    The baby-boom generation has earned higher incomes than any other generation in 

history. Indeed, Americans once considered it their birthright to do better than their 

parents. But that ended about 35 years ago, and a lot of young people are worrying about 

their futures. 

    In the decade of the 1990s our economy generated more than 22 million new jobs. 

But since the millennium job growth has been lagging. 

    To sum up the good and the bad: We have the world’s largest economy, and one of 

the world’s highest standard of living, and, even though our recent economic performance 

has been less than stellar, most Americans have decent jobs paying decent wages. But 

there’s the downside:  

  •   Our federal budget defi cit is at a record high and will remain high in the foreseeable 

future.  

  •   Our trade defi cit is near its record high and will remain high in the foreseeable future.  

  •   We are borrowing $2 billion a day from foreigners to fi nance our trade and budget 

defi cits.  

  •   Unless Congress acts soon, our Social Security and Medicare trust funds will run 

out of money well before you reach retirement age.  

  •   When you graduate, you may not be able to get a decent job.  

  •   Our savings rate has fallen 1 percent of disposable income.  

  •   The real hourly wage (after infl ation) of the average worker is 8 percent lower today 

than it was in 1973.   

    In these fi rst four chapters, we’ll be looking at how our economy uses its basic 

resources, at the workings of the law of supply and demand, and at how capitalism and 

other economic systems work. But fi rst we need to ask how we got here. After all, the 

American economic system evolved over nearly four centuries.  

 Those who cannot remember the past are condemned to repeat it. 

 –George Santayana–  

    What did the great philosopher mean by this? Perhaps he meant that those who do 

not learn enough history the fi rst time around will be required to repeat History 101. But 

whatever he meant, it is clear that to understand our economy today, we need to know 

how it developed over the years. 

    Did you see  Back to the Future ? You may have seen parts 1, 2, and 3, but let’s stick 

with just part 1. Imagine being sent back to the 1950s. The way people lived then was 

very different from the way we live today—and the 1950s represented life in the fast 

lane compared to daily existence during the fi rst decade of the 20th century. So before 

we worry about today’s economy, we’ll take a few steps back and look at life in this 

country about 200 years ago. 

    The American Economy in the 19th Century   

 Agricultural Development 

 America has always had a large and productive agricultural sector. At the time of the 

American Revolution, 9 out of every 10 Americans lived on a farm; 100 years later, 

however, fewer than 1 out of every 2 people worked in agriculture. Today just 1 out of 
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every 500 Americans is a full-time farmer. But our farms not only feed America but also 

produce a huge surplus that is sold abroad. 

    Unlike Europe, 200 years ago America had an almost limitless supply of unoccu-

pied fertile land. The federal government gave away farmland—usually 160-acre plots 

(one-quarter of a square mile)—to anyone willing to clear the land and farm on it. 

Although sometimes the government charged a token amount, it often gave away the 

land for free. 

    The great abundance of land was the most infl uential factor in our economic devel-

opment during the 19th century. Not only did the availability of very cheap or free land 

attract millions of immigrants to our shores, but it also encouraged early marriage and 

large families, since every child was an additional worker to till the fi elds and handle 

the animals. Even more important, this plenitude of land, compared to amount of labor, 

encouraged rapid technological development. 

    When George Washington was inaugurated in 1789, there were about 4 million 

people living in the United States. By the time of the War of 1812, our population had 

doubled. It doubled again to 16 million in 1835 and still again by 1858. Our numbers 

continued to grow, but at a somewhat slower pace, reaching the 100 million mark in 

1915 and the 200 million mark in 1968, and 300 million in 2006. 

    Although all regions of the United States remained primarily agricultural in the 

years following the Civil War, New England, the Middle Atlantic states, and the Mid-

west—with their already well-established iron, steel, textile, and apparel industries— 

were poised for a major industrial expansion that would last until the Great Depression. 

In contrast, the South, whose economy was based on the cash crops of cotton, tobacco, 

rice, and sugar, as well as on subsistence farming, remained primarily an agricultural 

region well into the 20th century. The South continued to be the poorest section of 

the country, a relative disadvantage that was not erased until the growth of the Sun 

Belt took off in the 1960s. (See the box titled “Two Economic Confl icts Leading to 

the Civil War.”) 

Southern economic development 
remained agricultural.

In the decades before the Civil War, the economic inter-

ests of the North and South came into sharp confl ict. 

Northern manufacturers benefi ted from high protective 

tariffs, which kept out competing British manufacturers. 

The Southern states, which had only a small manufac-

turing sector, were forced to buy most of their manu-

factured goods from the North and to pay higher prices 

than they would have paid for British goods had there 

been no tariff.*

 As the nation expanded westward, another confl ict 

reached the boiling point: the expansion of slavery into 

the new territories. In 1860, when Abraham Lincoln had 

been elected president, most of the land between the 

 Mississippi River and the Pacifi c Ocean had not yet been 

organized into states. As newly formed territories applied 

for membership in the Union, the big question was 

whether they would come in as “free states” or “slave 

states.” Lincoln—and virtually all the other leaders of the 

new Republican Party—strenuously opposed the exten-

sion of slavery into the new territories of the West.

 The Southern economy, especially cotton agricul-

ture, was based on slave labor. The political leaders of 

the South realized that if slavery were prohibited in the 

new territories, it would be only a matter of time before 

these territories entered the Union as free states and 

the South was badly outvoted in Congress. And so, as 

Abraham Lincoln was preparing to take offi ce in 1861, 

11 Southern states seceded from the Union, touching off 

the Civil War, which lasted four years, cost hundreds of 

thousands of lives, and largely destroyed the Southern 

economy.

 The two major consequences of the war were the 

freeing of 4 million black people who had been slaves 

and the preservation of the Union with those 11 rebel 

states. It would take the nation more than a century to 

overcome the legacies of this confl ict.

Two Economic Confl icts Leading to the Civil War

*Tariffs are fully discussed in the chapter on international trade.

A Brief Economic History of the United States 3

America had an almost limitless 
supply of land.

sLa75799_ch01_001-024.indd Page 3  5/28/08  10:09:56 AM user-s173sLa75799_ch01_001-024.indd Page 3  5/28/08  10:09:56 AM user-s173 /Volumes/MH-BURR/MHBR019/MHBR019-01/Volumes/MH-BURR/MHBR019/MHBR019-01



4 C H A P T E R  1

    Southern agriculture developed very differently from agriculture in the other regions of 

the nation. We know, of course, that most of the labor was provided by slaves whose ances-

tors had been brought here in chains from Africa. On the average, Southern farms were 

large. By 1860, four-fi fths of the farms with more than 500 acres were in the South.     The 

plantation owners raised commercial crops such as cotton, rice, sugar, and tobacco, while 

the smaller farms, which were much less dependent on slave labor, produced a wider 

variety of crops. 

    In the North and the West, self-suffi cient, 160-acre family farms were most common. 

Eventually, corn, wheat, and soybeans became important commercial crops. But in the 

years following the Civil War, increasing numbers of people left the farms of the North 

to take jobs in manufacturing. 

    Times were bad for agriculture from the end of the Civil War until the close of the 

century. The government’s liberal land policy, combined with increased mechanization, 

vastly expanded farm output. The production of the nation’s three basic cash crops—corn, 

wheat, and cotton—rose faster than did its population through most of that period. Why 

did production rise so rapidly? Mainly because of the rapid technological progress made 

during that period. (See the box titled “American Agricultural Technology.”) This brings 

us to supply and demand, which is covered in Chapter 4 and explains why times were 

bad for agriculture despite expanded output. If the supply of corn increases faster than 

the demand for corn, what happens to the price of corn? It goes down. And this happened 

to wheat and cotton as well. Although other countries bought up much of the surpluses, 

the prices of corn, wheat, and cotton declined substantially from the end of the Civil 

War until the turn of the century. 

   The National Railroad Network 

 The completion of a national railroad network in the second half of the 19th century 

made possible mass production, mass marketing, and mass consumption. In 1850, the 

United States had just 10,000 miles of track, but within 40 years the total reached 

164,000 miles. The transcontinental railroads had been completed, and it was possible 

to get virtually anywhere in the country by train. Interestingly, however, the transconti-

nental lines all bypassed the South, which severely retarded its economic development 

well into the 20th century. 

American Agricultural Technology

*Tom Brokaw, The Greatest Generation (New York: Random House, 
1999), p. 92. The “greatest generation” was the one that came of age 
during the Great Depression and won World War II.

In the 19th century, a series of inventions vastly 

improved farm productivity. In the late 1840s, John 

Deere began to manufacture steel plows in Moline, 

 Illinois. These were a tremendous improvement over the 

crude wooden plows that had previously been used.

 Cyrus McCormick patented a mechanical reaper in 

1834. By the time of the Civil War, McCormick’s 

reaper had at least quadrupled the output of each farm 

laborer. The development of the Appleby twine binder, 

the Marsh brothers’ harvesting machine, and the Pitts 

thresher, as well as Eli Whitney’s cotton gin, all worked 

to make American agriculture the most productive in 

the world.

 The mechanization of American agriculture, which 

continued into the 20th century with the introduction of 

the gasoline powered tractor in the 1920s, would not 

have been possible without a highly skilled farm work-

force. Tom Brokaw described the challenge that farmers 

faced using this technology:

Farm boys were inventive and good with their 

hands. They were accustomed to fi nding solutions 

to mechanical and design problems on their own. 

There was no one else to ask when the tractor 

broke down or the threshing machine fouled, no 

1-800-CALLHELP operators standing by in those 

days.*

Supply and demand

The completion of the 
transcontinental railroads

Bad times for agriculture
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    In 1836, it took a traveler an entire month to get from New York to Chicago. Just 

15 years later, he or she could make the trip by rail in less than two days. What the 

railroads did, in effect, was to weave the country together into a huge social and eco-

nomic unit, and eventually into the world’s fi rst mass market (see the box titled “Mass 

Production and Mass Consumption”). 

    John Steele Gordon describes the economic impact of the railroads:  

 Most East Coast rivers were navigable for only short distances inland. As a result, there 

really was no “American economy.” Instead there was a myriad of local ones. Most food 

was consumed locally, and most goods were locally produced by artisans such as 

blacksmiths. The railroads changed all that in less than 30 years.  1  

      Before railroads, shipping a ton of goods 400 miles could easily quadruple the price. 

But by rail, the same ton of goods could be shipped in a fraction of the time and at 

one-twentieth of the cost.   

 The Age of the Industrial Capitalist 

 The last quarter of the 19th century was the age of the industrial capitalist. The great 

empire builders—Carnegie (steel), Du Pont (chemicals), McCormick (farm equip-

ment), Rockefeller (oil), and Swift (meat packing), among others—dominated this 

era. John D. Rockefeller, whose exploits will be discussed in the chapter on corporate 

mergers and antitrust, built the Standard Oil Trust, which controlled 90 percent of 

the oil business. In 1872, just before Andrew Carnegie opened the Edgar Thomson 

Mass production is possible only if there is also mass 

consumption. In the late 19th century, once the national 

railway network enabled manufacturers to sell their 

products all over the country, and even beyond our 

shores, it became feasible to invest in heavy machinery 

and to turn out volume production, which, in turn, meant 

lower prices. Lower prices, of course, pushed up sales, 

which encouraged further investment and created more 

jobs. At the same time, productivity, or output per hour, 

was rising, which justifi ed companies in paying higher 

wages, and a high-wage workforce could easily afford 

all the new low-priced products.

 Henry Ford personifi ed the symbiotic relationship 

between mass production and mass consumption. Sell-

ing millions of cars at a small unit of profi t allowed 

Ford to keep prices low and wages high—the perfect 

formula for mass consumption.

 So we had a mutually reinforcing relationship. Mass 

consumption enabled mass production, while mass produ c-

tion enabled mass consumption. As this process unfolded, 

our industrial output literally multiplied, and our standard 

of living soared. And nearly all of this process took place 

from within our own borders with only minimal help from 

foreign investors, suppliers, and consumers.

 After World War II, the Japanese were in no posi-

tion to use this method of reindustrialization. Not only 

had most of their plants and equipment been destroyed 

by American bombing, but also Japanese consumers did 

not have the purchasing power to buy enough manufac-

tured goods to justify mass production of a wide range 

of consumer goods. And so the Japanese industrialists 

took the one course open to them: As they rebuilt their 

industrial base, they sold low-priced goods to the low 

end of the American market. In many cases they sold 

these items—textiles, black-and-white TVs, cameras, 

and other consumer goods—at half the prices charged 

in Japan.

Japanese consumers were willing to pay much 

higher prices for what was often relatively shoddy 

merchandise, simply because that was considered the 

socially correct thing to do. Imagine American consum-

ers acting this way! Within a couple of decades, Japa-

nese manufacturers, with a virtual monopoly in their 

home market and an expanding overseas market, were 

able to turn out high-volume, low-priced, high-quality 

products. We will look much more closely at Japanese 

manufacturing and trade practices in the chapter on 

international trade.

Mass Production and Mass Consumption

1John Steele Gordon, “The Golden Spike,” Forbes ASAP, February 21, 2000, p. 118.
Andrew Carnegie, American 
industrial capitalist
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works, the United States produced less than 100,000 tons of steel. Only 25 years later, 

Carnegie alone was turning out 4 million tons, almost half of the total American 

production. Again, as supply outran demand, the price of steel dropped from $65 to 

$20 a ton. 

    The industrial capitalists not only amassed great economic power, but abused that 

power as well. Their excesses led to the rise of labor unions and the passage of antitrust 

legislation.  2  

      The American Economy in the 20th Century  

 By the turn of the century, America had become an industrial economy. Fewer than 4 in 

10 people still lived on farms. We were among the world’s leaders in the production of 

steel, coal, steamships, textiles, apparel, chemicals, and agricultural machinery. Our trade 

balance with the rest of the world was positive every year. While we continued to export 

most of our huge agricultural surpluses to Europe, increasingly we began to send the 

countries of that continent our manufactured goods as well. 

    We were also well on our way to becoming the world’s fi rst mass-consumption 

society. The stage had been set by the late-19th-century industrialists. At the turn of the 

20th century, we were on the threshold of the automobile age (see the box titled “The 

Development of the Automobile Industry”). The Wright brothers would soon be fl ying 

their plane at Kitty Hawk, but commercial aviation was still a few decades away. 

    American technological progress—or, if the South can forgive me, Yankee ingenuity—

runs the gamut from the agricultural implements previously mentioned to the telegraph, 

the telephone, the radio, the TV, and the computer. It includes the mass-production system 

perfected by Henry Ford, which made possible the era of mass consumption and the high 

living standards that the people of all industrialized nations enjoy today. America has long 

been on the world’s technological cutting edge, as well as being the world’s leader in 

manufacturing. 

    This technological talent, a large agricultural surplus, the world’s fi rst universal 

public education system, and the entrepreneurial abilities of our great industrialists com-

bined to enable the United States to emerge as the world’s leading industrial power by 

On the world’s technological 
cutting edge

Henry Ford, American automobile 
manufacturer

The Development of the Automobile Industry

Nothing is particularly hard if you divide 

it into small jobs.

–Henry Ford–

Who was the fi rst automobile manufacturer to use a 

division of labor, to use a moving assembly line, and 

to bring the materials to the worker instead of the 

worker to the materials? Was it Henry Ford? Close, but 

no cigar. It was Henry Olds, who turned the trick in 

1901 when he started turning out Oldsmobiles on a 

mass basis. Still another Henry, Henry Leland, believed 

it was possible and practical to manufacture a standard-

ized engine with interchangeable parts. By 1908, he did 

just that with his Cadillac.

 Henry Ford was able to carry mass production to 

its logical conclusion. His great contribution was the 

emphasis he placed on an expert combination of accu-

racy, continuity, the moving assembly line, and speed, 

through the careful timing of manufacturing, materials 

handling, and assembly. The assembly line speeded up 

work by breaking down the automaking process into a 

series of simple, repetitive operations.

 Back in 1908, only 200,000 cars were registered in 

the United States. Just 15 years later, Ford built 57 per-

cent of the 4 million cars and trucks produced. But soon 

General Motors supplanted Ford as the country’s number 

one automobile fi rm, a position it continues to hold. In 

1929, motor vehicle production peaked at 5.3 million 

units, a number that was not reached again until 1949.

2See the chapters on labor unions and antitrust in Economics and Microeconomics.
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the time of World War I. Then, too, fortune smiled on this continent by keeping it out 

of harm’s way during the war. This same good fortune recurred during World War II; 

so, once again, unlike the rest of the industrial world, we emerged from the war with 

our industrial plant intact. 

     America’s large and growing population has been extremely important as a market 

for our farmers and manufacturers. After World War II, Japanese manufacturers targeted 

the American market, while the much smaller Japanese market remained largely closed 

to American manufactured goods. Japan—with less than half our population and, until 

very recently, much less purchasing power than the United States—has largely fi nanced 

its industrial development with American dollars. (See again the box titled “Mass Produc-

tion and Mass Consumption.”)  

 The Roaring Twenties 

 World War I ended on November 11, 1918. Although we had a brief depression in the early 

1920s, the decade was one of almost unparalleled expansion, driven largely by the auto-

mobile industry. Another important development in the 1920s was the spreading use of 

electricity. During this decade, electric power production doubled. Not only was indus-

trial use growing, but by 1929 about two out of every three homes in America had been 

wired and were now using electrical appliances. The telephone, the radio, the toaster, the 

refrigerator, and other conveniences became commonplace during the 1920s. 

    Between 1921 and 1929, national output rose by 50 percent and most Americans 

thought the prosperity would last forever. The stock market was soaring, and instant 

millionaires were created every day, at least on paper. It was possible, in the late 1920s, 

to put down just 10 percent of a stock purchase and borrow the rest on margin from a 

stockbroker, who, in turn, borrowed that money from a bank. If you put down $1,000, 

you could buy $10,000 worth of stock. If that stock doubled (that is, if it was now worth 

$20,000), you just made $10,000 on a $1,000 investment. Better yet, your $10,000 stake 

entitled you to borrow $90,000 from your broker, so you could now own $100,000 worth 

of stock. 

    This was not a bad deal—as long as the market kept going up. But, as they say, 

what goes up must come down. And, as you well know, the stock market came crashing 

down in October 1929. Although it wasn’t immediately apparent, the economy had 

already begun its descent into a recession a couple of months before the crash. And, that 

recession was the beginning of the Great Depression. 

    Curiously, within days after the crash, several leading government and business 

offi cials—including President Hoover and John D. Rockefeller—each described economic 

conditions as “fundamentally sound.” The next time you hear our economy described in 

those terms, you’ll know we’re in big trouble. 

   The 1930s: The Great Depression  

 Once upon a time my opponents honored me as possessing the fabulous intellectual 

and economic power by which I created a worldwide depression all by myself. 

 –President Herbert Hoover–  

 By the summer of 1929, the country had clearly built itself up for an economic letdown. 

Between 1919 and 1929, the number of cars on the road more than tripled, from fewer 

than 8 million to nearly 27 million, almost one automobile for every household in the 

nation. The automobile market was saturated. Nearly three out of four cars on the road 

were less than six years old, and model changes were not nearly as important then as 

they are today. The tire industry had been overbuilt, and textiles were suffering from 

overcapacity. Residential construction was already in decline, and the general business 

investment outlook was not that rosy. 

    Had the stock market not crashed and had the rest of the world not gone into a 

depression, we might have gotten away with a moderate business downturn. Also, had 

The postwar boom

The spreading use of electricity

How to become a millionaire in 
the stock market

…the chief business of the 
American people is business.

—President Calvin Coolidge

The August 1929 recession
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the federal government acted more expeditiously, it is quite possible that the prosperity 

of the 1920s, after a fairly short recession, could have continued well into the 1930s. 

But that’s not what happened. What did happen completely changed the lives of the 

people who lived through it, as well as the course of human history itself. 

    Prices began to decline, investment in plant and equipment collapsed, and a drought 

wiped out millions of farmers. In fact, conditions grew so bad in what became known as 

the Dust Bowl that millions of people from the Midwest just packed their cars and drove 

in caravans to seek a better life in California. Their fl ight was immortalized in John 

Steinbeck’s great novel  The Grapes of Wrath,  which was later made into a movie. Although 

most of these migrants came from other states, they were collectively called Okies, because 

it seemed at the time as if the entire state of Oklahoma had picked up and moved west. 

    There had been widespread bank failures in the late 1920s and by the end of 1930, 

thousands of banks had failed and the generally optimistic economic outlook had given 

way to one of extreme pessimism. From here on, it was all downhill. By the beginning 

of 1933, banks were closing all over the country; by the fi rst week in March, every 

single bank in the United States had shut its doors. 

    When the economy hit bottom in March 1933, national output was about one-third 

lower than it had been in August 1929. The offi cial unemployment rate was 25 percent, 

but offi cial fi gures tell only part of the story. Millions of additional workers had simply 

given up looking for work during the depths of the Great Depression, as there was no work 

to be had. Yet according to the way the government compiles the unemployment rate, these 

people were not even counted since they were not actually looking for work.  3  

     The Depression was a time of soup kitchens, people selling apples on the street, 

large-scale homelessness, so-called hobo jungles where poor men huddled around 

garbage-pail fi res to keep warm, and even fairly widespread starvation. “Are you work-

ing?” and “Brother, can you spare a dime?”  4   were common greetings. People who lived 

in collections of shacks made of cardboard, wood, and corrugated sheet metal scornfully 

referred to them as Hoovervilles. Although President Herbert Hoover did eventually 

make a few halfhearted attempts to get the economy moving again, his greatest contri-

bution to the economy was apparently his slogans. When he ran for the presidency in 

1928, he promised “two cars in every garage” and “a chicken in every pot.” As the 

Depression grew worse, he kept telling Americans that “prosperity is just around the 

corner.” It’s too bad he didn’t have Frank Perdue in those days to stick a chicken in 

every pot.

     Why did the downturn of August 1929 to March 1933 fi nally reverse itself? Well, 

for one thing, we were just about due. Business inventories had been reduced to rock-

bottom levels, prices had fi nally stopped falling, and there was a need to replace some 

plants and equipment. The federal budget defi cits of 1931 and 1932, even if unwillingly 

incurred, did provide a mild stimulus to the economy.  5  

     Clearly a lot of the credit must go to the new administration of Franklin D. Roosevelt, 

which reopened the banks, ran large budget defi cits, and eventually created government 

job programs that put millions of Americans back to work (see the box titled “The New 

Deal”). Recognizing a crisis in confi dence, Roosevelt said, “The only thing we have to 

fear is fear itself.” Putting millions of people back to work was a tremendous confi dence 

builder. A 50-month expansion began in March 1933 and lasted until May 1937. Although 

output did fi nally reach the levels of August 1929, more than 7 million people were still 

unemployed. 

    By far, the most important reason for the success of the New Deal’s fi rst four years 

was the massive federal government spending that returned millions of Americans to 

The bank failures

Hitting bottom

3How the Department of Labor computes the unemployment rate is discussed in the chapter on economic 
fl uctuations in Economics and Macroeconomics. In Chapter 2, we’ll be looking at the concept of full employ-
ment, but you can grasp intuitively that when our economy enters even a minor downturn, we are operating 
at less than full employment.
4“Brother, Can You Spare a Dime?” was a depression era song written by Yip Harburg and Jay Gorney.
5In Chapter 12 of Economics and Macroeconomics we’ll explain how budget defi cits stimulate the economy.

Herbert Hoover, thirty-fi rst president 
of the United States

Herbert Hoover and the 
Depression

I see one-third of a nation 
ill-housed, ill-clad, ill-nourished.

—Franklin D. Roosevelt 
Second Inaugural Address, 

January 1937

Why did the downturn reverse 
itself?

The Dust Bowl and the “Okies”
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work. This huge infusion of dollars into our economy was just what the doctor ordered. 

In this case, the doctor was John Maynard Keynes, the great English economist, who 

maintained that it didn’t matter  what  the money was spent on—even paying people to 

dig holes in the ground and then to fi ll them up again—as long as enough money was 

spent. But in May 1937, just when it had begun to look as though the Depression was 

fi nally over, we plunged right back into it again. 

    What went wrong? Two things: First, the Federal Reserve Board of Governors, 

inexplicably more concerned about infl ation than about the lingering economic depres-

sion, greatly tightened credit, making it much harder to borrow money. Second, the 

Roosevelt administration suddenly got that old balance-the-budget-at-all-costs religion. 

The cost of that economic orthodoxy—which would have made sense during an eco-

nomic boom—was the very sharp and deep recession of 1937–38. Tight money and a 

balanced budget are now considered the right policies to follow when the economy is 

heating up and prices are rising too quickly, but they are prescriptions for disaster when 

the unemployment rate is 12 percent.  6  

     The ensuing downturn pushed up the official unemployment count by another 

5 million, industrial production fell by 30 percent, and people began to wonder when 

this depression would ever end. But there really  was  some light at the end of the 

tunnel. 

    In April 1938, both the Roosevelt administration and the Federal Reserve Board 

reversed course and began to stimulate the economy. By June, the economy had turned 

around again, and this time the expansion would continue for seven years. The outbreak 

The New Deal

When Franklin D. Roosevelt ran for president in 1932, 

he promised “a new deal for the American people.” 

Action was needed, and it was needed fast. In the fi rst 

100 days Roosevelt was in offi ce, his administration sent 

a fl urry of bills to Congress that were promptly passed.

 The New Deal is best summarized by the three Rs: 

relief, recovery, and reform. Relief was aimed at allevi-

ating the suffering of a nation that was, in President 

Roosevelt’s words, one-third “ill-fed, ill-clothed, and ill-

housed.” These people needed work relief, a system 

similar to today’s workfare (work for your welfare 

check) programs. About 6 million people, on average, 

were put to work at various jobs ranging from raking 

leaves and repairing public buildings to maintaining 

national parks and building power dams. Robert R. Russell 

made this observation:

The principal objects of work-relief were to help 

people preserve their self-respect by enabling them 

to stay off the dole and to maintain their work 

habits against the day when they could again fi nd 

employment in private enterprises. It was also 

hoped that the programs, by putting some 

purchasing power into the hands of workers and 

suppliers of materials, would help prime the 

economic pump.*

 The economic recovery could not begin to take off 

until people again began spending money. As these 6 mil-

lion Americans went back to work, they spent their pay-

checks on food, clothing, and shelter, and managed to 

pay off at least some of their debts. The most lasting 

effect of the New Deal was reform. The Securities and 

Exchange Commission (SEC) was set up to regulate the 

stock market and avoid a repetition of the speculative 

excesses of the late 1920s, which had led to the great 

crash of 1929. After the reform, bank deposits were 

insured by the Federal Deposit Insurance Corporation 

(FDIC) to prevent future runs on the banks by deposi-

tors, like those experienced in the early 1930s. Also, 

an unemployment insurance benefi t program was set up 

to provide temporarily unemployed people with some 

money to tide them over. The most important reform of 

all was the creation of Social Security. Although even 

today retired people need more than their Social Security 

benefi ts to get by, there is no question that this program 

has provided tens of millions of retired people with a 

substantial income and has largely removed workers’ 

fears of being destitute and dependent in their old age.

*Robert R. Russell, A History of the American Economic System (New 
York: Appleton-Century-Crofts, 1964), p. 547.

The recession of 1937–38

Franklin D. Roosevelt, thirty-second 
president of the United States6These policies will be discussed in Chapters 12 and 14 of Economics and Macroeconomics.
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of war in Europe, the American mobilization in 1940 and 1941, and our eventual entry 

into the war on December 7, 1941, all propelled us toward full recovery. 

    When we ask what fi nally brought the United States out of the Great Depression, 

there is one clear answer: the massive federal government spending that was needed to 

prepare for and to fi ght World War II. 

    For most Americans the end of the Depression did not bring much relief, because the 

nation was now fi ghting an all-out war. For those who didn’t get the message in those days, 

there was the popular reminder, “Hey, bub, don’t yuh know there’s a  war  goin’ on?” 

    The country that emerged from the war was very different from the one that had 

entered it less than four years earlier. Prosperity had replaced depression. Now infl ation 

had become the number one economic worry.   

 The 1940s: World War II and Peacetime Prosperity 

 Just as the Great Depression dominated the 1930s, World War II was the main event of 

the 1940s, especially from the day the Japanese bombed Pearl Harbor until they sur-

rendered in August 1945. For the fi rst time in our history, we fought a war that required 

a total national effort. Although the Civil War had caused tremendous casualties and had 

set the South back economically for generations, we had never before fought a war that 

consumed nearly half of our nation’s total output. 

    At the peak of the war, more than 12 million men and women were mobilized and, 

not coincidentally, the unemployment rate was below 2 percent. Women, whose place was 

supposedly in the home, fl ocked to the workplace to replace the men who had gone off to 

war. Blacks, too, who had experienced great diffi culty fi nding factory jobs, were hired to 

work in the steel mills and the defense plants in the East, the Midwest, and the West. 

    No more than 2 or 3 percent of the defense plant workers had any experience in this 

area, but thanks to mass production techniques developed largely by General Motors and 

Ford, these workers would turn out nearly 300,000 airplanes, over 100,000 tanks, and 88,000 

warships. America clearly earned its title, “Arsenal of Democracy.” 

    Between 1939 and 1944, national output of goods and services nearly doubled, while 

federal government spending—mainly for defense—rose by more than 400 percent. By 

the middle of 1942, our economy reached full employment for the fi rst time since 1929. 

To hold infl ation in check, the government not only instituted price and wage controls 

but also issued ration coupons for meat, butter, gasoline, and other staples. 

        During the war, 17 million new jobs were created, while the economy grew 10 or 

11 percent a year. Doris Kearns Goodwin attributed “a remarkable entrepreneurial spirit” 

not only to the opportunity to make huge wartime profi ts but to a competitiveness “devel-

oped within each business enterprise to produce better than its competitors to serve the 

country.” A sign hanging in many defense plants read: “PLEDGE TO VICTORY: The war 

may be won or lost in this plant.”  7  

     It was American industrial might that proved the decisive factor in winning World 

War II. Essentially our production of ships, tanks, planes, artillery pieces, and other war 

matériel overwhelmed the production of the Germans and the Japanese. 

    Globally, we were certainly at the top of our game. With just 7 percent of the world’s 

population, we accounted for half the world’s manufacturing output, as well as 80 percent 

of its cars and 62 percent of its oil. Our potential rivals, Japan, Germany, France, and 

the United Kingdom, would need at least 15 years to repair their war-damaged industrial 

plant and begin competing again in world markets. 

    The United States and the Soviet Union were the only superpowers left standing in 

1945. When the cold war quickly developed, we spent tens of billions of dollars to prop 

up the sagging economies of the nations of Western Europe and Japan, and we spent 

hundreds of billions more to provide for their defense. In the four decades since the close 

of World War II we expended 6 percent of our national output on defense, while the 

   7 Doris Kearns Goodwin, “The Way We Won: America’s Economic Breakthrough during World War II,”  The 
American Prospect,  Fall 1992, p. 68.  
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Soviet Union probably expended at least triple that percentage. This great burden cer-

tainly contributed to the collapse of the Soviet Union in 1990–91, and our own heavy 

defense spending continues to divert substantial resources that might otherwise be used 

to spur our economic growth. 

     Figure 1  provides a snapshot of U.S. economic growth since 1870. You’ll notice 

that our economy has been pretty stable since the end of World War II. The latter half 

of the 1940s was largely a time of catching up for the American economy. For years 

we had gone without, fi rst during the Great Depression, and then, because so much 

of our resources had been diverted to the war effort. Wartime government posters 

urged us to:  

 Use it up, 

 Wear it out, 

 Make it do, 

 Or do without.  

    Once the war was over, there was a huge increase in the production of not just 

housing and cars, but refrigerators, small appliances, and every other consumer good that 

had been allowed to wear down or wear out. 

    Within a year after the war ended, some 12 million men and several hundred thou-

sand women returned home to their civilian lives. Very little housing had been built 

during the war and the preceding depressed period, so most veterans lived in overcrowded 

houses and apartments, often with three generations under one roof. The fi rst thing vet-

erans wanted was new housing. 

    The federal government obligingly facilitated this need for new housing by providing 

Veterans Administration (VA) mortgages at about 1 percent interest and often nothing 

down to returning veterans. The Federal Housing Administration (FHA) supplemented the 

VA program with FHA mortgages to millions of other Americans. Where were these 

houses built? In the suburbs. By 1945, little land was available in the cities, so suburban-

ization was inevitable. 
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 Annual Percentage Growth of U.S. Output of Goods and Services, 1870–2007 
   Although there were plenty of ups and downs, in most years, output grew at a rate of between 2 and 5 
percent. What stands out are the booms during World War I, the Roaring Twenties, the abortive recovery 
from the Great Depression (in the mid-1930s), World War II, and the relative prosperity since the beginning 
of World War II. The two sharpest declines in output occurred during the Great Depression and after World 
War II. The drop after World War II was entirely due to a huge cut in defense spending, but our economy 
quickly reconverted to producing civilian goods and services, so the 1945 recession was actually very mild. 

  Sources:  U.S. Department of Commerce, and AmeriTrust Company, Cleveland. 

  The suburbanization of America  
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A D V A N C E D W O R K

Post–World War II Recessions

      Since World War II, the United States has had 10 reces-

sions of varying length and severity.           The longest was from 

1973–75, but the most severe was the 1981–82 recession.

   February 1945–October 1945   

 November 1948–October 1949

    July 1953–May 1954  

  August 1957–April 1958

    April 1960–February 1961

    December 1969–November 1970    

    November 1973–March 1975  This one was set off 

by a fourfold increase in the price of oil engineered by the 

OPEC nations (which we’ll talk a lot more about in the chap-

ter on economic fl uctuations in  Economics  and  Macroeco-
nomics ). Simultaneously, there was a worldwide shortage 

of foodstuffs, which drove up food prices. To make matters 

worse in this country, we struck a deal to export about one-

quarter of our wheat and other grains to the Soviet Union. 

Output fell about 5 percent, and, to make matters still 

worse, the rate of infl ation remained unacceptably high.   

January 1980–July 1980  A doubling of oil prices 

by OPEC and a credit crunch set off by the Federal Reserve 

Board of Governors, which had been alarmed by an infl a-

tion rate that had reached double-digit levels, pushed us 

into a very brief, but fairly sharp, recession. When interest 

rates rose above 20 percent, the Federal Reserve allowed 

credit to expand and the recession ended.   

July 1981–November 1982  This downturn was also 

set off by the Federal Reserve, which was now determined 

to wring infl ation out of our economy. By the end of the 

recession—which now held the dubious distinction of 

 being the worst downturn since the Great Depression—

the unemployment rate had reached almost 11 percent. But 

the infl ation rate had been brought down, and in late summer 

1982, the Federal Reserve once again eased credit, setting 

the stage for the subsequent recovery. At the same time, the 

federal government had been cutting income tax rates, fur-

ther helping along the business upturn.   

    July 1990–March 1991  After the longest uninter-

rupted peacetime expansion in our history, a fairly mild 

downturn was caused by a combination of sharply rising 

oil prices (due to Iraq’s invasion of Kuwait on August 2 and 

the ensuing Persian Gulf War), tight money, and a defi cit-

cutting budget agreement between President George Bush 

and Congress in October. President Bush himself termed 

the recovery “anemic,” and its slow pace was largely re-

sponsible for his loss of the 1992 election to Bill Clinton.   

March 2001–November 2001  By mid-2000, it had 

become apparent that many high-tech stocks in telecom-

munication, Internet, and computer software companies 

were over-valued, and consequently, investment in these 

industries began to sink very rapidly. Excess capacity 

needed to be worked off before investment would revive. 

What was very unusual for a recession was that consumer 

spending, buoyed by low interest rates, mortgage refi nanc-

ing, and massive federal tax cuts, actually continued to rise 

throughout the recession. Then, just when recovery seemed 

likely, the terrorist attacks of 9/11 provided an additional 

economic shock, depressing the demand for air travel and 

hotel rooms. To counter the effects of the recession as well 

as to aid in the recovery from the attacks, the Bush admin-

istration pushed through Congress not only a major tax cut 

and tax refunds, but increased government spending. The 

recession was one of the mildest on record, and output be-

gan to rise in the fourth quarter of 2001.      

Early 2008 The exact starting date of this recession 

may not be determined until sometime in 2009, but I would 

guess that it began in early 2008. When did it end? I’m 

writing these words on May 2, 2008, so I have a great ex-

cuse for not knowing the answer.

By the time you read these words, it is possible that 

our economy will have managed to very narrowly avoid a 

recession. But this book went to press before it was clear 

whether or not a recession had begun.

Tens of millions of Americans had been using their 

homes like ATMs, taking out hundreds of billions of dol-

lars every year in home equity loans to fi nance spending on 

new cars, vacation trips, shopping sprees, paying their chil-

dren’s college expenses, or just fi lling up their gas tanks. 

When the housing bubble burst in early 2007, it became 

increasingly diffi cult for them to keep borrowing. And the 

less they could borrow, the less they could spend.

The decline in housing prices had an even more direct 

economic effect. Hundreds of thousands of construction 

workers, real estate agents, mortgage brokers, fi nancial 

service workers, and others with jobs in these economic 

sectors were thrown out of work.

If this recession follows the pattern set by the previous 

two recessions, it may be fairly mild. Neither lasted more 

than 9 months, nor did national output fall as much as 1 per-

cent. Furthermore, in the early stages of the current reces-

sion, the president, Congress, and the Federal Reserve had 

already taken strong measures to limit the damages. By the 

time you read these words, it will be apparent whether or not 

they succeeded. 
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    And how would these new suburbanites get to work? By car. So more highways 

were needed. Once again, the federal government stepped in. Before long a federally 

subsidized interstate highway network was being built, along with thousands of state and 

local highways, parkways, and freeways, as well as local streets and roads. 

    Hence the late 1940s and the 1950s were one big construction boom. Highway build-

ing and home construction provided millions of jobs. The automobile industry, too, was 

prospering after a total shutdown during the war. In the postwar era, we not only supplied 

all the new suburbanites with cars, but we also became the world’s leading auto exporter. 

    The returning veterans had a lot of catching up to do. Couples had been forced to 

put off having children, but after the war the birthrate shot up and stayed high until the 

mid-1960s. This baby boom and low gasoline prices added impetus to the nation’s 

 suburbanization. Why continue to live in cramped urban quarters when a house in the 

suburbs was easily affordable, as it was to most middle-class and working-class Americans 

(see the box titled “Levittown, U.S.A.”)? 

    In 1944 Congress passed the GI Bill of Rights, which not only offered veterans 

mortgage loans, as well as loans to start businesses, but also provided monthly stipends 

for those who wanted help with educational costs. By 1956, when the programs ended, 

7.8 million veterans, about half of all who had served, had participated. A total of 2.2 mil-

lion went to college, 3.5 million to technical schools below the college level, and 700,000 

to agricultural schools. The GI Bill made college affordable to men from working-class 

and lower-middle-class backgrounds and was almost entirely responsible for enrollments 

more than doubling between 1940 and 1949. 

   The 1950s: The Eisenhower Years 

 The economy was further stimulated by the advent of television in the early 1950s, as 

well as by the Korean War. It didn’t really matter what individual consumers or the 

government spent their money on, as long as they spent it on something. 

  Levittown, U.S.A.  

 No man who owns his own house and lot can be a 

communist. 

 –William Levitt–  

 Levittown, Long Island, a tract development of 17,000 

nearly identical homes, was built right after World War 

II, largely for returning veterans and their families. 

These 800-square-foot, prefabricated homes sold for 

$8,000 with no down payment for veterans. William 

Levitt described the production process as the reverse 

of the Detroit assembly line:  

 There, the car moved while the workers stayed at 

their stations. In the case of our houses, it was the 

workers who moved, doing the same jobs at 

different locations. To the best of my knowledge, no 

one had ever done that before.  *  

    Levittown became the prototype of suburban tract 

development, and the Levitts themselves built similar 

developments in New Jersey, Pennsylvania, and Maryland. 

In 1963, civil rights demonstrations targeted William 

Levitt’s housing development in Bowie, Maryland. 

  Levitt admitted he had refused to sell houses to black 

families, because, he said, integrating his developments 

would put him at a competitive disadvantage. Levitt’s 

discriminatory sales policy was no different from most 

other developers, who did not relent until well into the 

1960s, when government pressure forced them to do so. 

  Of course racism was hardly confi ned to developers 

like Levitt. James T. Patterson, a historian, wrote that the 

Federal Housing Administration “openly screened out 

applicants according to its assessment of people who were 

‘risks.’”   †       These were mainly blacks, Hispanics, Asians, 

Jews, and other “unharmonious racial or nationality 

groups.” In so doing, FHA enshrined residential segrega-

tion as a public policy of the United States government. 

  In New York and northern New Jersey, fewer than 

100 of the 67,000 mortgages insured by the GI Bill 

supported home purchases by nonwhites.  

   * Eric Pace, “William J. Levitt, 86, Pioneer of Suburbs, Dies,”  New York 
Times,  January 29, 1994, p. A1.  

†James T. Patterson,  Grand Expectations  (New York: Oxford Univer-
sity Press, 1997), p. 27.

  The GI Bill of Rights  
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    General Dwight D. Eisenhower, one of the great heroes of World War II, made two 

key promises in his 1952 campaign for the presidency: He would end the war in Korea, 

and he would end the infl ation we had had since the close of World War II. Eisenhower 

made good on both promises. Although three recessions occurred during his eight years 

in offi ce, economic growth, although not as fast as it had been in the 1940s, was certainly 

satisfactory (see the box titled “The Consequences of Suburbanization”). 

    What may be most signifi cant about the Eisenhower years is what  didn’t  happen 

rather than what did. Eisenhower made no attempt to undo the legacies of the New Deal 

such as Social Security, unemployment insurance, or the regulatory reforms that had been 

instituted. The role of the federal government as a major economic player had become 

a permanent one. By the end of the decade America was well on its way to becoming a 

suburban nation. In a sense we had attained President Herbert Hoover’s 1928 campaign 

promise of a car in every garage and a chicken in every pot. But we did him one better. 

In 1950 just 10 percent of all homes had a TV; by 1960 87 percent of all American 

homes had at least one set. 

   The Soaring Sixties: The Years of Kennedy and Johnson 

 When John F. Kennedy ran for president in 1960, the country was mired in the third 

Eisenhower recession. Kennedy pledged to “get the country moving again.” The economy 

did  quickly rebound from the recession and the country embarked on an uninterrupted 

eight-year expansion. An assassin shot Kennedy before he could complete his fi rst term; 

he was succeeded by Lyndon Johnson, who in his fi rst speech as president stated simply, 

“Let us continue.” A major tax cut, which Kennedy had been planning, was enacted in 

1964 to stimulate the economy. That and our growing involvement in the Vietnam War 

helped bring the unemployment rate down below 4 percent by 1966. But three major 

spending programs, all initiated by Johnson in 1965, have had the most profound long-

term effect on the economy: Medicare, Medicaid, and food stamps. 

    Our rapid economic growth from the mid-1940s through the late 1960s was caused 

largely by suburbanization. But the great changes during this period came at a substan-

tial price (see the box titled “The Consequences of Suburbanization”). Whatever the costs 

and benefi ts, we can agree that in just two and a half decades, this process made America 

a very different place from what it was at the close of World War II.   

  The Consequences of Suburbanization 

 Suburbanization was the migration of tens of millions 

of middle-class Americans—nearly all of them white— 

from our nation’s large central cities to newly developed 

suburban towns and villages. Instead of getting to work 

by public transportation, these commuters now went by 

car. Truck transport replaced railroads as the primary 

way to haul freight. Millions of poor people—the large 

majority of whom were black or Hispanic—moved into 

the apartments vacated by the whites who had fl ed to 

the suburbs. 

  Suburbanization left our cities high and dry. As 

middle-class taxpayers and millions of factory jobs left 

the cities, their tax bases shrank. There were fewer and 

fewer entry-level jobs for the millions of new arrivals, 

largely from the rural South. Throughout the 1950s, 

1960s, and 1970s, a huge concentration of poor people 

was left in the cities as the middle-class workers—both 

black and white—continued to fl ee to the suburbs. By 

the mid-1970s, the inner cities were rife with poverty, 

drugs, and crime, and had become socially isolated from 

the rest of the country. 

  Still other consequences of suburbanization were 

our dependence on oil as our main source of energy and 

eventually, our dependence on foreign sources for more 

than half our oil. Indeed, America’s love affair with the 

automobile has not only depleted our resources, pol-

luted our air, destroyed our landscape, and clogged our 

highways but also has been a major factor in our imbal-

ance of trade.  *    

   * The damage we are doing to our nation’s environment and to that of 
our planet is alarming, but discussing it goes beyond the scope of this 
book. However, in the chapter on international trade, we do have a 
lengthy discussion of our trade imbalance and how our growing oil 
imports have contributed to it.  

  Eisenhower would end the war 
and end the infl ation.  
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 The Sagging Seventies: The Stagfl ation Decade 

 The 1970s brought Americans crashing back to economic reality. In 1973, we were hit 

by the worst recession since the 1930s. This came on the heels of an oil price shock: 

The Organization of Petroleum Exporting Countries (OPEC) had quadrupled oil prices 

in the fall of 1973, and by then, too, we were mired in double-digit infl ation, an annual 

rate of increase in prices of at least 10 percent. About the only good thing during this 

period was that we were able to add a new word to our vocabularies— stagfl ation . The 

fi rst part of this word is derived from stagnation. Our economic growth, which had been 

fairly rapid for 25 years after World War II, had slowed to a crawl. Usually when this 

happened, prices would stop rising or at least would slow their rate of increase. But now 

the opposite had happened: We had a bad case of infl ation, which gave us the second 

part of the word  stagfl ation . 

    The president who seemed to have the worst economic luck of all was Jimmy Carter. 

He presided over mounting budget defi cits that, coupled with a rapid growth of the money 

supply, pushed up the infl ation rate to nearly double-digit levels. And then suddenly, in 

1979, the Iranian revolution set off our second oil shock. Gasoline prices went through 

the ceiling, rising from about 70 cents a gallon to $1.25. 

    Alarmed at the infl ation rate, which had nearly doubled in just three years, the Fed-

eral Reserve literally stopped the growth of the money supply in October 1979. By the 

following January we were in another recession, while the annual rate of infl ation reached 

18 percent. Talk about stagfl ation!   

 The 1980s: The Age of Reagan 

 Ronald Reagan, who overwhelmingly defeated incumbent Jimmy Carter in the 1980 

presidential election, offered the answers to our most pressing economic problems. For 

too long, he declared, we had allowed the federal government to “tax, tax, tax, spend, 

spend, spend.” Big government was not the answer to our problems. Only private enter-

prise could provide meaningful jobs and spur economic growth. If we cut tax rates, said 

Reagan, people would have more incentive to work, output would rise, and infl ation 

would subside. After all, if infl ation meant that too many dollars were chasing too few 

goods, why not produce more goods? 

    This brand of economics, supply-side economics, was really the fl ip side of Keynesian 

economics. Both had the same objective: to stimulate output, or supply. The Keynesians 

thought the way to do this was to have the government spend more money, which, in turn, 

would give business fi rms the incentive to produce more. The supply-siders said that if tax 

rates were cut, people would have more of an incentive to work and would increase output. 

    Personal income taxes were cut by a whopping 23 percent in 1981 (stretched over 

a three-year period), and business taxes were also slashed. This was the heart of the 

supply-side program. As it happened, most of the tax cuts went to the wealthy. 

    In January 1981, it was Ronald Reagan’s ball game to win or lose. At fi rst he seemed 

to be losing. He presided over still another recession, which, by the time it ended, was 

the new postwar record holder, at least in terms of length and depth. The second-worst 

recession since World War II had been that of 1973–75. But the 1981–82 recession was 

a little longer and somewhat worse. 

    By the end of 1982, the unemployment rate reached nearly 11 percent, a rate the 

country had not seen since the end of the Depression. But on the upside, infl ation was 

fi nally brought under control. In fact, both the infl ation and unemployment rates fell 

during the next four years, and stagfl ation became just a bad memory. 

    Still, some very troubling economic problems surfaced during the period. The unem-

ployment rate, which had come down substantially since the end of the 1981–82 reces-

sion, seemed stuck at around 6 percent, a rate that most economists consider to be 

unacceptably high. A second cause for concern were the megadefi cits being run by the 

federal government year after year. Finally, there were the foreign trade defi cits, which 

were getting progressively larger throughout most of the 1980s. 

Supply-side economics

The recession of 1981–82

Stagnation + infl ation = 
stagfl ation

Jimmy Carter’s economic 
problems
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    In 1988, George H. W. Bush, who had served as Reagan’s vice president for eight years 

and claimed to be a convert to supply-side economics, made this famous campaign promise: 

“Read my lips: No new taxes.” Of course, the rest is history. Bush won the election, and a 

couple of years later, in an effort to reduce the federal budget defi cit, he agreed to a major 

tax increase. Not only did his words come back to haunt him when he ran for reelection in 

1992, but the defi cit continued to rise. And to completely ruin his party, we suffered a 

lingering recession that began in the summer of 1990 and from which we did not completely 

recover until the end of 1992, with the unemployment rate still hovering above 7 percent. 

   The State of American Agriculture 

 The story of American agriculture is the story of vastly expanding productivity. The 

output of farm labor doubled between 1850 and 1900, doubled again between 1900 and 

1947, and doubled a third time between 1947 and 1960. In 1800 it took 370 hours to 

produce 100 bushels of wheat. By 1960 it took just 15 hours. In 1820 one farmer could 

feed 4.5 people. Today that farmer could feed about 500 people. 

    One of the most dramatic agricultural advances was the mechanical cotton picker, 

which was introduced in 1944. In an hour, a laborer could pick 20 pounds of cotton. 

The mechanical picker could pick one thousand pounds of cotton in the same length 

of time. Within just four years, millions of the Southern rural poor—both black and 

white—were forced off the farms and into the cities of the South, the North, and the 

Midwest. 

    While agriculture is one of the most productive sectors of our economy, only about 

4.5 million people live on farms today, and less than half of them farm full time. Despite 

hundreds of billions of dollars in price-support payments to farmers for crops in the years 

since World War II, the family farm is rapidly vanishing. This is certainly ironic, since 

the primary purpose of these payments has been to save the family farm. During the 

more than seven decades that this program has been in operation, 7 out of every 10 family 

farms have disappeared, while three-quarters of the payments go to large corporate farms. 

One by one, the dairy farmers, the poultry farmers, the grain growers, and the feedlot 

operators are being squeezed out by the huge agricultural combines. 

    While we have lingering images of family farms, large farms—those with more than 

$250,000 in sales—now account for more than three-quarters of all agricultural sales. In the 

mid-1980s, their share was less than half. To keep costs down, especially when growing 

corn, wheat, and soybeans, a farmer needs a lot of expensive equipment and, consequently, 

must plant on a huge acreage.  8   In other words, you’ve got to become big just to survive.

 Senator Dick Lugar, who owns a farm in Indiana that grows corn and soybeans, has 

long been a critic of huge agricultural subsidies. In a  New York Times  op-ed piece,  9   he 

blamed the federal government for creating and perpetuating the huge and growing mess 

in agriculture:

   Ineffective agricultural policy has, over the years, led to a ritual of overproduction in many 

crops and most certainly in the heavily supported crops of corn, wheat, cotton, rice, and 

soybeans and the protected speciality products like milk, sugar, and peanuts. The government 

has provided essentially a guaranteed income to producers of these crops. So those farmers 

keep producing more crops than the market wants, which keeps the price low—so low that 

these farmers continually ask the government for more subsidies, which they get.  

    President George W. Bush signed a 10-year $190 billion farm bill in 2002 providing 

the nation’s largest farmers with annual subsidies of $19 billion. In 2007 the producers 

of corn, soybeans, wheat, rice, and cotton received over $25 billion in subsidies. The 

law’s defenders point out that the European Union gives its farmers $60 billion in annual 

subsidies, and that to compete in world markets, we need to keep our prices down. So 

8The average farm has gone from 139 acres in 1910 to 435 acres today. 
9Dick Lugar, “The Farm Bill Charade,” The New York Times, January 21, 2002, p. A15.

The farm bill of 2002

“Read my lips.”
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what we and the Europeans are doing is subsidizing the overproduction of agricultural 

commodities so that we can compete against each other. 

    American farms are so productive that we often export more than one-third of our 

corn, wheat, and other crops. And yet millions of Americans go to bed hungry every 

night. Back in the depths of the Great Depression, hungry Americans resorted to soup 

kitchens for their only meals. Today some 35 million Americans make use of food pan-

tries, soup kitchens, and other emergency food distribution programs. 

   The Environmental Working Group lists the subsidies paid to grain farmers by name and by 

zip code on its website. If you’re interested in how much individual farmers are collecting, 

go to www.ewg.org, and click on Farm Subsidies and then on Farm Subsidy Database.   

 The “New Economy” of the Nineties 

 What exactly  is  the “new economy”? And is it really all that new? It is a period marked 

by major technological change, low infl ation, low unemployment, and rapidly growing 

productivity. Certainly that is a fair description of the 1990s, but one may ask if other 

decades—the 1920s and the 1960s—might be similarly described. Perhaps judging the 

appropriateness of the term “new economy” might best be left to the economic historians 

of the future. But new or not new, the 1990s will surely go down in history as one of 

the most prosperous decades since the founding of the republic. 

    The new economy could trace its beginnings back to the late 1970s when the federal 

government began an era of deregulation, giving the market forces of supply and demand 

much freer reign. In the 1980s federal income tax rates were slashed, allowing Americans 

to keep much more of their earnings, thereby providing greater work incentives. 

    As the decade of the 1990s wore on, the economic picture grew steadily brighter. 

The federal defi cit was reduced each year from 1993 through the end of the decade, by 

which time we were actually running budget surpluses. Infl ation was completely under 

control, and an economic expansion that began in the spring of 1991 reached boom 

proportions toward the end of the decade. Optimism spread as the stock market soared, 

and by February 2000, the length of our economic expansion reached 107 consecutive 

months—an all-time record. This record would be extended to 120 months—exactly 

10 years—before the expansion fi nally ended in March 2001. 

    The 1990s was the decade of computerization. In 1990 only a handful of house-

holds were on the Internet; by the end of 2000, about 40 percent were connected. 

Much more signifi cant was the spread of computerization in the business world. 

Indeed, by the millennium there was a terminal on almost every desk. Planes, cars, 

factories, and stores were completely computerized. All this clearly has made the 

American labor force a lot more effi cient. Economists, as well as ordinary civilians, 

believe that our rapid economic growth has been largely the result of computerization 

of the workplace. 

    California’s Silicon Valley became a hotbed of entrepreneurial innovation. New compa-

nies, fi nanced by local venture capitalists, sprang up to perform new economic roles—eBay, 

Amazon.com, Netscape, Google, Yahoo, and Excite! to name just a few. As these companies 

went public, their founders became not just millionaires, but often instant billionaires. 

    Back in 1941, Henry Luce, the founder of  Life Magazine,  wrote an editorial titled 

“The American Century.” History has certainly proven Luce right. Not only had American 

soldiers and economic power won World Wars I and II, but we also contained commu-

nism from the mid-1940s through the 1980s. With the collapse of the Soviet Union, we 

were the only military and economic superpower left standing. 

    Just as no man is an island, there are no longer any purely national economies. As we’ve 

seen, the United States, which began as 13 English colonies, expanded across the continent, 

attracted tens of millions of immigrants, and eventually became an economic superpower, 

importing and exporting hundreds of billions of dollars of goods and services. Over the last 

three decades, our economy has become increasingly integrated with the global economy. 

We’ve never been better off, but 
can America keep the party 
going?

—Jonathan Alter, Newsweek, 
February 7, 2000

The American Century

on the web
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    First there was an exodus of jobs making shoes, cheap electronics, toys, and cloth-

ing to developing countries. Next to go were jobs in steel, cars, TV manufacturing, and 

furniture. Then simple service work like writing software code and processing credit card 

receipts was shifted from high-wage to low-wage countries. 

    Now white-collar jobs are being moved offshore. The driving forces are digitization, 

the Internet, and high-speed data networks that span the globe. In the 1990s, hundreds of 

thousands of immigrants helped ease our shortage of engineers, but now, we are sending 

routine service and engineering tasks to nations like India, China, and Russia where a sur-

plus of educated workers are paid a fraction of what their American counterparts earn. 

   The American Economy in the New Millennium 

 The new economy of the 1990s gave way to the bursting of the dot-com bubble in 2000 

and a mild recession in 2001. The subsequent recovery was slow, taking two and a half 

years for total employment to reach the level it had been at before the recession. But 

infl ation was low and economic growth fairly brisk for the next few years. From the fall 

of 2005 through the end of 2007 the unemployment rate was at or below 5 percent. 

  The American consumer had been largely responsible for keeping our economy 

growing during the 2001–2007 economic expansion. Much of that spending was fi nanced 

by hundreds of billions of dollars a year in home equity loans. Real estate prices were 

rising rapidly, home construction was booming, and mortgage brokers had relaxed their 

standards to the degree that they were not even checking the incomes of half the people 

to whom they granted mortgages. The federal government, which had been running 

budget surpluses began running budget defi cits. Two large tax cuts and the fi nancing of 

wars in Iraq and Afghanistan were largely responsible for moving us from surplus to 

defi cit. These defi cits, like consumer spending, helped spur economic growth.

  As long as housing prices were rising, banks and other lenders were willing to extend 

larger and larger home equity loans. But when the housing bubble burst in early 2007 

and home prices began to decline, lenders were less willing to extend these loans. In 

addition, foreclosures began to rise very rapidly, and millions of homeowners discovered 

that their homes’ market value had sunk below than what they owed on their mortgages. 

Hundreds of thousands just walked away from their homes, mailing their keys to their 

mortgage brokers.

 Sometime in early 2008 (in the author’s estimate) we entered the eleventh recession 

since the close of World War II. Largely because of the bursting of the housing bubble, 

our economy had begun to slow during the second half of the previous year. The ranks 

of the unemployed increased steadily and total employment fell during the fi rst four 

months of 2008. And so, it appeared that recessions would mark the beginning and the 

end of the administration of George W. Bush.

  Current Issue: America’s Place in History  

 America, America 

 God shed his grace on thee 

 –From the song, “America the Beautiful,” by 

 Katherine Lee Bates–  

 In the early years of the 20th century, the United States emerged as the world’s leading 

industrial power, with the largest economy and the largest consumer market. By the end 

of World War I, we had become the greatest military power as well. 

 Our economic and military roles grew during the next two decades, and by the close 

of World War II, the United States and the Soviet Union were the world’s only military 

superpowers. Although Western Europe and Japan eventually recovered from the devas-

tation of the war, the United States continued to be the world’s largest economy. Henry 

Luce was certainly correct in calling the 20th century “The American Century.” 
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 At the end of that century, although some economic problems had emerged—

namely our huge budget and trade defi cits—we were clearly at the top of our economic 

game. The dot-com bubble had not yet burst, the new economy was in full fl ower, and 

most Americans were confi dent that the party would go on forever. Just 10 years ear-

lier the Soviet Union had dissolved, its Eastern European empire largely allied itself 

with the West, and even the most ardent militarists agreed that the costly arms race 

was fi nally over. 

 Back in the 19th century, the sun never set on the British Empire, but the drain of two 

world wars compelled the British to give up their empire. By the mid-20th century, American 

military bases dotted the globe, and today we have become, to a large extent, the world’s 

policeman. Many observers believe we are overstretched both militarily and economically, 

and that, consequently, we will be compelled to cut back on these commitments. 

 Now, in the wake of the dot-com crash, the attacks on 9/11, the war in Iraq, rising budget 

and trade defi cits, and a lagging job market, we may well wonder if the 21st, like the 20th, 

will be an American century. We wonder if Social Security and Medicare will even be there 

when we retire. And in the meanwhile, will we be able to live as well as our parents did? 

 I wish I could answer these questions, but as Benjamin Franklin once said, “A ques-

tion is halfway to wisdom.” As you continue reading, each of these questions will be 

raised again, and hopefully, we’ll get closer to their answers.       

  Questions for Further Thought and Discussion  

   1.    Describe, in as much detail as possible, the impact of the Great Depression on the 

lives of those who lived through it. If you know anyone who remembers the 1930s, 

ask him or her to describe those times.  

   2.   What were the main agricultural developments over the last two centuries?  

   3.   How have wars affected our economy? Use specifi c examples.  

   4.    Infl ation has been a persistent problem for most of the 20th century. What were some 

of its consequences?  

   5.    In what ways were the 1990s like the 1920s, and in what ways were the two decades 

different?  

   6.    When our country was being settled, there was an acute shortage of agricultural labor. 

Over the last 100 years millions of Americans have left the farms. How have we 

managed to feed our growing population with fewer and fewer farmers?  

   7.    Today America has the world’s largest economy as well as a very high standard of 

living. What factors in our economic history helped make this possible?

 8.  List the main ways the “new economy” (since the early 1990s) differs from the “old 

economy.”    
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  Workbook for Chapter 1

  Name    Date 

     Multiple-Choice Questions

   Circle the letter that corresponds to the best answer.

     1. Which statement is true? (LO3)

  a)  Twenty-fi ve million Americans were offi cially 

unemployed in 1933.

  b)  Our economy expanded steadily from 1933 to 1945.

  c)  Once the Great Depression began in 1929, our 

economy moved almost steadily downhill until 

the beginning of 1940.

  d) None of the above.

 2.     In the early 19th century, the United States suffered 

from a scarcity of   . (LO1)

  a) land and labor

  b) land—relative to labor

  c) labor—relative to land

  d) neither land nor labor

 3.     Which statement is false?  (LO5)

 a)  President Eisenhower presided over three 

recessions.

  b)  Our economy has not had an unemployment rate 

below 5 percent since the early 1940s. 

 c)  There were six straight years of economic 

expansion under President Reagan.

  d) None of the above. (All of the above are true.)

 4.     Which statement is true? (LO5)

  a) There was a great deal of stagfl ation in the 1970s.

  b) We had full employment for most of the 1980s.

  c) We have had seven recessions since World War II.

  d) None of the above.

 5.     Each of the following were elements of the New Deal 

except   . (LO3)

  a) relief, recovery, reform

  b) a massive employment program

  c)  unemployment insurance and bank deposit 

insurance

  d) a balanced budget

     6. Which of these best describes the post-World War II 

recessions in the United States? (LO5)  

a)  They were all very mild, except for the 1981–82 

recession.

  b) They were all caused by rising interest rates.

  c) None lasted more than one year.

  d)  Each was accompanied by a decline in output 

of goods and services and an increase in 

unemployment.

 7.     At the time of the American Revolution, about 

   of every 10 Americans lived on a 

farm. (LO1)

  a) one c) fi ve e) nine

  b) three     d) seven  

 8.     Between 1939 and 1944, federal government 

spending rose by more than   . (LO2)

  a) 100%  c) 300% e) 500%

 b) 200%     d) 400%  

 9.     Each of the following was a year of high 

unemployment except   . (LO5) 

 a) 1933 c) 1944 e) 1982

  b) 1938     d) 1975

 10.       The year 2007 could be described as having had a 

relatively    unemployment rate and a 

relatively    rate of infl ation. (LO6)  

a) low, low c) high, low

  b) high, high     d) low, high

 11.     Between 1929 and 1933, output fell   . (LO3)

  a) by about one-tenth c) by about one-half

  b) by about one-third     d) by about two-thirds

 12.     The infl ation rate declined during the presidency of   

. (LO5)

  a) both Eisenhower and Reagan  

b) neither Eisenhower nor Reagan

  c) Reagan

  d) Eisenhower
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 13.     Which of the following would be the most accurate 

description of our economy since the beginning of the 

new millennium? (LO6)

  a) We have had virtually no economic problems.

  b)  We are in the worst economic mess since the 

Great Depression.

  c)  Aside from the federal budget defi cit, we have no 

major economic problems.

  d)  Our unemployment and infl ation rates have 

generally been relatively low.

 14.     The transcontinental railroads completed in the 1860s, 

1870s, and 1880s all bypassed the   . (LO1)

  a) Northeast d) mountain states

  b) Midwest e) Far West

  c) South  

 15.       Compared to our economic history between 1870 and 

1945, our economic history since 1945 could be 

considered   . (LO2, 5)

  a) much more stable c) much less stable

  b) about as stable  

 16.     The longest economic expansion in our history began 

in   . (L05)  

a) the spring of 1961

  b) the winter of 1982

  c) the spring of 1991

  d) the fall of 1993

 17.     The age of the great industrial capitalists like Carnegie, 

Rockefeller, and Swift was in the   . (LO2)

  a) second quarter of the 19th century

  b) third quarter of the 19th century  

c) fourth quarter of the 19th century

  d) fi rst quarter of the 20th century

  e) second quarter of the 20th century

18.        completely changed the face of the United 

States in the 25 years following World War II. (LO4)  

a) Almost constant warfare

  b) Suburbanization 

 c) Welfare spending

  d) The loss of jobs to Japan, India, and China   

19.  Medicare and Medicaid were inaugurated under the 

administration of   . (LO5)  

a) Franklin D. Roosevelt

  b) Harry S. Truman

  c) Dwight D. Eisenhower

  d) John F. Kennedy 

 e) Lyndon B. Johnson

20.     Most of the recessions since World War II lasted 

  . (LO5)

  a) less than 6 months

  b) 6 to 12 months

  c) 12 to 18 months

  d) 18 to 24 months

  e) 24 to 36 months

     21. Which statement is true? (LO5)

  a)  President Eisenhower attempted to undo most of 

the New Deal.

  b) There was a major tax cut in 1964.

  c)  The federal budget defi cit was reduced during 

President Lyndon Johnson’s administration.

  d) None of the above. 

 22.    There was a major tax cut in   . (LO5)

  a) both 1964 and 1981

  b) neither 1964 nor 1981 

 c) 1964, but not in 1981

  d) 1981, but not 1964

 23.     Our economic growth began to slow markedly   

. (LO5)

  a) in the early 1940s

  b) in the early 1960s  

c) in the early 1970s

  d) between 1982 and 1985  

 24.   During World War II most of the people who got 

jobs in defense plants were    who had  

  experience building planes, tanks, and 

warships. (LO2)

  a) men, substantial

  b) men, no  

c) women, substantial 

 d) women, no
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 25.     In the 1970s, our economy suffered from   

. (LO5)

  a) infl ation but not stagnation

  b) stagnation but not infl ation

  c) infl ation and stagnation 

 d) neither infl ation nor stagnation

 26.     There were no recessions during the administration of 

  . (LO5)

  a) Dwight D. Eisenhower

  b) Ronald Reagan

  c) Bill Clinton

  d) George W. Bush

     27. Our longest uninterrupted economic expansion took 

place mainly in the decade of the   . (LO5)

  a) 1940s c) 1960s e) 1980s

  b) 1950s   d) 1970s       f) 1990s 

 28.    In the 1990s our economy has generated more than 

   million additional jobs. (L05, 6)

  a) 5   b) 10   c) 15   d) 20  

 29.   Compared to today, in 1945,   . (LO5)

  a)  our economy was plagued by high unemployment 

and slow economic growth

  b)  we faced much greater competition from our 

economic rivals in Europe and Asia

  c)  we were a much more dominant global economic 

power

  d)  we accounted for almost one-quarter of the 

world’s manufacturing output and slightly more 

than one-third of its output of automobiles

 30.     Which statement is the most accurate? (LO2)

  a)  The South had some very substantial economic 

grievances against the North in the years 

immediately preceding the Civil War.

  b)  The South seceded from the Union when President 

Lincoln proclaimed that he was freeing the slaves.

  c)  Aside from slavery, southern and northern 

agriculture were very similar.

  d)  Most of the nation’s industries were relocated 

from the North and Midwest to the South in the 

years immediately following the Civil War.  

31.   The massive shift of population and industry out of 

the large central cities from the late 1940s through 

the 1960s was caused by   . (LO5) 

 a) wars

  b) the mechanization of agriculture

  c) suburbanization

  d) immigration 

 e) fear of nuclear war 

 32.    Each of the following was a major contributing factor 

to suburbanization except   . (LO4)

  a) low-interest federal loans  

b) a federal highway building program 

 c) the pent-up demand for housing 

 d) the baby boom 

 e) federal subsidies for public transportation

 33.     Which statement is true? (LO3, 6)  

a)  Subsidy payments to farmers were almost 

completely phased out in 2005.

  b)  The so-called new economy of the 1990s was 

neither new, nor very different from the economy 

of the previous 25 years.

  c)  Until the time of the Great Depression, the United 

States was primarily an agricultural nation.

  d)  There were no recessions during the presidency of 

Bill Clinton (January 1993–January 2001). 

 34.    Who made this statement? “Once upon a time my 

opponents honored me as possessing the fabulous 

intellectual and economic power by which I created a 

worldwide depression all by myself.” (LO3)

  a) Franklin D. Roosevelt 

 b) Herbert Hoover

  c) John F. Kennedy

  d) Ronald Reagan

  e) Bill Clinton

23

sLa75799_ch01_001-024.indd Page 23  5/28/08  10:10:08 AM user-s173sLa75799_ch01_001-024.indd Page 23  5/28/08  10:10:08 AM user-s173 /Volumes/MH-BURR/MHBR019/MHBR019-01/Volumes/MH-BURR/MHBR019/MHBR019-01



 35.     Which statement is the most accurate? (LO6)

  a)  The 21st century will almost defi nitely be another 

“American Century.” 

 b)  The 21st, rather than the 20th, will be called 

“The American Century.”

  c)  The 21st century will defi nitely not be an 

“American Century.”

  d)  Although we got off to a rocky start, this century 

may well turn out to be another “American 

Century.”

 36.     Our most rapid job growth was in the period from   

. (LO5, 6)

  a) 2000 to 2005

  b) 1995 to 2000

  c) 1978 to 1983

  d) 1953 to 1958

       Fill-In Questions

 1.      The low point of the Great Depression was reached in 

the year   . (LO3) 

 2.    In 1790, about    of every 10 Americans 

lived on farms. (LO1)

 3.     The worst recession we had since World War II 

occurred in   . (LO5)

 4.     The country with the world’s largest output is 

  . (LO1)

 5.     In 1933, our offi cial unemployment rate was   

%. (LO3)

 6.     Bills providing for Medicare and Medicaid were 

passed during the administration of President   

  . (LO5)

 7.     Today one full-time American farmer feeds about 

   people. (LO5)

 8.     During President Dwight D. Eisenhower’s two terms, 

there were    recessions. (LO5)

 9.     Rapid technological change in agriculture during the 

fi rst half of the 19th century was brought on mainly 

  by   . (LO1)

 10.     The main factor in fi nally bringing us out of the Great 

Depression was   . (LO3, 4)

 11.     Since the end of World War II there have been  

  recessions. (LO5)

 12.     The quarter century that was completely dominated 

by the great industrialists like Andrew Carnegie 

and John D. Rockefeller began in the year  

   . (LO1)

 13.     Passage of the    in 1944 enabled nearly 

8 million veterans to go to school. (LO2)

 14.     The    century was termed “The American 

Century.” (LO6)                                           
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   Chapter 2 

  E
 conomics is defi ned in various ways, but scarcity is always part of the defi nition. 

We bake an economic pie each year, which is composed of all the goods and 

 services we have produced. No matter how we slice it, there never seems to be 

enough. Some people feel the main problem is how we slice the pie, while others say 

we should concentrate on baking a larger pie. 

 Resource Utilization  

   1.   The defi nition of economics.  
   2.   The central fact of economics.  
   3.   The four economic resources.  
   4.   The concepts of full employment, 

full production, and 
underemployment.  

   5.   The concept of the production 
possibilities curve.  

   6.   Productive effi ciency.  
   7.   What enables an economy to grow.  
   8.   The law of increasing costs.  
   9.   The concept of opportunity cost.   

  LEARNING OBJECTIVES

   In this chapter you’ll learn:  

    Economics Defi ned  

  Economics is the effi cient allocation of the scarce means of production toward the sat-
isfaction of human wants.  You’re probably thinking, What did he say? Let’s break it down 

into two parts. The scarce means of production are our resources, which we use to pro-

duce all the goods and services we buy. And why do we buy these goods and services? 

Because they provide us with satisfaction. 

    The only problem is that we don’t have enough resources to produce all the goods 

and services we desire. Our resources are limited while our wants are relatively unlim-

ited. In the next few pages, we’ll take a closer look at the concepts of resources, scarcity, 

and the satisfaction of human wants. Keep in mind that we can’t produce everything 

we’d like to purchase—there’s scarcity. This is where economics comes in. We’re attempt-

ing to make the best of a less-than-ideal situation. We’re trying to use our resources so 

effi ciently that we can maximize our satisfaction. Or, as François Quesnay put it back 

in the 18th century, “To secure the greatest amount of pleasure with the least possible 

outlay should be the aim of all economic effort.”  1   

   1 François Quesnay,  Dialogues sur les Artisans,  quoted in Gide and Rist,  A History of Economic Doctrines,  
1913, pp. 10–11.  
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  Economics is the science of 
greed.  

 —F. V. Meyer 

  Economics is the effi cient 
allocation of the scarce means 
of production toward the 

satisfaction of human wants.      
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    The Central Fact of Economics: Scarcity   

 Scarcity and the Need to Economize 

 Most of us are used to economizing; we save up our scarce dollars and deny ourselves 

various tempting treasures so we will have enough money for that one big-ticket item—

a new car, a sound system, a trip to Europe. Since our dollars are scarce and we can’t 

buy everything we want, we economize by making do with some lower-priced items—a 

Cadillac instead of a Rolls Royce, chicken instead of steak, or an education at a state 

university rather than at an Ivy League college. 

    If there were no scarcity, we would not need to economize, and economists would 

have to fi nd other work. Let’s go back to our economic pie to see how scarcity works. 

Most people tend to see scarcity as not enough dollars, but as John Maynard Keynes  2   

pointed out more than 70 years ago, this is an illusion. We could print all the money we 

want and still have scarcity. As Adam Smith noted in 1776, the wealth of nations consists 

of the goods and services they produce, or, on another level, the resources—the  land, 
labor, capital,  and  entrepreneurial ability —that actually produce these goods and services.   

 The Economic Problem 

 In the 1950s, John Kenneth Galbraith coined the term  the affl uent society,  which implied 

that we had the scarcity problem licked. Americans were the richest people in the world. 

Presumably, we had conquered poverty. But within a few years, Michael Harrington’s 

 The Other America   3    challenged that contention.

    The economic problem, however, goes far beyond ending poverty. Even then, nearly 

all Americans would be relatively poor when they compared what they have with what 

they would like to have—or with what the Waltons, Gateses, Buffetts, Allens, and  Ellisons 

have. 

    Human wants are relatively limitless. Make a list of all the things you’d like to have. 

Now add up their entire cost. Chances are you couldn’t earn enough in a lifetime to even 

begin to pay for half the things on your list.   

 The Four Economic Resources 

 We need four resources, often referred to as “the means of production,” to produce an 

output of goods and services. Every society, from a tiny island nation in the Pacifi c to 

the most complex industrial giant, needs these resources:  land, labor, capital,  and  entre-
preneurial ability . Let’s consider each in turn. 

    As a resource, land has a much broader meaning than our normal understanding of 

the word. It includes natural resources (such as timber, oil, coal, iron ore, soil, and water) 

as well as the ground in which these resources are found. Land is used not only for the 

extraction of minerals but for farming as well. And, of course, we build factories, offi ce 

buildings, shopping centers, and homes on land. The basic payment made to the owners 

of land is rent. 

    Labor is the work and time for which employees are paid. The police offi cer, the com-

puter programmer, the store manager, and the assembly-line worker all supply labor. About 

two-thirds of the total resource costs are paid to labor in the form of wages and salaries. 

    Capital is “man”-made goods used to produce other goods or services. It consists 

mainly of plant and equipment. The United States has more capital than any other country 

in the world. This capital consists of factories, offi ce buildings, and stores. Our shopping 

   2 Keynes, whose work we’ll discuss in later chapters of  Economics  and  Macroeconomics,  was perhaps the 
greatest economist of the 20th century. 

    3 Michael Harrington,  The Other America  (New York: Macmillan, 1962).  

  He who will not economize will 
have to agonize.  

 —Confucius 

  If there were no scarcity, we 
would not need to economize.  

   John Kenneth Galbraith, American 
economist and social critic 

  Our necessities are few but 
our wants are endless.  

 —Inscription found in a 
fortune cookie 

  Land  

Labor

Capital
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malls, the Empire State Building, and automobile plants and steel mills (and all the 

equipment in them) are examples of capital. The return paid to the owners of capital is 

interest.                     

    Entrepreneurial ability is the least familiar of our four basic resources. The entre-

preneur sets up a business, assembles the needed resources, risks his or her own money, 

and reaps the profi ts or absorbs the losses of this enterprise. Often the entrepreneur is 

an innovator, such as Andrew Carnegie (U.S. Steel), John D. Rockefeller (Standard Oil), 

Henry Ford (Ford Motor Company), Steven Jobs (Apple Computer), Bill Gates (Microsoft), 

and Sam Walton (Wal-Mart). 

    We may consider land, labor, and capital passive resources, which are combined by 

the entrepreneur to produce goods and services. A successful undertaking is rewarded 

by profi t; an unsuccessful one is penalized by loss. 

    In the American economy, the entrepreneur is the central fi gure, and our long record 

of economic success is an eloquent testimonial to the abundance of our entrepreneurial 

talents. The owners of the over 30 million businesses in this country are virtually all 

entrepreneurs. The vast majority either work for themselves or have just one or two 

employees. But they have two things in common: Each runs a business, and each risks 

his or her own money. 

    Sometimes entrepreneurs cash in on inventions—their own or someone else’s.  Alexander 

Graham Bell and Thomas Edison were two of the more famous inventors who  did  parlay 

their inventions into great commercial enterprises. As you know, tens of billions of  dollars 

were earned by the founders of America Online, Amazon, eBay, Yahoo!, Google, and 

the thousands of other so-called dot-coms when they went public. These folks were all 

entrepreneurs. But have you ever heard of Tim Berners-Lee, the creator of the World 

Wide Web? Berners-Lee worked long and hard to ensure that the Web remained a pub-

lic mass medium in cyberspace, an information thoroughfare open to all. He came up 

with the software standards for addressing, linking, and transferring multimedia docu-

ments over the Internet. And most amazing, Tim Berners-Lee did not try to cash in on 

his years of work. 

    Is this man an entrepreneur? Clearly he is not. He is an inventor of the fi rst 

rank—like Bell and Edison—but the act of invention is not synonymous with being an 

entrepreneur. 

    Perhaps nothing more typifi es American entrepreneurial talent than the Internet, 

which  The New York Times  termed the “Net Americana.” Steve Lohr observed that “all 

ingredients that contribute to the entrepreneurial climate in the United States—venture 

capital fi nancing, close ties between business and universities, fl exible labor markets, a 

deregulated business environment, and a culture that celebrates risk-taking, ambition, and 

getting very, very rich”—fostered the formation of the Internet.  4   

    What factors explain why so many of the world’s greatest innovations have origi-

nated in the United States? Thomas Friedman produces a summation:  

 America is the greatest engine of innovation that has ever existed, and it can’t be 

duplicated anytime soon, because it is the product of a multitude of factors: extreme 

freedom of thought, an emphasis on independent thinking, a steady immigration of new 

minds, a risk-taking culture with no stigma attached to trying and failing, a noncorrupt 

bureaucracy, and fi nancial markets and a venture capital system that are unrivaled at taking 

new ideas and turning them into global products.  5    

    Resources are scarce because they are limited in quantity. There’s a fi nite amount 

of land on this planet, and at any given time a limited amount of labor, capital, and 

entrepreneurial ability is available. Over time, of course, the last three resources can be 

increased. 

Entrepreneurial ability

   4 Steve Lohr, “Welcome to the Internet, the First Global Colony,”  The New York Times,  January 9, 2000, Section 4, 
p. 1.  

   5 Thomas Friedman, “The Secret of Our Sauce,”  The New York Times,  March 7, 2004, Section 4, p. 13.  
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     Our economic problem, then, is that we have limited resources available to satisfy 
relatively unlimited wants . The reason why you, and everyone else, can’t have three cars, 

a town house and a country estate with servants, designer clothing, jewelry, big screen 

TVs in each room, and a $50,000 sound system is that we just don’t have enough 

resources to produce everything that everyone wants. Therefore, we have to make choices, 

an option we call opportunity cost.   

 Opportunity Cost 

 There was an accounting professor nicknamed “the phantom,” who used to dash from 

his last class to his car, and speed off to his offi ce. During tax season, he was almost 

never seen on campus, and certainly not during his offi ce hours. One day a student managed 

to catch him in the parking lot. Big mistake. As he climbed into his car, the professor 

asked scornfully, “Do you realize how much money you’re costing me?” 

    Unknowingly, the phantom was illustrating the concept of opportunity cost. “Every 

minute I waste answering your questions could be spent in my offi ce earning money. So 

if I spend fi ve minutes with you, that just cost me $10.” Perhaps if the student had handed 

him a ten dollar bill, he could have bought a few minutes of his professor’s time. 

    Because we can’t have everything we want, we must make choices. The thing we 

give up (that is, our second choice) is called the opportunity cost of our choice. Therefore, 

 the opportunity cost of any choice is the forgone value of the next best alternative.  
    Suppose a little boy goes into a toy store with $15. Many different toys tempt him, 

but he fi nally narrows his choice to a Monopoly game and a magic set, each costing $15. 

If he decides to buy the Monopoly game, the opportunity cost is the magic set. And if 

he buys the magic set, the opportunity cost is the Monopoly game. 

    In some cases the next best alternative—the Monopoly game or the magic set—is 

virtually equal no matter what choice is made. In other cases, there’s no contest. If 

someone were to offer you, at the same price, your favorite eight-course meal or a Big 

Mac, you’d have no trouble deciding (unless, of course, your favorite meal  is  a Big Mac). 

    If a town hires an extra police offi cer instead of repaving several streets, the oppor-

tunity cost of hiring the offi cer is not repaving the streets. To obtain more of one thing, 

society foregoes the opportunity of getting the next best thing. 

    Today, as we all know, people are living longer. This has set the stage for an ongo-

ing generational confl ict over how much of our resources should be devoted to Medicare, 

Social Security, nursing homes, and old age homes, and how much to child care, Head 

Start, and, in general, education. If we are to be a humane society, we must take care of 

our aging population. But if our economy is to be competitive in the global economy, 

we need to devote more dollars to education. 

    What are some of the opportunity costs  you  have incurred? What is the opportunity 

cost of attending college? Owning a car? Or even buying this economics text? There’s 

even an opportunity cost of studying for an exam. How would you have otherwise spent 

those precious hours? 

    What is the opportunity cost of the war in Iraq? Because the conduct of the war 

costs taxpayers about $10 billion a month, the opportunity cost of the war is how that 

money might have otherwise been spent. Possibilities include reducing the federal budget 

defi cit, a tax cut, more students loans, research for a cure for breast cancer, and a high 

speed rail system between pairs of major cities. 

    I’m sure you can think of at least a few other examples of the opportunity cost of 

the Iraq War. My  own  preference would be to spend some of these resources on the 

reconstruction of New Orleans. It seems inconceivable that it is somehow more important 

to rebuild Baghdad than to rebuild that great American city. 

   If you’d like to read what I  really  think about our neglect in helping New Orleans to 

rebuild, go to http://www.tucsoncitizen.com/ss/opinion/41952.php.      

  The opportunity cost of any 
choice is the forgone value of 
the next best alternative.  

  Even children learn in growing 
up that “both” is not an 
admissible answer to a choice 
of “which one?”  
 —President Warren G. Harding 

on the web
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  Full Employment and Full Production  

 Everyone agrees that full employment is a good thing, even if we don’t all agree on 

exactly what full employment means. Does it mean that every single person in the United 

States who is ready, willing, and able to work has a job? Is  that  full employment? 

    The answer is no. There will always be some people between jobs. On any given 

day thousands of Americans quit, get fi red, or decide that they will enter the labor force 

by fi nding a job. Since it may take several weeks, or even several months, until they fi nd 

the “right” job, there will always be some people unemployed. 

    If an unemployment rate of zero does not represent full employment, then what rate 

does? Economists cannot agree on what constitutes full employment. Some liberals insist 

that an unemployment rate of 4 percent constitutes full employment, while there are 

conservatives who feel that an unemployment rate of 6 percent would be more realistic. 

    Similarly, we cannot expect to fully use all our plant and equipment. A capacity 

utilization rate of 85 or 90 percent would surely employ virtually all of our usable plant 

and equipment. At any given moment there is always some factory being renovated or 

some machinery under repair. During wartime we might be able to use our capacity more 

fully, but in normal times 85 to 90 percent is the peak. 

    In a global economy, not only has it become increasingly diffi cult to defi ne which 

goods and services are made in America and which originate abroad, but one may even 

question the relevance of a plant’s location. If our steel industry were operating at full 

capacity, we could get still more steel from Germany, Japan, South Korea, Brazil, and 

other steel-producing nations. In the context of the global economy, our capacity utiliza-

tion ratio is clearly much less important than it was just a few decades ago. 

    As long as all available resources are fully used—given the constraints we have just 

cited—we are at our production possibilities frontier. A few additional constraints should 

also be considered because they too restrict the quantity of resources available. These 

are institutional constraints, the laws and customs under which we live. 

    The so-called blue laws restrict the economic activities that may be carried out in 

various cities and states, mainly on Sundays. Bars and liquor stores must be closed 

certain hours. In some places, even retail stores must be closed on Sundays. 

    State and federal law carefully restricts child labor. Very young children may not 

be employed at all, and those below a certain age may work only a limited number 

of hours. 

    Traditionally, Americans dislike working at night or on weekends, particularly on 

Sundays. Consequently, we must leave most of our expensive plant and equipment idle 

except during daylight weekday hours. We don’t consider that plant and equipment unem-

ployed, nor do we consider those whose labor is restricted by law or custom unemployed. 

All of this is already allowed for in our placement of the location of the production pos-

sibilities frontier (shown in  Figure 1  in the next section). 

    By full production, we mean that our nation’s resources are being allocated in the most 

effi cient manner possible. Not only are we using our most up-to-date technology, but we 

are using our land, labor, capital, and entrepreneurial ability in the most productive way. 

    We would not want to use the intersection of Fifth Avenue and 57th Street in 

Manhattan for dairy farming, nor would we want our M.D.s doing clerical work. But 

sometimes we do just that. 

    Until very recently in our history blacks, Hispanics, and women were virtually 

excluded from nearly all high-paying professions. Of course, this entailed personal hurt 

and lost income; this discrimination also cost our nation in lost output. In the sports 

world, until 1947, when Brooklyn Dodger owner Branch Rickey defi ed baseball’s “color 

line” and signed Jackie Robinson for the team, major league baseball was played by 

whites only (see the box titled, “ The Jackie Robinson Story ”). At that time, only a tiny 

handful of Hispanic players were tolerated. Today there are several black and Hispanic 

players on every team. Today, professional basketball would hardly be described as a 

“white man’s sport.” Nor, for that matter, would the National Football League be accused 

  If economists were laid end to 
end, they would not reach a 
conclusion.  

 —George Bernard Shaw 

  Full production: Our nation’s 
resources are being allocated 
in the most effi cient manner 
possible.  

  Employment discrimination  
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of discrimination, at least at the level of player personnel. But until the late 1940s, blacks 

were almost entirely banned from those professional sports.         

    As late as the 1950s, only a few stereotypical roles were available to blacks in the 

movies and on TV. And, except for Desi Arnaz (Ricky Ricardo of “I Love Lucy”), there 

were virtually no Hispanic Americans in these entertainment media. That was America 

not all that long ago, when employment discrimination was the rule, not the exception. 

    Until recently only a tiny minority of women employed in the offi ces of American 

business were not typists or secretaries. In the 1950s and even into the 1960s, virtually 

every article in  Fortune  was written by a man and researched by a woman. What a waste 

of labor potential! 

    I can still picture one ad that appeared in several business magazines back in the 

1950s. Four or fi ve young women were on their knees on an offi ce carpet sorting through 

piles of papers. This was an advertisement for a collator. The caption read, “When your 

offi ce collator breaks down, do the girls have to stay late for a collating party?” 

    This ad said a great deal about those times. Forget about political correctness! Every 

woman (but almost no men) applying for offi ce jobs was asked, “How fast can you type?” 

because those were virtually the only jobs open to women in corporate America—even 

to college graduates. Typing, fi ling, and other clerical positions were considered “women’s 

work.” The high-paying and high-status executive positions were reserved for men. So 

when the collator broke down, it seemed perfectly logical to ask the “girls” to stay late 

for a “collating party.” 

    These are just a few of the most blatant examples of employment discrimination, a 

phenomenon that has diminished but has not yet been wiped out. Employment discrimina-

tion automatically means that we will have less than full production because we are not 

effi ciently allocating our labor. In other words, there are millions of Americans who really 

should be doctors, engineers, corporate executives, or whatever but have been condemned 

to less exalted occupations solely because they happen not to be white Protestant males. 

    But, in the words of Bob Dylan, “the times, they are a’ changin’.” The civil rights 

revolution of the 1960s and the women’s liberation movement a decade later did bring 

millions of blacks and women into the economic mainstream. Elite business schools 

began admitting large numbers of women in the mid-1970s, and today there are hundreds 

of women occupying the executive suites of our major corporations. 

 Blacks had always been banned from professional sports, 

but most notoriously by the “American 

sport”—major league baseball. For dec-

ades there was a parallel association for 

blacks called the Negro leagues. Finally, 

the color barrier was broken in 1947 

when Jackie Robinson began playing for 

the Brooklyn Dodgers. 

  Looking back, then, to all those 

years when black ballplayers were not 

permitted to play major league baseball 

(and basketball and football), we see that 

hundreds of athletes were underemployed. 

Not only did they suffer economically 

and psychologically, but the American 

public was deprived of watching innu-

merable talented athletes perform. 

 In 1991 I met a few of the men who played in the Negro 

leagues when I was visiting Kansas 

City, where the Negro League Baseball 

Museum is located. They all knew 

Satchel Paige, a legendary pitcher whose 

fastball was so fast, the batters often 

couldn’t even see it, let alone hit it. 

Sometimes Paige would wind up and 

pretend to throw a pitch. The catcher 

pounded his glove and the umpire called 

a strike. Then the catcher, who had the 

ball all along, threw it back to Paige. As 

great as he was, Satchel Paige didn’t 

play in the major leagues until the twi-

light of his career, when he was in his 

late forties. 

 The Jackie Robinson Story 

   Jackie Robinson  
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    Perhaps the most visible evidence of the employment advances of minorities and 

women may be seen in President George W. Bush’s cabinet. We have certainly come a 

long way since President Franklin Roosevelt appointed Labor Secretary Frances Perkins 

as the fi rst woman cabinet member in history, and, some three decades later, when 

President Lyndon Johnson made Housing Secretary Warren Weaver the fi rst black cabi-

net member. It would be a fair description to say that the Bush administration represents 

the face of America a whole lot better than those of presidential administrations just one 

generation ago. 

    Finally, there is the question of using the best available technology. Historically, the 

American economy has been on the cutting edge of technological development for almost 

200 years; the sewing machine, mechanical reaper, telephone, airplane, automobile, 

assembly line, and computer are all American inventions. 

    Now it’s the computer software industry. Not only are we on the cutting edge in this 

rapidly expanding industry, but we produce and export more software than the rest of 

the world combined. Microsoft, Cisco, Oracle, and a host of other American companies 

are household names not just in the United States but all across the globe. 

    Let’s tie up one more loose end before moving on to the main focus of this chapter, 

the production possibilities frontier. We need to be clear about distinguishing between 

less than full employment and underemployment of resources. 

    If we are using only 70 percent of our capacity of plant and equipment, as we do 

during some recessions, this would be a case of our economy operating at less than full 

employment of its resources. Anything less than, say, an 85 percent utilization rate would 

be considered below full employment. 

    More familiarly, when the unemployment rate is, say, 10 percent, there is clearly a 

substantial amount of labor unemployed. But how much  is  full employment? We never 

really answered that one. 

    As a working defi nition, we’ll say that an unemployment rate of 5 percent rep-

resents full employment. Why not use 4 percent, as the liberal economists suggest, 

or the 6 percent fi gure favored by the conservatives? Because 5 percent represents a 

reasonable compromise. So we’ll be working with that fi gure from here on, but keep 

in mind that not everyone agrees that a 5 percent unemployment rate represents full 

employment. 

    Unemployment means that not all our resources are being used. Less than 95 percent 

of our labor force is working, and less than 85 percent of our plant and equipment is being 

used. It also means that our land and entrepreneurial ability are not all being used. 

    What is underemployment of resources? To be at full production, not only would 

we be fully employing our resources, we would also be using them in the most effi cient 

way possible. To make all women become schoolteachers, social workers, or secretaries 

would grossly underuse their talents. Equally absurd—and ineffi cient—would be to make 

all white males become doctors or lawyers and all black and Hispanic males become 

accountants or computer programmers. 

    Similarly, we would not want to use that good Iowa farmland for offi ce parks, nor 

would we want to locate dairy farms in the middle of our cities’ central business districts. 

And fi nally, we would certainly not want to use our multimillion-dollar computer main-

frames to do simple word processing. 

    These are all examples of underemployment of resources. Unfortunately, a certain 

amount of underemployment is built into our economy, but we need to reduce it if we 

are going to succeed in baking a larger economic pie. 

    This brings us, at long last, to the production possibilities curve. As we’ve already 

casually mentioned, the production possibilities frontier represents our economy at full 

employment and full production. However, a certain amount of underemployment of 

resources is built into our model. How much? Although the exact amount is not quanti-

fi able, it is fairly large. But to the degree that employment discrimination has declined 

since the early 1960s, underemployment of resources may still be holding our output to 

10 or 15 percent below what it would be if there were a truly effi cient allocation of 

resources. 

  Using the best technology  

  Full employment and 
underemployment  

  The production possibilities 
frontier represents our economy 
at full employment and full 
production.  
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    The Production Possibilities Curve  

 Since scarcity is a fact of economic life, we need to use our resources as effi ciently as 

possible. If we succeed, we are operating at full economic capacity. Usually there’s some 

economic slack, but every so often we  do  manage to operate at peak effi ciency. When 

this happens, we are on our production possibilities frontier (or production possibilities 

curve). 

    Often economics texts cast the production possibilities curve in terms of guns and but-

ter. A country is confronted with two choices: It can produce only military goods or only 

civilian goods. The more guns it produces, the less butter and, of course, vice versa. 

    If we were to use all our resources—our land, labor, capital, and entrepreneurial 

ability—to make guns, we would obviously not be able to make butter at all. Similarly, 

if we made only butter, there would be no resources to make any guns. Virtually every 

country makes  some  guns and  some  butter. Japan makes relatively few military goods, while 

the United States devotes a much higher proportion of its resources to making guns. 

    You are about to encounter the second graph in this book. This graph, and each one 

that follows, will have a vertical axis and a horizontal axis. Both axes start at the origin 

of the graph, which is located in the lower left-hand corner and usually marked with the 

number 0. 

    In  Figure 1  we measure units of butter on the vertical axis. On the horizontal axis 

we measure units of guns. As we move to the right, the number of guns increases—1, 

2, 3, 4, 5. 

    The curve shown in the graph is drawn by connecting points A, B, C, D, E, and F. 

Where do these points come from? They come from  Table 1 . Where did we get the 

numbers in  Table 1 ? They’re hypothetical. In other words, I made them up. 

     Table 1  shows six production possibilities ranging from point A, where we produce 

15 units of butter and no guns, to point F, where we produce 5 units of guns but no 

butter. This same information is presented in  Figure 1 , a graph of the production pos-

sibilities curve. We’ll begin at point A, where a country’s entire resources are devoted 

to producing butter. If the country were to produce at full capacity (using all its resources) 

but wanted to make some guns, they could do it by shifting some resources away from 

butter. This would move them from point A to point B. Instead of producing 15 units of 

butter, they’re making only 14.    
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 Production Possibilities Curve 
   This curve shows the range of 
possible combinations of outputs of 
guns and butter extending from 
15 units of butter and no guns at 
point A to 5 units of guns and no 
butter at point F. 

  Guns and butter  
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 Resource Utilization 33

       Before we go any further on the curve, let’s go over the numbers at points A and B. 

We’re fi guring out how many guns and how much butter are produced at each of these 

points. Starting at the origin, or zero, let’s check out point A. It’s directly above the 

origin, so no guns are produced. Point A is at 15 on the vertical scale, so 15 units of 

butter are produced. 

    Now we’ll move on to point B, which is directly above 1 unit on the guns axis. At B 

we produce 1 unit of guns and 14 units of butter (shown vertically). Incidentally, to locate 

any point on a graph, fi rst go across, or horizontally, then up, or vertically. Point B is 

1 unit to the right, then 14 units up. 

    Now locate point C: 2 units across and 12 up. At C we have 2 guns and 12 butters. 

Next is D: 3 across and 9 up (3 guns and 9 butters). At E: 4 across and 5 up (4 guns 

and 5 butters). And fi nally F: 5 across and 0 up (5 guns and no butter). 

    The production possibilities curve is a hypothetical model of an economy that pro-

duces only two products—in this case, guns and butter (or military goods and civilian 

goods). The curve represents the various possible combinations of guns and butter that 

could be produced if the economy were operating at capacity, or full employment. 

    Since we usually do not operate at full employment, we are seldom on the produc-

tion possibilities frontier. So let’s move on to  Figure 2 , which shows, at point X, where 

we generally are. Sometimes we are in a recession, with unemployment rising beyond 

8 or 9 percent, represented on the graph by point Y. A depression would be closer to the 

origin, perhaps shown by point Z. (Remember that the origin is located in the lower 

left-hand corner of the graph.) 

   The production possibilities 
curve represents a two-product 
economy at full employment.         

   The production possibilities 
curve represents a two-product 
economy at full employment.         

 TABLE 1     Hypothetical Production Schedule for 
Two-Product Economy        

  Point     Units of Butter     Units of Guns    

   A     15     0    

  B     14     1    

  C     12     2    

  D     9     3    

  E     5     4    

  F     0     5    

 Figure 2 

 Points Inside and Outside the 

Production Possibilities Curve 
   Since the curve represents output of 
guns and butter at full employment, 
points X, Y, and Z, which lie inside 
or below the curve, represent output 
at less than full employment. 
Similarly, point W represents output 
at more than full employment and 
is currently unattainable. 
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The production possibilities curve below reproduces 

  Table 1 . You may notice that, as we shift production from 

guns to butter, we have to give up increasing units of guns 

for each additional unit of butter. Or, shifting the other way, 

we would have to give up increasing units of butter for each 

additional unit of guns we produce. 

 The Law of Increasing Costs  

 A D V A N C E D W O R K 

  Note that as you move from A to B you produce an 

extra gun at the expense of 1 unit of butter, but when you 

move from E to F, you produce an extra gun at the expense 

of 5 units of butter. 

  We will be calling this “the law of increasing costs.” 

Stated formally, this law says that  as the output of one good 
expands, the opportunity cost of producing additional units 
of this good increases . In other words, as more and more of 

a good is produced, the production of additional units of 

this good will entail larger and larger opportunity costs. 

  The law of increasing costs is based on three concepts: 

(1) the law of diminishing returns, (2) diseconomies of 

scale, and (3) factor suitability. We’ve already alluded to 

factor suitability when we talked about using our resources 

in the most effi cient way possible. One example was to use 

our computer mainframe for sophisticated data analysis 

rather than for simple word processing. 

  The law of diminishing returns, which we’ll take up 

more formally in a later chapter, is defi ned this way:  If units 
of a resource are added to a fi xed proportion of other re-
sources, eventually marginal output will decline . Suppose 

one farmer working with one tractor can produce 100 bush-

els of wheat on one acre of land. Two farmers, working 

together, can produce 220 bushels. And three, working to-

gether, can produce 350. 

  The marginal output of the fi rst farmer is 100. (In other 

words, the fi rst farmer added 100 bushels to output.) The 

marginal output of the second farmer is 120. And the mar-

ginal output of the third farmer is 130. So far, so good. We 

call this increasing returns. 

  If we keep adding farmers, do you think we’ll continue 

to enjoy increasing returns? Won’t that single acre of land 

start getting a little crowded? Will that one tractor be suf-

fi cient for four, fi ve, and six farmers? Suppose we did add 

a fourth farmer and suppose output rose from 350 to 450. 

By how much did marginal output rise? 

  It rose by only 100. So marginal output, which had 

been rising by 120 and 130, has now fallen to 100. We call 

this diminishing returns. 

  Diseconomies of scale  is a new term. As a business 

fi rm grows larger, it can usually cut its costs by taking 

advantage of quantity discounts, the use of expensive but 

highly productive equipment, and the development of a 

highly specialized and highly skilled workforce. We call 

these  economies of scale . But as the fi rm continues to 

grow, these economies of scale are eventually outweighed 

by the ineffi ciencies of managing a bloated bureaucracy, 

which might sometimes work at cross-purposes. Most of 

the day could be spent writing memos, answering memos, 

and attending meetings. Labor and other resources be-

come increasingly expensive, and not only are quantity 

discounts no longer available, but now suppliers charge 

premium prices for such huge orders. As costs begin to 

rise, diseconomies of scale have now overcome econo-

mies of scale.  *  

  Let’s look at some increasing costs. We have already 

seen how we have had to give up the production of some 

guns to produce more butter and vice versa. We’ll now take 

this a step further. To produce additional units of guns—

one gun, two guns, three guns—we will have to give up 
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increasing amounts of butter. Similarly, to produce addi-

tional units of butter, we will have to give up increasing 

numbers of guns. 

  How many units of butter would we have to give up to 

produce each additional gun? This is shown in the table 

above, which is derived from the fi gure in this box, or, if 

you prefer, from  Table 1  earlier in this chapter. 

  In the table above, as we begin to switch from butter to 

guns, we move from point A to point B. We give up just one 

unit of butter in exchange for one unit of guns. But the 

move from B to C isn’t as good. Here we give up two but-

ters for one gun. C to D is still worse: We give up three 

butters for one gun. D to E is even worse: We give up four 

units of butter for one gun. And the worst trade-off of all is 

from E to F: We lose fi ve butters for just one gun. 

  This is why we call it the law of increasing relative 

costs. To produce more and more of one good, we have to 

give up increasing amounts of another good. To produce 

each additional gun, we have to give up increasing amounts 

of butter. 

  There are three explanations for the law of increasing 

relative costs. First, there’s diminishing returns. If we’re 

increasing gun production, we will need more and more 

resources—more land, more labor, more capital, and more 

entrepreneurial ability. But one or more of these resources 

may be relatively limited. Perhaps we will begin to run out 

of capital—plant and equipment—or perhaps entrepre-

neurial ability will run out fi rst. 

  Go back to our defi nition of the law of diminishing 

returns.  If units of a resource are added to a fi xed propor-
tion of other resources, eventually marginal output will 
 decline . Had we been talking about farming rather than 

producing guns, the law of diminishing returns might have 

 Table A   Production Shifts from Butter to Guns 

   Shift from Change in Gun Change in Butter

Point to Point     Production      Production    

   A to B     �1     �1    

   B to C     �1     �2    

   C to D     �1     �3    

   D to E     �1     �4    

   E to F     �1     �5    

set in as increasing amounts of capital were applied to the 

limited supply of rich farmland. 

  A second explanation for the law of increasing costs is 

diseconomies of scale. By shifting from butter to guns, the 

fi rm or fi rms making guns will grow so large that disecono-

mies of scale will eventually set in. 

  The third explanation, factor suitability, requires more 

extensive treatment here. We’ll start at point A of  Table A  

where we produce 15 units of butter and no guns. As we 

move to point B, gun production goes up by one, while but-

ter production goes down by only one. In other words, the 

opportunity cost of producing one unit of guns is the loss of 

only one unit of butter. 

  Why is the opportunity cost so low? The answer lies 

mainly with factor suitability. We’ll digress for a moment 

with the analogy of a pickup game of basketball. The best 

players are picked fi rst, then the not-so-good ones, and 

 fi nally the worst. If a couple of players from one side have 

to go home, the game goes on. The other side gives them 

their worst player. 

  If we’re shifting from butter to guns, the butter makers 

will give the gun makers their worst workers. But people 

who are bad at producing butter are not necessarily bad at 

making—or shooting—guns.

   When all we did was make butter, people worked at 

that no matter what their other skills. Even if a person were 

a skilled gun maker, or a gun user, what choice did he have? 

Presumably, then, when given the choice to make guns, 

those best suited for that occupation (and also poorly suited 

for butter making) would switch to guns. 

  As resources are shifted from butter to guns, the labor, 

land, capital, and entrepreneurial ability best suited to guns 

and least suited to butter will be the fi rst to switch. But as 

more resources are shifted, we will be taking resources that 

were more and more suited to butter making and less and 

less suited to gun making.

   Take land, for example. The fi rst land given over to 

gun making might be terrible for raising cows (and hence 

milk and butter) but great for making guns. Eventually, 

however, as nearly all land was devoted to gun making, 

we’d be giving over fertile farmland that might not be well 

suited to gun production. 

   * Economies and diseconomies of scale are more fully discussed in a later 
chapter.   
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    What if we were at the origin? What would that represent? Think about it. What 

would be the production of guns? How about the production of butter? They would both 

be zero. Is that possible? During the Great Depression in the 1930s, the U.S. economy 

sank to point Z, but no economy has ever sunk to the origin. 

    Move back to the production possibilities curve, say, at point C, where we are pro-

ducing 2 units of guns and 12 units of butter. Is it possible to produce more guns? 

Certainly. Just move down the curve to point D. Notice, however, that we now produce 

fewer units of butter. 

    At D we have 3 units of guns and 9 units of butter. When we go from C, where we 

have 2 guns, to D, where we have 3, gun production goes up by 1. But at the same time, 

butter production declines from 12 at C to only 9 at D (a decline of 3). 

    If we’re at point C, then, we can produce more guns, but only by sacrifi cing some 

butter production. The opportunity cost of moving from C to D (that is, of producing 

1 more gun) is giving up 3 units of butter. 

    Let’s try another one, this time moving from C to B. Butter goes up from 12 to 

14—a gain of 2. Meanwhile, guns go down from 2 to 1, a loss of 1. Going from C to B, 

a gain of 2 butters is obtained by sacrifi cing 1 gun. The opportunity cost of producing 

2 more butters is 1 gun. If you need a little more practice, please work your way through 

the accompanying Extra Help box. 

   E X T R A

H E L P 

Figure A  shows us how many apples and oranges we 

can produce. The more apples we produce, the fewer 

oranges we can produce. Similarly, the more oranges we 

produce, the fewer apples we can produce. 

  Opportunity cost tells us what we must give up. So 

if we increase our production of oranges by moving from 

point B to point C, how many apples are we giving up? 

  We are giving up 1 apple. Next question: If we 

move from point F to point D, how many oranges are 

we giving up? 

 We are giving up 2 oranges. Now, let’s take it up a 

notch. What is the opportunity cost of moving from 

A to D? 

  It’s 3 apples, because at point A we produced 

5 apples, but at point D we’re producing only 2. One more 

question: What is the opportunity cost of moving from 

E to B? 

  It’s 6 oranges, because at E we produced 10 oranges 

and at B, only 4. 

 Finding the Opportunity Cost  
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 Resource Utilization 37

    Except at point A, we can go somewhere else on the production possibilities curve 

and increase our output of butter. Similarly, anywhere but at point F, we can go some-

where else on the curve and raise our output of guns. It is possible to increase our 

output of  either  guns  or  butter by moving somewhere else on the curve, but there is an 

opportunity cost involved. The more we produce of one (by moving along the curve), 

the less we produce of the other. It is not possible, then, if we are anywhere on the curve, 

to raise our production of both guns  and  butter. Of course, over time it is possible to 

produce beyond our current production possibilities curve as our economy grows. We’ll 

get to economic growth in a few minutes. 

    What if we’re somewhere inside the production possibilities curve? Would it be 

possible to produce more guns  and  more butter? The answer is yes. At point Z we have 

an output of 2 guns and 4 butters. By moving to point D we would have 3 guns and 

9 butters. Or, by going to point E, output would rise to 4 guns and 5 butters. 

    We are able to increase our output of both guns and butter when we move from Z 

to D or E because we are now making use of previously unused resources. We are mov-

ing from depression conditions to those of full employment. But when we go from C to D, 

we stay at full employment. The only way we can produce more guns is to produce less 

butter, because resources will have to be diverted from butter to gun production. As we 

divert increasing amounts of resources to gun production, we will be able to understand 

the law of increasing costs (see the box titled “ The Law of Increasing Costs ”).   

  Productive Effi ciency  

 So far we’ve seen that our economy generally falls short of full production. Now we’ll 

tie that failure in to our defi nition of economics. 

    At the beginning of this chapter, we defi ned economics as  the effi cient allocation of 
the scarce means of production toward the satisfaction of human wants . The scarce 

means of production are our resources, land, labor, capital, and entrepreneurial ability. 

So how effi ciently do we use our resources? 

    An economy is effi cient whenever it is producing the maximum output allowed by 

a given level of technology and resources.  Productive effi ciency is attained when the 
maximum possible output of any one good is produced, given the output of other goods.  
This state of grace occurs only when we are operating on our production possibilities 

curve. Attainment of productive effi ciency means that we can’t increase the output of 

one good without reducing the output of some other good. 

    As we’ve seen, our economy rarely attains productive effi ciency, or full production. 

We have managed this state of grace from mid-1997 through mid-2001, when the unem-

ployment rate dipped below 5 percent. Since the summer of 2005 it hovered around 

5 percent. The previous time our economy actually operated on its production possibilities 

frontier was during the Vietnam War, in 1968 and 1969.   

  Economic Growth  

 If the production possibilities curve represents the economy operating at full employment, 

then it would be impossible to produce at point W (of  Figure 2 ). To go from C to W would 

mean producing more guns  and  more butter, something that would be beyond our eco-

nomic capabilities, given the current state of technology and the amount of resources 

available. 

    Every economy will use the best available technology. At times, because a country 

cannot afford the most up-to-date equipment, it will use older machinery and tools. That 

country really has a capital problem rather than a technological one. 

    As the level of available technology improves, the production possibilities curve 

moves outward, as it does in  Figure 3 . A faster paper copier, a more smoothly operating 

assembly line, or a new-generation computer system are examples of technological 

  Productive effi ciency is attained 
when the maximum possible 
output of any one good is 
produced, given the output of 
other goods.  

  Productive effi ciency is attained 
when the maximum possible 
output of any one good is 
produced, given the output of 
other goods.  

  The best available technology    The best available technology  
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38 C H A P T E R  2

 World War II was a classic case of guns and butter, or, 

more accurately, guns  or  butter. Almost two years before 

we became actively involved in the war, we began in-

creasing our arms production and drafting millions of 

young men into the armed services. Did this increase in 

military goods production mean a decrease in the pro-

duction of consumer goods? 

  Gee, that’s a very good question. And the answer is 

found when you go from point A to point B on the fi rst 

fi gure shown here. 

possible? Can we raise our production of both guns  and  

butter to a point beyond our production possibilities 

 frontier without jumping to a still higher production 

 possibilities curve? 

  The Production Possibilities Frontier during World War II 

  How were we able to increase the production of both 

guns and butter in 1940 and 1941? Because there was still 

a great deal of economic slack in those years. It was the 

tail end of the Great Depression described in Chapter 1, 

and there were still millions of people out of work and a 

great deal of idle plant and equipment that could be 

pressed into use. 

  Now we’re in the war, and we’re at point B in the 

fi rst fi gure. Is it possible to further expand our output of 

both guns and butter? Think about it. 

  Is there any way we could do it? How about if there’s 

economic growth? In the second fi gure shown here, we 

went from point B to point C by moving to a higher 

 production possibilities curve. Is this  possible?  Over a 

considerable period of time, yes. But in just a couple of 

years? Well, remember what they used to say: There’s a 

 war  going on. So a move from point B to point C in just 

a couple of years is possible during a war. 

  Now we’re really going to push it. How about a move 

from point C to point D in the second fi gure?   Is  this  move 

  Well, what do  you  think? Remember, there’s a war 

 going on. The answer is yes. In 1942, 1943, and 1944 we 

did push our offi cial unemployment rate under 3 percent, 

well below the 5 percent rate we would consider full 

 employment today. Employers were so desperate for 

workers that they would hire practically anybody, and 

people who wouldn’t ordinarily be in the labor market—

housewives, retired people, and teenagers—were fl ocking 

to the workplace. 

  Meanwhile, business fi rms were pressing older ma-

chinery and equipment into use, because it was almost 

impossible to get new machinery and equipment built 

during the war. And so we were operating not only at full 

capacity but well beyond that point. 

  How long were we able to stay at point D? Only as 

long as there was a war going on. Point D represents an 

output of guns and butter that our economy can produce 

temporarily if it operates beyond its production possibili-

ties curve. It’s almost like bowling 300. You can’t expect 

to go out and do it every night.  *  

   * One can argue that we were temporarily operating on a higher produc-
tion possibilities curve, and, at the end of the war, we returned to the 
lower production possibilities curve.      
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 Resource Utilization 39

advances. And increasingly, industrial robots and bank money machines are replacing 

human beings at relatively routine jobs. 

    As you know, recent advances in information technology (or, IT, as it’s often called) 

has boosted output per worker and cut costs. It costs FedEx $2.40 to track a package for 

a customer who calls by phone, but only four cents for one who visits its website. FedEx 

now gets about 3 million online tracking requests a day, compared with only 30,000 or 

40,000 by phone. 

    Our economic capacity also grows when there is an expansion of labor or capital. 

More (or better trained) labor and more (or improved) plant and equipment would also 

push the production possibilities curve outward. This is illustrated in  Figure 3 , as we go 

from PPC 1  to PPC 2 , and from PPC 2  to PPC 3 . 

    Imagine that in 1991 a hypothetical nation had two choices. It could either produce 

a preponderance of consumer goods or a preponderance of capital goods. Which choice 

would lead to a faster rate of growth? 

    On the left side of  Figure 4  we see what would have happened to the nation if it 

had chosen to concentrate on producing consumer goods; on the right side we see what 

would have happened if it had concentrated on producing capital goods. Obviously by 

concentrating on capital goods production, that nation would have had a much faster rate 

of economic growth. 

    The main factors spurring growth are an improving technology, more and better 

capital, and more and better labor. Using our resources more effi ciently and reducing the 

unemployment of labor and capital can also raise our rate of growth. This topic is dis-

cussed more extensively in Chapter 16 of  Economics  and  Macroeconomics . 

  Current Issue: Will You Be Underemployed When 
You Graduate? 

 Every spring newspaper reporters ask college placement offi cials about the job prospects of 

that year’s graduating class. During good years corporate recruiters are lining up to interview 

the new grads. But in bad years, it’s the other way around. The years 2006 and 2007 were 

pretty  good  and, 2008, not so good. Hopefully, by the time you graduate, the job outlook 

will be much brighter. 

 Figure 3  

 Production Possibilities Curves 
   A move from PPC 1  to PPC 2  and 
from PPC 2  to PPC 3  represents 
economic growth.   
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40 C H A P T E R  2

      I happened to graduate during a  bad  year. My only job offer was from the recruiter 

from Continental Baking Company to drive a bakery truck. “But how will I use my 

economics?” He told me I could economize on the gasoline. 

  Had I taken the truck-driving job, I would have been underemployed. When you 

graduate, you may face the same problem. It turns out that one in fi ve college graduates 

ends up in a job that does not require a college degree. In addition, many employers require 

a degree just as a credential. So when you start interviewing, ask yourself, “I need a degree 

to do  this? ” 

  There are millions of college grads who are asking themselves this very question. 

Some 37 percent of all fl ight attendants hold bachelor’s degrees, as do 19 percent of the 

theater ushers, lobby attendants, and ticket takers. In addition, 13 percent of all bank tellers 

and 14 percent of all typists and word processors are college graduates.  6  

   From time to time you’ll hear reports of PhD’s driving cabs, lawyers typing their 

own briefs, and doctors bogged down in paperwork. Perhaps there’s some degree of 

under-employment in almost everyone’s future. All you can really do is avoid taking a 

job in which you are clearly underemployed. So when you’re interviewing with prospec-

tive employers at your college placement offi ce and that guy with the bakery truck shows 

up, just say no.      
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   6 Louis Uchitelle, “College Still Counts, Though Not as Much,”  The New York Times,  October 2, 2005, 
Section 10, p. 4.  
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 Resource Utilization 41

  Questions for Further Thought and Discussion  

   1.    If you were in a position to run our economy, what steps would you take to raise our 

rate of economic growth?  

   2.   Under what circumstances can we operate outside our production possibilities curve?  

   3.   Give an example of an opportunity cost for an individual and a nation.  

   4.   Would it be harder for a nation to attain full employment or full production? Explain.  

   5.    Could a nation’s production possibilities curve ever shift inward? What might cause 

such a shift to occur?  

   6.   What is the opportunity cost you incurred by going to college?  

   7.    Although the U.S. is one of the world’s wealthiest nations, some of the federal gov-

ernment’s budget decisions are severely constrained by scarcity. Can you think of 

one such decision that was in the recent economic news?  

   8.   Why is scarcity central to economics?  

   9.    Can you think of any decisions you have recently made that incurred opportunity 

costs?  

   10.   Do you know any entrepreneurs? What do they do?  

   11.   Why is entrepreneurship central to every business fi rm?  

   12.   Explain the law of increasing costs, using a numerical example.  

   13.   Discuss the three concepts on which the law of increasing costs is based.  

   14.     Practical Application:  Underemployment of college graduates is a growing problem. 

If you were appointed to the board of trustees of your college, what measures would 

you suggest to alleviate this problem for the graduates of your school?    
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  Workbook for Chapter 2 

Name    Date 

  Multiple-Choice Questions  

Circle the letter that corresponds to the best answer.  

   1.   The word that is central to the defi nition of 

economics is     . ( LO1 )  

  a)   resource     c)   scarcity  

  b)   wants     d)   capital    

   2.   We would not need to economize if   

  . ( LO2 )  

  a)   the government printed more money  

  b)   there was no scarcity  

  c)   there was less output of goods and services  

  d)   everyone received a big pay increase    

   3.   Human wants are     . ( LO1 )  

  a)   relatively limited  

  b)   relatively unlimited  

  c)   easily satisfi ed  

  d)   about equal to our productive capacity    

   4.   Which of the following is an economic 

resource? ( LO3 )  

  a)   gold    c) labor 

  b)   scarcity         d)   rent    

   5.   Each of the following is an example of capital 

except   . ( LO3 )  

  a)   land     c)   a computer system  

  b)   an offi ce building     d)   a factory    

   6.   The opportunity cost of spending four hours studying 

a review book the night before a fi nal exam would 

be   . ( LO9 )  

  a)   the cost of the review book  

  b)   missing four hours of TV  

  c)   a higher grade on the exam  

  d)   the knowledge gained from studying    

   7.   An economy operating its plant and equipment at 

full capacity implies a capacity utilization rate 

of   . ( LO4 )  

  a)   40 percent     c)   85 percent  

  b)   70 percent     d)   100 percent    

   8.   The full-production level of our economy implies 

  . ( LO4 ,  6 )  

  a)   an effi cient allocation of our resources  

  b)   zero unemployment  

  c)    our plant and equipment being operated at 

100 percent capacity  

  d)   a high unemployment rate    

   9.   Underemployment means   . ( LO4 )  

  a)   the same thing as unemployment  

  b)   underutilization of resources  

  c)   a recession  

  d)   slow economic growth    

   10.   The production possibilities curve represents 

  . ( LO5 ,  6 )  

  a)    our economy at full employment but not full 

production  

  b)    our economy at full production but not full 

employment  

  c)    our economy at full production and full 

employment    

   11.   If we are operating inside our production possibilities 

curve   . ( LO5 )  

  a)   there is defi nitely recession going on  

  b)   there is defi nitely not a recession going on  

  c)   there is defi nitely less than full employment  

  d)   there is defi nitely infl ation    

   12.   The closer we are to the origin and the farther away 

we are from the production possibilities curve   

. ( LO5 )  

  a)   the more unemployment there is  

  b)   the less unemployment there is  

  c)   the more guns we are producing  

  d)   the more butter we are producing    
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   13.   Economic growth will occur if any of the following 

occur except   . ( LO7 )  

  a)   a better technology becomes available  

  b)    the level of consumption rises and the savings 

rate falls  

  c)   more capital becomes available  

  d)   more labor becomes available    

   14.   To attain a higher rate of economic growth, we need 

to devote   . ( LO7 )  

  a)    a higher proportion of our production to capital 

goods and a lower proportion to consumer goods  

  b)    a higher proportion of our production to consumer 

goods and a lower proportion to capital goods  

  c)    a higher proportion of our production to both 

consumer goods and capital goods  

  d)    a lower proportion of our production to both 

consumer goods and capital goods    

   15.   Which is the most accurate statement? ( LO3 )  

  a)    Nearly every major economic innovation 

originated abroad and was then applied in the 

United States.  

  b)    The United States provides a poor environment 

for innovation.  

  c)    Freedom of thought, a risk-taking culture, and a 

noncorrupt bureaucracy have made the United 

States very hospitable to innovation.  

  d)    Although the United States was once the world’s 

leading innovator, since we lost most of our 

manufacturing base, we are no longer a major 

innovator.    

   16.   Which is the most accurate statement? ( LO4 )  

  a)   Most Americans are underemployed.  

  b)    Employment discrimination causes 

underemployment of labor.  

  c)    It is impossible for an economy to operate outside 

its production possibilities curve.  

  d)   There is no longer employment discrimination.    

   17.   Statement 1: The old Negro leagues provide an 

example of underemployment. ( LO4 )  

  Statement 2: Underemployment means basically the 

same thing as unemployment.  

  a)   Statement 1 is true and statement 2 is false.  

  b)   Statement 2 is true and statement 1 is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    

   18.   Employment discrimination is most closely related 

to   . ( LO4 )  

  a)   specialization     c)   unemployment  

  b)   technology     d)   underemployment    

   19.   Miranda Bowman, a Harvard MBA, is almost    

defi nitely  if she is working as a 

secretary. ( LO4 )  

  a)   unemployed     b)   underemployed  

  c)   both unemployed and underemployed  

  d)   neither unemployed nor underemployed    

   20.   On the following list, the most serious problem facing 

today’s college graduate is   . ( LO4 )  

  a)   outsourcing of jobs to foreign countries  

  b)   employment discrimination  

  c)   unemployment  

  d)   underemployment    

   21.   Which statement is true? ( LO2 ,  3 )  

  a)    America has always had a shortage of entrepreneurs.  

  b)    Our economic problem is that we have limited 

resources available to satisfy relatively unlimited 

wants.  

  c)    America has less economic resources today than 

we had 40 years ago.  

  d)    Aside from a few million poor people, we have 

very little scarcity in the United States.    

   22.   Suppose you had $1,000 to spend. If you spent it on a 

vacation trip rather than on new clothes, your second 

choice, or 1,000 lottery tickets, your third choice, 

what was your opportunity cost of going on a 

vacation trip? ( LO9 )  

  a)   $1,000  

  b)   the vacation trip itself  

  c)   not buying the new clothes  

  d)   not buying the lottery tickets  

  e)   missing out on the $10 million lottery prize    

   23.   Which of the following best describes the role of an 

entrepreneur? ( LO3 )  

  a)    the inventor of something with great commercial 

possibilities  

  b)    anyone who made a fortune by purchasing stock 

in a dot-com before its price shot up  

  c)    inventors who parlay inventions into commercial 

enterprises  

  d)    any employee earning at least $200,000 at a 

Fortune 500 company    
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   24.   As we produce increasing amounts of a particular 

good, the resources used in its production  

 . ( LO8 )  

  a)   become more suitable  

  b)   become less suitable  

  c)   continue to have the same suitability    

   25.   The law of increasing costs is explained by each of 

the following except   . ( LO8 )  

  a)   the law of diminishing returns  

  b)   diseconomies of scale  

  c)   factor suitability  

  d)   overspecialization    

   26.   As a fi rm grows larger,   . ( LO8 )  

  a)    economies of scale set in, then diseconomies of 

scale  

  b)    diseconomies of scale set in, then economies of 

scale  

  c)    economies of scale and diseconomies of scale set 

in at the same time  

  d)    neither economies of scale nor diseconomies of 

scale set in    

   27.   The law of increasing costs states that, as 

  . ( LO8 )  

  a)   output rises, cost per unit rises as well  

  b)    the output of one good expands, the opportunity 

cost of producing additional units of this good 

increases  

  c)   economies of scale set in, costs increase  

  d)   output rises, diminishing returns set in    

   28.   If  Figure 1  shows our production possibilities frontier 

during World War II, at which point were we 

operating? ( LO5 )  

  a)   point A  

  b)   point B  

  c)   point C  

  d)   point D    

   29.   If  Figure 1  shows our production possibilities frontier 

during the Great Depression, at which point were we 

operating? ( LO5 )  

  a)   point A  

  b)   point B  

  c)   point C  

  d)   point D     

     Fill-In Questions  

   1.   A PhD driving a cab would be considered   

. ( LO4 )  

   2.   The central fact of economics is (in one word)   

. ( LO2 )  

   3.   Human wants are relatively     , while 

economic resources are relatively   . ( LO2 ,  3 )  

   4.   The law of increasing costs states that, as the output 

of one good expands,   . ( LO8 )  

   5.   The law of diminishing returns, diseconomies of 

scale, and factor suitability each provide an 

  explanation for the law of   . ( LO8 )  

   6.   If you went into a store with $25 and couldn’t decide 

whether to buy a pair of jeans or a jacket, and you 

fi nally decided to buy the jeans, what would be the 

  opportunity cost of this purchase?   . ( LO9 )  

   7.   Full employment implies an unemployment rate of 

about    percent. ( LO4 )  

   8.   List some constraints on our labor force that prevent 

our fully using our plant and equipment 24 hours a 

day, seven days a week. ( LO4 )  

  (1)   ;

    (2)   ;  

  and (3)   .  

A

B

C
D

Figure 1
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   9.   Employment discrimination results in the    

of our labor force. ( LO4 )  

   10.   When we are effi ciently allocating our resources and 

using the best available technology, we are operating 

  on our   . ( LO5 ,  6 )  

   11.   Most of the time our economy is operating    

its production possibilities frontier. ( LO5 )  

   12.   Economic growth can be attained by: ( LO7 )

    (1)     and

  (2)   .     

 Problems  

   1.   If we were at point C of  Figure 2  below, could we 

quickly produce substantially more houses  and  more 

cars? ( LO5 ,  7 )  

   4.   Fill in the following points on  Figure 3 . ( LO5 )  

  Point X: where our economy generally operates  

  Point Y: a serious recession 

   Point Z: a catastrophic depression  

  Point W: economic growth  

   2.   If we were at point M of  Figure 2 , could we quickly 

produce substantially more houses  and  more cars? 

( LO5 ,  7 )  

   3.   If we were at point C on  Figure 2 , could we quickly 

go to point J? ( LO5 ,  7 )  

   5.   In  Figure 4 , fi ll in a new production possibilities 

frontier representing substantial economic 

growth. ( LO5 ,  7 )  

   6.   In  Figure 4 , place point M where there is 100 percent 

unemployment. ( LO5 ) 

M

Units of cars

U
ni

ts
 o

f h
ou

se
s

15 

10 

5

J

C

0 10 20 30

Figure 2

Units of guns

U
ni

ts
 o

f b
ut

te
r

16 

14 

12 

10 

8

6

4

2

0 1 2 3 4 5 6

Figure 3

Figure 4

46

sLa75799_ch02_025-048.indd Page 46  4/2/08  7:19:56 AM user-s206sLa75799_ch02_025-048.indd Page 46  4/2/08  7:19:56 AM user-s206 /Volumes/MH-BURR/MHBR019/MHBR019-02/Volumes/MH-BURR/MHBR019/MHBR019-02



    7.   Fill in the following points on  Figure 5 . ( LO5 ) 

   Point A: an unemployment rate of 100 percent

    Point B: an unemployment rate of 20 percent  

  Point C: an unemployment rate of 2 percent  

         9.   Use  Figure 6  to answer these questions: ( LO5 ,  9 )  

  a)    What is the opportunity cost of going from point B 

to point C?  

  b)    What is the opportunity cost of going from point D 

to point C?  

  c)    What is the opportunity cost of going from point B 

to point A?  

  d)    What is the opportunity cost of going from point C 

to point D?   

Figure 5

   8.   Given the information in  Table 1 , below, what is the 

opportunity cost of going from point B to point C? 

And of going from point D to point C? ( LO9 )  

 TABLE 1     Hypothetical Production Schedule for 
Two-Product Economy        

  Point     Units of Butter     Units of Guns     

   A     15     0    

   B     14     1    

   C     12     2    

   D      9     3    

   E      5     4    

   F      0     5    
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Figure 6

       10.   Use the data in  Figure 6  to illustrate the law of increasing 

costs numerically. (Hint: Start at point E and move 

toward point A.) ( LO5 ,  8 )                                                                       
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 The Mixed Economy  

   Chapter 3 

  O
 urs is a mixed economy because there is a private sector and a public sector. Close 

to 90 percent of our goods and services originate in the private sector, although 

the government co-opts some of this production for its own use. China also has 

a mixed economy; the public sector produces about one-third the goods and services. 

Every economic system needs to put bread on the table, clothes on people’s backs, and 

a roof over their heads. The question is how resources are used to attain these goods 

and services. 

   1.   The three questions of economics.  
   2.   The concepts of the profi t motive, the 

price mechanism, competition, and 
capital.  

   3.   The circular fl ow model.  
   4.   Market failure and externalities.  
   5.   Government failure.  

   6.   The economic role of capital.  
   7.   The “isms”: capitalism, fascism, 

communism, and socialism.  
   8.   The decline and fall of the communist 

system.  
   9.   Transformation in China.   

  LEARNING OBJECTIVES   

In this chapter we’ll cover:  

    The Three Questions of Economics  

 Because every country in the world is faced with scarce (limited) resources, every coun-

try must answer three questions: (1) What shall we produce? (2) How shall these goods 

and services be produced? (3) For whom shall the goods and services be produced? We’ll 

take up each in turn.  

 What Shall We Produce? 

 In the United States, most of our production is geared toward consumer goods and ser-

vices. About 4 percent goes toward defense. In the former Soviet Union, a much higher 

proportion was devoted to armaments, with a proportionately smaller percentage devoted 

to consumer goods and services. Japan has concentrated on building up its plant and 

equipment but devotes just 1 percent of its production to defense. 

    Who makes these decisions? In the United States and Japan there is no central plan-

ning authority, but rather a hodgepodge of corporate and government offi cials, as well as 

individual consumers and taxpayers. The Soviets  did  have a central planning authority.         In 

Military, consumption, or 
capital goods?

  49
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   The service sector, which accounted 
for less than half the jobs in our 
economy in 1940, now accounts for 
81 percent. 

  Source:  U.S. Census Bureau,  Statistical 
Abstract of the United States,  2008. 

fact, every fi ve years the Soviet government used to come up with a new plan that set 

goals for its economy in numbers of cars, TVs, factories, and bushels of wheat and corn 

to be produced. 

    As a nation matures, its economy shifts from agricultural to manufacturing, and then 

to services. This shift is refl ected in employment (see  Figure 1 ). Until about 150 years 

ago, most Americans worked on farms. But today, only 1 in 500 still farms full time. 

Today, four out of every fi ve workers produce services. 

       How Shall These Goods and Services Be Produced? 

 In our country—and in most others as well—nearly everything is produced by private 

businesses. Not only are all the goods and services that consumers purchase produced 

by businesses, but so are most of what the government purchases. For example, when 

our astronauts landed on the moon, a long list of contractors and subcontractors was 

released. It read like a who’s who in American corporations. 

    In socialist countries, of course, the government is the main producer of goods and 

services. But even in a communist country, China, there is still a substantial role for 

private enterprise.   

 For Whom Shall the Goods and Services Be Produced? 

 Economics may be divided into two parts: production, which we dealt with in the fi rst 

two questions, and distribution. In the fi rst question, we asked what the economic pie 

should be made of; in the second, we talked about how the pie would be made. Now 

we are ready to divide up the pie. 

    Our distribution system is a modifi ed version of one dollar, one vote. In general, the 

more money you have, the more you can buy. But the government also has a claim to 

part of the pie. Theoretically, the government takes from those who can afford to give 

up part of their share (taxes), spends some of those tax dollars to produce various gov-

ernment goods and services, and gives the rest to the old, the sick, and the poor. (Nev-

ertheless, the rich reap a major share of the subsidies to airlines, shipping companies, 

defense contractors, and agriculture.) 

    In theory, the Soviets’ distributive system was diametrically opposed to ours. The 

communist credo “From each according to his ability, to each according to his needs” 

was something the Soviet leaders claimed to follow, and it does have a nice ring to it. 

But in actuality, their income distribution system, with its jerry-built structure of wage 

  For whom shall the goods be 
produced?  

Henry Fairlie has come up with 
a capitalist credo: From each 
according to his gullibility. To 
each according to his greed.
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incentives, bonus payments, and special privileges, was probably no more equitable than 

our own.       

 To Sum Up 

 In a mixed economy, both the government and the market have roles in answering:  

   (1) What shall we produce? (2) How shall these goods and services be produced? (3) For 

whom shall these goods and services be produced? In nearly all mixed economies the 

government plays a relatively minor role in production, but may play a relatively strong 

role in distribution.    

  The Invisible Hand, the Price Mechanism, 
and Perfect Competition  

 We have just set the stage for a comparison between our economic system and those of 

several other countries. We’ll start with the competitive economic model, and then talk 

about the economic roles of government and of capital. These concepts, common to all 

economies, need to be understood before we can make comparisons among the econo-

mies of different nations.  

 The Invisible Hand 

 When Adam Smith coined this term in 1776, he was thinking about an economic guid-

ance system that always made everything come out all right. He believed that if people 

set out to promote the public interest, they will not do nearly as much good as they 

would if they pursued their own selfi sh interests. That’s right! If all people are out for 

themselves, everyone will work harder, produce more, and we’ll all be the richer for it. 

And that premise underlies the free-enterprise system. 

    Smith said that the entrepreneur is motivated by self-interest:  

 He generally, indeed, neither intends to promote the public interest, nor knows how much 

he is promoting it. By preferring the support of domestic to that of foreign industry, he 

intends only his own gain, and he is in this, as in many other cases, led by an invisible 

hand to promote an end which was no part of his intention. . . . By pursuing his own 

interest he frequently promotes that of the society more effectually than when he really 

intends to promote it.  1  

      Whenever a businessperson runs for public offi ce, he or she invariably brings up the 

fact that his or her opponent never met a payroll. This businessperson, motivated solely 

by a quest for profi ts, provided jobs for perhaps hundreds, or even thousands, of people. 

His or her fi rm produced some good or service so desirable that buyers were willing to 

pay for it. And so, this aspiring politician, who went into business solely to make money, 

now claims credit for creating jobs and promoting the public interest. And not a word 

of thanks to the invisible hand. 

    Less than 20 years ago, about one-third of the food in the Soviet Union was produced 

on just 2 percent of the land under cultivation. That 2 percent was made up of small, 

privately owned plots; the other 98 percent was in the form of large collective farms. 

Obviously, the same farmers worked much harder on their own land than on the land 

whose produce was owned by the entire society. As Adam Smith said, a person pursuing 

his own interest “frequently promotes that of society more effectively than when he really 

intends to promote it.” 

   1 Adam Smith,  The Wealth of Nations,  Book IV (London: Methuen, 1950), chap. II, pp. 477–78.  

The invisible hand is really the 
profi t motive.

  Greed makes the world go 
round.  

   Adam Smith, Scottish professor of 
philosophy 
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          The Chinese communists, too, forced hundreds of millions of peasants to work on 

huge collective farms, and like the Soviet agricultural experiment, it had disastrous results. 

Robert Shiller wrote about the fi rst American experiment in collective ownership:  

 When they arrived in the New World, in 1620, the Pilgrims of Plymouth Colony tried 

communal ownership of the land. It didn’t work: crops were not well cared for and the result 

was a severe food shortage. So in 1623 each family was given a private plot of land along with 

responsibility for maintaining it. This worked much better. As William Bradford, the second 

governor of Plymouth Colony, recounted in  Of Plymouth Plantation,  people worked harder 

when they had private plots, and the crop yield was much higher. The moral of this story—at 

least according to the proponents of private ownership who like to quote from it—is simple: 

people take better care of things they own individually than of things they hold in common.  2  

     The Price Mechanism 

 It is often said that everyone has a price, which means that nearly all of us, for a certain 

sum of money, would do some pretty nasty things. The key variable here is  price . Some 

of us would do these nasty things for $100, others for $1,000, others perhaps only for 

$1 million. 

    Not only does every one  have a price, but every thing  has a price as well. The price 

of a slice of pizza or a gallon of gasoline is known to all consumers. Although they vary 

somewhat, gas prices rarely fall below $2.00 and hardly anyone would pay $10 for a 

slice of pizza. 

    Just as prices send signals to consumers, they also signal producers or sellers. If 

pizza goes up to $10 a slice, I’ll put an oven in my living room and open for business 

the next day. 

    When consumers want more of a certain good or service, they drive the price up, 

which, in turn, signals producers to produce more. If the price rise is substantial and appears 

permanent, new fi rms will be attracted to the industry, thereby raising output still further. 

    During the 1970s, when we experienced some of the worst infl ation in our history, 

many people called for price controls. These were very briefl y and halfheartedly instituted 

by President Nixon, and their results in controlling infl ation were decidedly mixed. Crit-

ics of controls believe they interfere with our price mechanism and the signals that mech-

anism sends to producers and consumers. Others, most notably John Kenneth Galbraith, 

have argued that the prices of our major products are administered or set by the nation’s 

largest corporations rather than in the marketplace. What this disagreement boils down to 

is whether our economic system is basically competitive, with millions of buyers and 

sellers interacting in the marketplace, or whether our economy is dominated by a handful 

of corporate giants who have subverted the price system by setting prices themselves.   

 Competition 

 What is competition? Is it the rivalry between Burger King and McDonald’s? GM and Ford? 

Wal-Mart and Target? Most economists will tell you that to have real competition, you need 

many fi rms in an industry. How many? So many that no fi rm is large enough to have any 

infl uence over price. So, by defi nition, an industry with many fi rms is competitive. 

    When Philip Morris or R. J. Reynolds announces its new prices,  those  are the prices 

for cigarettes. Of course, when Microsoft talks about the price of its latest version of 

Windows, everyone listens. No ifs, ands, or buts. No give-and-take in the marketplace. 

And the price mechanism? It just doesn’t apply here. 

    To allow the price mechanism to work, we need many competing fi rms in each 

industry. There are entire industries—autos, computer software, oil refi ning, pharmaceu-

ticals, retail bookstores, breakfast cereals, and long distance phone calls—which are 

dominated by no more than three or four fi rms. 

   2 Robert J. Shiller, “American Casino,”  The Atlantic Monthly,  March 2005, p. 33.  

  Competition makes the price 
system work.  

  Prices send signals to producers 
and consumers.  
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    If large sectors of American industry are not very competitive, then the price system 

doesn’t work all that well, and the invisible hand becomes even more invisible. However, 

even without a perfectly competitive economic system, we can’t just toss the price mech-

anism out the window. The forces of supply and demand, however distorted, are still 

operating. With all their price manipulation, even the largest corporations must guide 

themselves by the wishes of their consumers. In conclusion, then, let’s just say that we 

have an imperfectly functioning price system in a less than competitive economy that is 

guided by a not too vigorous invisible hand.   

 Trust 

 You’ll fi nd the saying, “IN GOD WE TRUST,” printed on the back of our currency. Some 

cynic made up another saying, “In God we trust; all others pay cash”—which means, we 

suspect that your check might bounce, so we insist on being paid right now in cash. 

    But despite our cynicism, capitalism is based on trust. Lenders expect borrowers to 

pay them on time and in full. Sellers ship goods or provide services in advance of pay-

ment. And although all businesses guard against theft, the presumption is that the people 

you deal with are not out to steal from you. Indeed, we build up business relationships 

over time, and those relationships are based largely on trust. 

    Because of that underlying trust, business fl ows smoothly in virtually all capitalist 

societies. Although the parties to major transactions are bound by formal legal contracts, 

day-to-day business is usually conducted in person, by phone, by fax, or by e-mail. 

    Imagine doing business in a socialist or communist economy. You need to order a 

pencil. So you make out a purchase order, hand it to your supervisor, the purchase order 

goes up through fi ve more levels of authority, and is then sent to a government purchasing 

agency where it might sit for several months before some bureaucrat gets around to taking 

the necessary action. If you’re lucky, you’ll have your pencil by the end of the year. 

    Of course government agencies are not all so ineffi cient, but the reason they are 

often so bound by rules and regulations is the presumption that bureaucrats can’t be 

trusted to make any business decisions on their own. Under capitalism, we assume that 

individuals will do the right thing, and because most people are quite trustworthy, the 

system works very effi ciently.   

 Equity and Effi ciency 

 Under our economic system, most of the important decisions are made in the market-

place. The forces of supply and demand (that is, the price system) determine the answers 

to the three basic questions we raised at the beginning of the chapter: What? How? And 

for whom? Most economists would agree that this system leads to a very effi cient allo-

cation of resources, which, incidentally, happens to conform to our defi nition of econom-

ics:  Economics is the effi cient allocation of the scarce means of production toward the 
satisfaction of human wants . 

    So far, so good. But does our system lead to a fair, or equitable, distribution of 

income? Just look around you. You don’t have to look far to see homeless people, street 

beggars, shopping-bag ladies, and derelicts. Indeed, there are about 37 million Americans 

whom the federal government has offi cially classifi ed as “poor.” Later in this chapter, 

we’ll see that one of the basic functions of our government is to transfer some income 

from the rich and the middle class to the poor. Under the capitalist system, there are 

huge differences in income, with some people living in mansions and others in the streets. 

One of the most controversial political issues of our time is how far the government 

should go in redistributing some of society’s income to the poor. 

    Very briefl y, the case for effi ciency is to have the government stand back and allow 

everyone to work hard, earn a lot of money, and keep nearly all of it. But what about 

the people who don’t or can’t work hard, and what about their children? Do we let them 

starve to death? The case for equity is to tax away some of the money earned by the 

relatively well-to-do and redistribute it to the poor. But doing so raises two questions: 

  Capitalism is based on trust.  

Is our income distributed fairly?

sLa75799_ch03_049-070.indd Page 53  4/2/08  7:09:35 AM user-s206sLa75799_ch03_049-070.indd Page 53  4/2/08  7:09:35 AM user-s206 /Volumes/MH-BURR/MHBR019/MHBR019-03/Volumes/MH-BURR/MHBR019/MHBR019-03



54 C H A P T E R  3

(1) How much money should we redistribute? and (2) Won’t this “handout” just discour-

age the poor from working? We’ll discuss this further in the chapter on income distribu-

tion and poverty toward the end of the book.        

  The Circular Flow Model  

 In Chapter 2 we talked about the four basic resources—land, labor, capital, and entrepre-

neurial ability. Who owns these resources? We all do. Nearly all of us sell our labor, for 

which we earn wages or salaries. In addition, many people own land or buildings for which 

they receive rent. A landlord may have just one tenant paying a few hundred dollars a 

month, or she may own an offi ce building whose rent is reckoned by the square foot. 

    We also may receive interest payments for the use of our funds. Since much of the 

money we put into the bank is borrowed by businesses to invest in plant and equipment, 

we say that interest is a return on capital. 

    Finally, there are profi ts. Those who perform an entrepreneurial function (that is, 

own and run a business) receive profi ts for income. 

    The question we are asking here is: What do people  do  with their incomes? What hap-

pens to the tremendous accumulation of rent, wages and salaries, interest, and profi t? Mostly, 

it is spent on consumer goods and services, which are produced by private businesses. 

    This is the essence of what economists call the  circular fl ow model . A model is usually 

a smaller, simplifi ed version of the real thing. (Think of a model plane, a model ship, a map, 

or a globe.) An economic model shows us how our economy functions, tracing the fl ow of 

money, resources, and goods and services. Let’s take the circular fl ow model step by step. 

    First we have some 113 million households receiving their incomes mainly from the 

business sector. A household may be a conventional family—a father, mother, and a 

couple of children—it may be a person living alone, or it may be two cohabiting adults. 

Any combination of people under one roof—you name it—is defi ned as a household. 

    We diagram the household income stream in  Figure 2 . Businesses send money 

income (rent, wages and salaries, interest, and profi ts) to households. We’ve ignored the 

government sector (that is, Social Security checks, welfare benefi ts, food stamps) and 

the foreign trade sector. 

    In  Figure 3  we show where this money goes. It goes right back to the businesses as 

payment for all the goods and services that households buy. In sum, the households provide 

business with resources—land, labor, capital, and entrepreneurial ability—and use the income 

these resources earn to buy the goods and services produced by these same resources. 

    In effect, then, we have a circular fl ow of resources, income, goods and services, 

and payments for these goods and services. By combining  Figures 2  and  3 , we show this 

circular fl ow in  Figure 4 . 

    We can distinguish two circular fl ows in  Figure 4 . In the inner circle, we have 

resources (land, labor, capital, and entrepreneurial ability) fl owing from households to 

business fi rms. The business fi rms transform these resources into goods and services, 

which then fl ow to the households. 

    The outer circular fl ow is composed of money. Households receive wages and sala-

ries, rent, interest, and profi ts from business fi rms. This money is spent on goods and 

services, so it is sent back to business fi rms in the form of consumer expenditures. 

    Thus we have two circular fl ows: (1) money and (2) resources, and goods and ser-

vices. These two fl ows represent the economic activities of the private sector. Whenever 

any transaction takes place, someone pays for it, which is exactly what  does  happen 

whenever we do business. 

    Although the circular fl ow model may appear fairly complex, it actually oversimpli-

fi es the exchanges in our economy by excluding imports, exports, and the government 

sector. I leave it to your imagination to picture the additional fl ow of taxes, government 

purchases, and transfer payments such as unemployment and Social Security benefi ts. 

We shall now look at the government’s economic role, but our analysis will be separate 

from our analysis of the private sector. 

  What do people do with their 
incomes?  
  What do people do with their 
incomes?  

   Who owns our resources? It is not 
the employer who pays wages—
he only handles the money. It is 
the product that pays wages.  

 —Henry Ford    

   Who owns our resources? It is not 
the employer who pays wages—
he only handles the money. It is 
the product that pays wages.  

 —Henry Ford    

  There are two circular fl ows.    There are two circular fl ows.  
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 The Circular Flow   

    The Economic Role of Government  

 The government under our federal system has three distinct tiers. At the top is the federal, 

or national, government, which we generally refer to as “the government.” There are also 

50 state governments and tens of thousands of local governments. 

    Each of these units of government collects taxes, provides services, and issues regu-

lations that have a profound effect on our economy. By taxing, spending, and regulating, 

the government is able somewhat to alter the outcome of the three questions: What? How? 

and For whom? 

    The government provides the legal system under which our free enterprise economy 

can operate. It enforces business contracts and defi nes the rights of private ownership. 

Our legal system works so well that bribery is the very rare exception, rather than the 

rule, as it is in so many other countries, especially in Asia and Africa.  
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     The government also maintains our competitive system and ensures the relatively 

unfettered operation of the law of supply and demand. Barriers to competition are some-

times broken down by the government, particularly when a few large fi rms attempt to 

squeeze their smaller competitors out of a market. We’ll discuss those efforts more fully 

in the chapter on corporate mergers and antitrust in  Economics  and in   Microeconomics . 

    Some of what we produce is done in response to government demand for roads, 

schools, courthouses, stamp pads, and missile systems. Government regulations have 

prevented business fi rms from producing heroin, cyclamates (from the mid-1960s to the 

late 1970s), and alcoholic beverages (from 1920 to 1933), as well as prostitutes’ services 

(except in part of the state of Nevada, where they are legal). 

    How things are produced is also infl uenced by child labor laws, health and safety 

regulations, and pollution control. And fi nally, the government, by taking over $3 trillion 

away from wage earners in taxes, redistributes some of these funds to the old, the dis-

abled, and the poor, thus strongly altering the outcome of the question “For whom?” 

    The government must provide the infrastructure for a market system to function 

effi ciently. In addition to ensuring that competition fl ourishes, the government must see 

that information fl ows freely, that property rights are protected, and that unpleasant side 

effects such as pollution are minimized.   

  Market Failure  

 Markets don’t always provide the most desirable economic outcomes. For example, we assume 

a great deal of competition among fi rms, but what happens when some fi rms grow larger and 

larger, driving out their smaller competitors? What if one giant fi rm like Microsoft corners 

almost the entire market? In the chapter on corporate mergers and antitrust in  Economics  and 

 Microeconomics,  we’ll see how the government has intervened to preserve competition. 

     When our resources are not allocated effi ciently, we have market failure . So while 

we might prefer to leave as much as we can to the forces of demand and supply, it is 

sometimes necessary for the government to take action. 

    We’ll examine three basic classes of market failure: externalities, environmental 

pollution, and the lack of public goods and services. Each provides the government with 

the opportunity to improve on the work of Adam Smith’s invisible hand.  

 Externalities  

 Your own property is at stake when your neighbor’s house is on fi re. 

 –Horace (Roman poet)–  

 When you drive to school, how much does your ride cost you? Once you fi gure in the cost 

of gas, oil, insurance, and the depreciation on your car, you might come up with a fi gure of, 

say, 35 cents a mile. We call that 35 cents the  private cost  of driving to school. 

    But there’s also an  external cost . You cause a certain amount of pollution and con-

gestion, and we could even factor in the cost of highway construction and maintenance. 

It would be hard to actually come up with a monetary fi gure, but there is no question 

that your drive to school imposes a defi nite social, or external, cost on society. 

    You probably never thought that driving to school was such a terrible thing, especially 

if there is no convenient public transportation. But you will be happy to know that you 

are capable of doing many socially benefi cial things as well. If you paint your house and 

plant a beautiful garden in your front yard, you will not only add to the beauty of your 

neighborhood, but you will also enhance its property values. So now you are providing 

an  external benefi t . 
    Let’s defi ne  external cost  and  external benefi t. An external cost occurs when the 
production or consumption of some good or service infl icts costs on a third party with-
out compensation. An external benefi t occurs when some of the benefi ts derived from the 
production or consumption of some good or service are enjoyed by a third party.  

  Everyone wants to live at the 
expense of the state. They forget 
that the state lives at the expense 
of everyone.  

 —Frederic Bastiat 

  Everyone wants to live at the 
expense of the state. They forget 
that the state lives at the expense 
of everyone.  

 —Frederic Bastiat 

  External cost    External cost  

  External benefi t    External benefi t  

  Defi nition of external cost and 
benefi t  
  Defi nition of external cost and 
benefi t  
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    The private market, governed solely by the forces of supply and demand, does not 

take into account external costs and external benefi ts. This is market failure. When the 

market failure imposes a high cost on society, we demand that the government do some-

thing about it. 

    Basically, the government can take three types of action. If you are doing something 

that provides an external benefi t, such as running a family farm, the government may 

provide you with a subsidy to encourage you to continue farming. As we saw back in 

Chapter 1, although the federal government has paid out hundreds of billions of dollars 

in farm subsidies since the 1930s, not only have most family farms disappeared, but huge 

corporate farms have gotten most of the subsidies. 

    If you are incurring external costs, the government can discourage these activities 

in two ways. It can tax you, or it can impose stringent regulations. 

    Let’s consider what the government can do about air and water pollution. It could 

tax these activities highly enough to discourage them. A hefty tax on air pollution will 

force the biggest offenders to install pollution-abatement equipment. What about the 

disposal of nuclear waste? Do we let nuclear power plants dump it into nearby rivers 

but make them pay high taxes for the privilege? Hardly. The federal government heavily 

regulates nuclear plants. 

    Basically, we want to encourage activities that provide external benefi ts and discour-

age those that incur external costs. One method now used in many states is the fi ve-cent 

deposit on cans and bottles. Millions of people have a monetary incentive to do the right 

thing by returning these bottles and cans for recycling. 

    A major part of the external costs of manufacturing and commerce affect our envi-

ronment. Obvious examples include strips of tires along the highways, abandoned cars, 

acid rain, and toxic waste. The accompanying box discusses an international example of 

external costs—shipbreaking. 

    Air pollution and water pollution are perhaps the two greatest external costs of 

industrial economies. Let’s see how the government can curb pollution.   

 When ships grow too old and expensive to run—

usually after about 25 or 30 years—their owners 

sell them on the international scrap market, 

where the typical freighter may bring a million dollars 

for the weight of its steel. Are the ship owners behaving 

in an environmentally correct manner, like those of us 

who return our soda cans to the grocery or deposit them 

in recycling bins? It turns out that they are not. 

  About 90 percent of the world’s annual crop of 700 

condemned ships are sailed right up on the beaches of 

China, Pakistan, India, and Bangladesh, where they are 

dismantled. Predictably, these once pristine beaches 

have become an environmental wasteland. In an  Atlantic 
Monthly  article, William Langewiesche describes the 

risks to which the workers are exposed: “falls, fi res, 

explosions, and exposure to a variety of poisons from 

fuel oil, lubricants, paints, wiring, insulation, and cargo 

slop. Many workers are killed every year.”  *  

   What the United States and other industrial nations 

have done is exported our environmental problems to 

the less developed countries of the world. Langewiesche 

explains how this came about:

Shipbreaking was performed with cranes and heavy 

equipment at salvage docks by the big shipyards of 

the United States and Europe until the 1970s, when 

labor costs and environmental regulations drove 

most of the business to the docksides of Korea and 

Taiwan. Eventually, however, even these 

entrepreneurial countries started losing interest in 

the business and gradually decided they had better 

uses for their shipyards. This meant that the world’s 

shipbreaking business was again up for grabs. In 

the 1980s enterprising businessmen in India, 

Bangladesh, and Pakistan seized the initiative with 

a simple, transforming idea: to break a ship they did 

not need expensive docks and tools; they could just 

wreck the thing—drive the ship up onto a beach as 

they might a fi shing boat, and tear it apart by hand.  †  

   * William Langewiesche, “The Shipbreakers,”  The Atlantic Monthly,  
August 2000, p. 34.  

   † Ibid., p. 33.    

    Shipbreaking 
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 Curbing Environmental Pollution 

 Left to its own devices, private enterprise creates a great deal of pollution. After all, it’s 

a whole lot easier—and cheaper—to dump waste products into nearby rivers and streams, 

or send them up a smokestack. The government, most notably the federal Environmental 

Protection Agency, has taken two types of measures to lower pollution levels—command-

and-control regulations and incentive-based regulations.  

 Command-and-Control Regulations    Automobile fuel-burning emissions are a 

major cause of air pollution. The federal government has imposed three regulations which 

have substantially reduced these emissions—mandating the use of catalytic converters 

on all new vehicles, fuel economy standards for all new cars, and a ban on leaded 

gasoline. Overall, these regulations have greatly reduced air pollution from motor vehi-

cles. However, fuel economy standards were supposed to be raised periodically (more 

miles per gallon), but these increases have been periodically postponed. Furthermore, 

these standards are applied just to new cars, exempting minivans and sports utility vehi-

cles (SUVs), which are classifi ed as light trucks, and not subject to the fuel standards. 

Today cars are just half of all new passenger vehicles. 

  Since the passage of the Clean Air Act in 1972, which requires companies to reduce 

air pollution, there has been a marked improvement in air quality throughout much of 

the United States. During the decade of the 1990s alone, concentrations of sulfur dioxide 

and carbon monoxide decreased by 36 percent, and lead by 60 percent. 

  Do command-and-control regulations work? Clearly they do. But can we do better? 

Nearly all economists would agree we can do better using incentive-based regulations.   

 Incentive-Based Regulations    How can we give people an incentive to cause less 

air pollution?   Why don’t we raise gasoline taxes to the same levels as in Western Europe? 

Can you guess why we don’t? Imagine that you are a member of Congress getting ready 

to vote on raising the federal tax on gasoline to $4 a gallon. Your constituents back home 

would not be very happy campers, and, if you were planning any kind of political future, 

you would not vote for this tax increase. 

  Perhaps the most promising approach to incentive-based regulations is emissions 

rights trading, which originated as a result of the 1990 Amendments to the Clean Air 

Act. The government determines the permissible level of pollution and issues permits to 

each polluting fi rm. These permits allow up to a certain level of pollution, and the fi rms 

are allowed to buy or sell the permits.  

   What level of pollution is acceptable to you? Would you be willing to give up driv-

ing to reduce auto emissions to zero? Would you be willing to use a lot less electricity 

to curb emissions of electrical power plants? In general, would you be willing to accept 

a substantially lower standard of living if that would result in substantially less pollution? 

I think it’s a pretty safe bet that your answer is “No!” to all three questions.  

     You can check out the pollution problems in your own neighborhood at  www.epa.gov/

epahome/commsearch.htm .     

 Lack of Public Goods and Services 

 A wide range of goods and services is supplied by our federal, state, and local govern-

ments. These include national defense; a court system; police protection; the construction 

and maintenance of streets, highways, bridges, plus water and sewer mains; environmen-

tal protection; public parks; and public schools. Few of these would be supplied by 

private enterprise because entrepreneurs would not be able to make a profi t. 

    Interestingly, many of these goods and services  were  once supplied by private enter-

prise. The nation’s fi rst toll road, Pennsylvania’s Lancaster Turnpike, was built two centuries 

 The incentive to pollute is 
much stronger than the 
incentive to curb pollution. 

 The incentive to pollute is 
much stronger than the 
incentive to curb pollution. 

  Emissions rights trading    Emissions rights trading  

on the webon the web

sLa75799_ch03_049-070.indd Page 58  4/2/08  7:09:37 AM user-s206sLa75799_ch03_049-070.indd Page 58  4/2/08  7:09:37 AM user-s206 /Volumes/MH-BURR/MHBR019/MHBR019-03/Volumes/MH-BURR/MHBR019/MHBR019-03

http://www.epa.gov/


 The Mixed Economy 59

ago. Private toll bridges were constructed all over the country. Even today, there are more 

than twice as many people who work in private security (“rent-a-cops,” store and hotel 

detectives, building security, campus security, and private investigators, for example) than 

there are city and state police. Our national rail lines were once privately owned, with such 

fabled names as the Pennsylvania (or Pennsy) Railroad; the Baltimore and Ohio (you’ll still 

fi nd the B&O on the Monopoly board); the Seaboard; the Southern; the Great Northern; the 

New York Central; the New York, New Haven, and Hartford; the Boston and Maine; the 

Southern Pacifi c; and the storied Atchison, Topeka, and the Santa Fe. 

    Let’s talk about the difference between  public  goods and  private  goods. Private 

goods are easy. You buy a car. It’s your car. But a public good is something whose 

consumption by one person does not prevent its consumption by other people. Take our 

national defense. If you want to pay to have your home defended from nuclear attack, 

then everyone on your block is defended as well, even though they don’t chip in a cent. 

Or, if your block association hires a private security fi rm to patrol your neighborhood, 

even your neighbors who were too cheap to pay their dues are protected. 

    Not everything produced by the public sector is a public good. We mentioned defense 

as a public good—something whose consumption by one person does not prevent its 

consumption by other people. What about a ride on a public bus? Or driving on the 

Jersey Turnpike? These are not public goods because only those who pay get to ride. 

    Public goods and services have two defi ning characteristics. First, they are  nonex-
cludable,  which means that once it exists, everyone can freely benefi t from it. You can 

benefi t from unpolluted air whether or not you helped pay for it. Second, public goods 

and services are  nonrivalrous,  which means that one person’s benefi ting from it does not 

reduce the amount of it available for others. Police protection for you does not prevent 

others from also enjoying that protection. 

    Public goods tend to be indivisible; they usually come in large units that cannot be 

broken into pieces for purchase or sale in private markets. Often there is no way they 

can be produced by private enterprise because there is no way to exclude anyone from 

consuming the goods even if she or he did not pay for them. National defense is a clas-

sic example. Could you imagine putting  that  service on a pay-as-you-go basis? “I think 

this year I’ll just skip being defended.” We can’t exactly move the nuclear umbrella away 

from my house while continuing to shield those of all my neighbors. 

    Not everyone favors an expansion of public goods. Aristotle observed that “What is 

common to many is taken least care of, for all men have a greater regard for what is their 

own than for what they possess in common with others.” Public property is often not as 

well maintained as private property, because, as Aristotle noted, people will take better 

care of their own property than of property held in common.    

  Government Failure  

 Just as the market sometimes fails us, so does the government. Below is a short list of 

some of the more blatant forms of government failure. Keep in mind, however, that in 

most cases the government performs its functions reasonably well, so these failures 

should be considered exceptions and not the norm. 

    Let’s start with an obvious failure—our complex and confusing federal tax code. It 

costs taxpayers (in accounting fees as well as in the value of their own time) about $150 

billion a year to complete their tax returns.  3   According to the Internal Revenue Service 

it takes 28 and a half hours to complete an average tax return with itemized deductions. 

The present system is so complicated that about 60 percent of all taxpayers rely on 

professionals to do their taxes. Even the simplest form, 1040EZ, takes on average 3 hours 

and 43 minutes to fi ll out.

     Closely related are the forms the government sends all large and most medium-sized 

companies. It takes hundreds of hours a year to fi ll out these monthly, quarterly, and 

  Difference between public and 
private goods  
  Difference between public and 
private goods  

  The two defi ning characteristics 
of public goods and services  
  The two defi ning characteristics 
of public goods and services  

  The United States is the only 
country where it takes more 
brains to fi gure your tax than to 
earn the money to pay it.  

 —Edward J. Gurney 

  The United States is the only 
country where it takes more 
brains to fi gure your tax than to 
earn the money to pay it.  

 —Edward J. Gurney 

   The hardest thing in the world to 
understand is the income tax.  

 —Albert Einstein  

   The hardest thing in the world to 
understand is the income tax.  

 —Albert Einstein  

   3 It costs business fi rms an additional $125 billion to comply with our tax code.  
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annual forms. The government compiles copious statistics on the economy, which it then 

publishes in thousands of monthly, quarterly, and annual reports. I enjoyed dropping in 

to my local federal bookstore to peruse these publications and would usually buy a few. 

But the stores were closed in 2003 to save money. Question: Wouldn’t it then have made 

sense to cut down on the number of these publications? And maybe not collect so much 

data, thereby freeing up tens of thousands of corporate employees? 

    Another abject government failure is its agricultural price support program, which cur-

rently costs the taxpayers $25 billion a year, and, since its inception more than seven decades 

ago, has cost hundreds of billions of dollars. What is the main purpose of this program? 

Ostensibly the purpose is to save the family farm. But since the 1930s millions of family 

farms have gone out of business; most of the payments now go to huge corporate farms. 

    A society should be judged largely by how it treats its children. Of the 38 million 

Americans living in poverty, more than half are children. In the 1960s President  Lyndon 

Johnson declared a massive war on poverty, and some 30 years later came the Welfare 

Reform Act of 1996. And yet, today, one of every six American children is growing 

up poor. 

      Our public education system, once the envy of the world, is now the laughingstock. 

While we still have some of the fi nest schools of higher education, our elementary, 

middle, and high schools have been deteriorating for decades. The fact that we need to 

teach the three r’s—reading, writing, and arithmetic—to millions of college students 

pretty much says it all. While all the blame for our failing educational system cannot be 

placed on the government’s doorstep, the fact remains that getting a decent education 

has become a diffi cult challenge for most children. I am old enough to remember when 

high school graduates could actually read, write, and do some algebra and geometry. 

    Hurricane Katrina is still fresh enough in our memory that if I asked you to grade 

the government’s response, I’m sure you would have a pretty strong opinion. You might 

give a failing grade to the state and local authorities, to the federal government, or to all 

three. But regardless of how the blame is apportioned, Hurricane Katrina provides a very 

clear example of government failure. 

    Millions of Americans helped the hurricane victims, directly or indirectly. But these 

private efforts were directed at ameliorating the suffering, rather than preventing it. In 

hindsight, New Orleans and its suburbs should have been fully evacuated, and once the 

fl ooding took place, those left behind should have been quickly rescued. Those were not 

jobs for individuals, voluntary organizations, or business fi rms, but mainly for the federal 

government. 

    Local and state offi cials, as well as the Army Corps of Engineers, knew only too 

well that New Orleans’ levees would not be able to hold back the fl oodwaters produced 

by a major hurricane. Once the city began to fl ood, only federal agencies such as 

FEMA (Federal Emergency Management Agency) had the resources to deal with a 

catastrophe of this magnitude. While there are plenty of places to spread the blame of 

the slow and halting rescue and recovery effort, maybe someone should send President 

Bush a copy of the placard President Harry Truman kept on his desk. It read: “The 

buck stops here.” 

    Like you, I have a pretty strong opinion of which government offi cials should be 

blamed. Dealing with hurricanes, other natural disasters, as well as terrorist attacks is very 

clearly a government function. In late August and early September of 2005 our government 

very badly failed the people on the Gulf Coast. Will our government be better prepared 

when the next disaster strikes? 

    In contrast to government failure, large companies such as Wal-Mart, Home Depot, 

and FedEx were the fi rst responders in the wake of Hurricane Katrina. The October 3, 

2005 issue of  Fortune  sings the praises of these companies, which had, as our army 

generals like to say, boots on the ground. While the government took precious days to 

act, these and other large companies made plans days in advance, and put them into 

effect hours after the hurricane made landfall. 

    Just by staying open for business, these and other companies provided a lifeline to 

hurricane victims. Jessica Lewis, the co-manager of the Waveland, Mississippi Wal-Mart, 
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had to deal with two feet of water and tons of damaged stock. Here is an account of 

what she saw and how she reacted:  

 As the sun set on Waveland, a nightmarish scene unfolded on Highway 90. She saw 

neighbors wandering around with bloody feet because they had fl ed their homes with no 

shoes. Some wore only underwear. “It broke my heart to see them like this,” Lewis recalls. 

“These were my kid’s teachers. Some of them were  my  teachers. They were the parents of 

the kids on my kid’s sports teams. They were my neighbors. They were my customers.” 

  Lewis felt there was only one thing to do. She had her stepbrother clear a path through 

the mess in the store with a bulldozer. Then she salvaged everything she could and handed it 

out in the parking lot. She gave socks and underwear to shivering Waveland police offi cers 

who had climbed into trees to escape the rising water. She handed out shoes to her barefoot 

neighbors and diapers for their babies. She gave people bottled water to drink and sausages, 

stored high in the warehouse, that hadn’t been touched by the fl ood. She even broke into the 

pharmacy and got insulin and drugs for AIDS patients. “This is the right thing to do,” she 

recalls thinking. “I hope my bosses aren’t going to have a problem with that.”  4  

      While all Wal-Mart managers might not have acted as altruistically as Jessica Lewis, 

the company made a major difference simply by staying open, keeping their stores 

stocked with food and water, and, in keeping with their slogan, charging low, everyday 

prices. Unlike price gougers who drove into the disaster area to sell portable generators 

for $1,500, Wal-Mart sold theirs at their regular $300 price. 

    Finally, let’s talk about the Medicare drug prescription plan, which was rammed 

through Congress in 2005 by President George W. Bush and Republican Congressional 

leaders and has caused mass confusion among senior citizens, pharmacists, doctors, nurs-

ing home administrators, and the dozens of participating insurance companies. When the 

new plan went into effect in January 2006, hundreds of thousands of senior citizens were 

turned away by their pharmacies when they came in to have their prescriptions fi lled. It 

would be charitable to say that the system had some glitches that needed to be worked 

out. Writing in  The New York Times,  Jane Gross described some of the complexities of 

the drug prescription plan, and the problems they have caused:  

 Even those who received their new prescription drug cards on time are not home free. 

Each person has an ID number, an Issuer number, an Rx Bin number, an Rx PCN 

number and an Rx Group number. Type one digit wrong when ordering medications 

and the computer fl ashes an error message. 

…

 Each plan also has tiered subplans, labeled bronze, silver or gold. And each of those has its 

own formulary, the list of drugs that are covered, and its own appeals process for those that 

are not. But search the plans’ websites looking for instructions for appeals. “Sorry, the 

document you request doesn’t exist,” comes the mannerly reply.  5  

      Capital  

 Capital is the crucial element in every economic system. Karl Marx’s classic  Das  Kapital  
examined the role of capital in the mid-19th-century industrializing economy of England. 

According to Marx, the central fi gure of capitalism is the capitalist, or business owner, 

who makes huge profi ts by exploiting his workers. Capital consists of plant and equip-

ment. Marx said that whoever controlled a society’s capital controlled that society. 

    Furthermore, Marx observed that one’s social consciousness was determined by 

one’s relationship to the means of production. Inevitably, he believed, there would be a 

clash between the capitalists and the workers, leading to an overthrow of capitalism and 

the establishment of a communist society. Then the workers would own the means of 

   4 Devin Leonard, “The Only Lifeline Was the Wal-Mart,”  Fortune,  October 3, 2005, p. 75.  

   5 Jane Gross, “Nursing Homes Confront New Drug Plan’s Hurdles,”  The New York Times,  January 15, 2006, p. 16.  
   Karl Marx, German economist, 
historian, and philosopher  
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production. In the Soviet Union, incidentally, the means of production  were  owned by 

the workers, but the ruling elite, the top Communist Party offi cials, had real economic 

and political control. 

    The role of capital in the production process is central to why our country is rich 

and most of the rest of the world is poor. The reason an American farmer can produce 

10 or 20 times as much as a Nigerian farmer is that the American has much more 

capital with which to work—combines, tractors, harvesters, and reapers. And the reason 

the American factory worker is more productive than the Brazilian factory worker is that 

our factories are much better equipped. We have a tremendous stock of computers, 

assembly lines, warehouses, machine tools, and so on. 

    Take the example of the word processor and its successor, the personal computer. 

In the past, a lot of business letters had to be personally or individually typed, although 

they were really only form letters. Today we have a PC that can be programmed to print 

identical texts with different addresses at the rate of one letter every couple of seconds. 

    Our stock of capital enables us to turn out many more goods per hour of labor than 

we could produce without it. Much backbreaking as well as tedious labor has been 

eliminated by machines. Without our capital, we would have the same living standard as 

that of people living in the poorer countries of Asia, Africa, and Latin America. 

    Where did capital come from? Essentially from savings. Some people would set 

aside part of their savings, go into business, and purchase plant and equipment (see the 

box, “Where Capital Comes From”). But we’re really skipping a step. 

    Initially there was no capital, except for some crude plows and other farm tools. 

People worked from sunrise to sunset just to produce enough food to put on the table. 

But a few farmers, a little more prosperous than their neighbors, were able to spare some 

time to build better farm tools. Or they might have had enough food stored away to 

employ someone to build these tools. Either way, some productive resources were diverted 

from producing consumer goods to producing capital goods. 

    The factory conditions of the 19th-century England that Marx described in  Das  Kapital  
were barbaric, but the end result was that a surplus of consumer goods was produced. The 

factory owner, by paying his workers meager wages, was able to use this surplus to buy 

  Capital consists of plant and 
equipment.  
  Capital consists of plant and 
equipment.  

  The central economic role of 
capital  
  The central economic role of 
capital  

  Where did capital come from?    Where did capital come from?  

 The following hypothetical situation will illustrate the 

value of capital. Suppose it takes a man 10 hours to 

make an optical lens, while someone working with a 

machine can make one in just 5 hours. Let’s assume that 

it would take 1,000 hours to build such a machine. 

  Assume, however, that a person working 10 hours 

a day is barely able to support himself and his family. 

(Karl Marx observed that, in most working-class fami-

lies, not only did wives work, but they didn’t have to 

worry about day care centers or baby-sitters for the chil-

dren because factories employed six- and seven-year-

olds.) If he could not afford to spend 100 days (1,000 

hours) building the machine, he still had two choices. 

He could cut back on his consumption—that is, lower 

his family’s standard of living—by working nine hours 

a day on the lenses and one hour a day on building the 

machine. Or he could work, say, an extra hour a day on 

the machine. 

  In either case, it would take 1,000 days to build the 

machine. If he cut back on his consumption  and  worked 

an extra hour a day, it would take him 500 days to build 

the machine. 

  Once he had the machine, he’d  really  be in busi-

ness. He could double his daily output from one lens a 

day to two a day (remember that a person working with 

a machine can turn out a lens in just 5 hours). 

  Each day, if he held his consumption to the same 

level, he would produce two lenses and sell one for 

food, rent, and other necessities. The other lens he’d 

save. At the end of just 100 days, he’d have saved 100 

lenses. Those 100 lenses represent 1,000 hours of labor, 

which is exactly the same amount of labor that went 

into building a machine. He would probably be able to 

buy another machine with those 100 lenses. 

  Now he’s  really  a capitalist! He’ll hire someone to 

run the second machine and pay him a lens a day. And in 

another 100 days, he’ll have a surplus of 200 lenses, and 

he’ll be able to buy two more machines, hire a foreman 

to run his shop, retire to a condominium in Miami Beach 

at the age of 36, and be the richest kid on the block.    

      Where Capital Comes From 
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more capital goods. These enabled his factory to be more productive, creating still greater 

surpluses that were used to purchase still more plant and  equipment. 

    Under Joseph Stalin, the Russians devoted a large part of their production to capital 

goods, literally starving the Russian population of consumer goods. To this day there is 

a great shortage of consumer goods in the former Soviet Union. But this shortage is no 

longer due to diversion of resources from production of consumer goods to the  production 

of capital goods. It is due to the ineffi ciencies of the economic system itself—something 

we’ll be looking at more closely in the closing pages of this chapter. 

    In the years following World War II, Japan and the countries of Western Europe, 

struggling to rebuild their shattered economies, held down their consumption as they 

concentrated on building new plant and equipment. The South Koreans and Taiwanese 

later followed this model of building capital. 

    The world’s developing nations face nearly insurmountable obstacles—rapidly grow-

ing populations and very little plant and equipment. The experience of the industrializing 

nations in the 19th century was that, as people moved into cities from the countryside 

and as living standards rose, the birthrate invariably declined. But for industrialization 

to take place, capital must be built up. There are two ways to do this: Cut consumption 

or raise production. Unfortunately, most developing nations are already at subsistence 

levels, so no further cuts in consumption are possible without causing even greater mis-

ery. And production cannot easily be raised without at least some plant and equipment. 

    With the exception of the OPEC nations, which have been able to sell their oil in 

exchange for plant and equipment, the poorer nations of Africa, Asia, and Latin America 

have little hope of rising from extreme poverty. A supposed exchange of letters that took 

place between Mao Tse-tung and Nikita Khrushchev when China and the Soviet Union 

were allies in the early 1960s illustrates the futility of a third way out—foreign aid.  

 Mao: Send us machinery and equipment.

Khrushchev: Tighten your belts. 

 Mao: Send us some belts.  

    The “Isms”: Capitalism, Communism, Fascism, 
and Socialism   

 Q: What is the difference between capitalism and socialism? 

 A: Under capitalism, man exploits man. Under socialism, it’s just the opposite. 

 –Overheard in Warsaw–  6  

    Property is the exploitation of the weak by the strong.

Communism is the exploitation of the strong by the weak. 

 –Pierre-Joseph Proudhon–  7  

    During the 20th century, perhaps no three opprobriums have been hurled more often 

at political opponents than those of Communist! Capitalist! and Fascist! Let’s compare 

the four great economic systems. Capitalism, as we’ve already seen, is characterized by 

private ownership of most of the means of production—that is, land, labor, capital, and 

entrepreneurial ability. Individuals are moved to produce by the profi t motive. Production 

is also guided by the price system. Thus, we have millions of people competing for the 

consumer’s dollar. The government’s role in all of this is kept to a minimum; basically, 

it ensures that everyone sticks to the rules. 

    Since the early 1980s there has been a huge swing throughout much of the world 

towards capitalism. First capitalism took root in China, and a decade later in the former 

Soviet Union and in what had been its satellite empire in Eastern Europe as well. Today 

   Capital is past savings 
accumulated for future 
production.  

 —Jackson Martindell  

   Capital is past savings 
accumulated for future 
production.  

 —Jackson Martindell  

  Capital is the key to our 
standard of living.  
  Capital is the key to our 
standard of living.  

  Capitalism    Capitalism  

   6 Lloyd G. Reynolds,  Microeconomic Analysis and Policy,  6th ed. (Burr Ridge, IL: Richard D. Irwin, 1988), 
p. 435.  

   7 Pierre-Joseph Proudhon,  What Is Property?  chap. V, Part II.  
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the great preponderance of the world’s output of goods and services is produced under 

capitalism. 

    Capitalism is often confused with democracy. A democracy has periodic elections 

in which the voters freely choose their rulers. Most capitalistic nations—for example, 

the United States, Japan, and the members of the European Union—are democracies. 

    On the opposite end of the political spectrum is the dictatorship, under which the 

rulers perpetuate themselves in power. Their elections do not have secret ballots, so 

predictably the rulers always win overwhelmingly. Indeed, Saddam Hussein received 

100 percent of the vote in Iraq’s 2002 presidential election. 

    Sometimes capitalistic dictatorships evolve into capitalistic democracies. Taiwan, 

South Korea, Indonesia, the Philippines, and Chile are recent examples. The Soviet 

Union, which has been going through a painful conversion from communism to capital-

ism, now holds relatively free elections, and could be considered a democracy. There are 

hopes that China will also evolve into a democracy. But the leaders of the Communist 

Party, who have handed power down from one generation to the next, show no signs of 

allowing free elections. 

    “The theory of the Communists may be summed up in the single sentence: Abolition 

of private property,” declared Karl Marx and Friedrich Engels in  The Communist Mani-
festo . Who would own everything? The state. And eventually the state would wither away 

and we would be left with a workers’ paradise. 

    In the Soviet version of communism, under which the state had evidently not yet 

withered away, most of the capitalist roles were reversed. Instead of a guidance system of 

prices to direct production, a government planning committee dictated exactly  what  was  

produced,  how  it was produced, and  for whom  the goods and services were produced. After 

all, the state owned and operated nearly all of the means of production and distribution. 

    All of the resources used had to conform to the current fi ve-year plan. If the goal 

was 2 million tractors, 100 million tons of steel, 15 million bushels of wheat, and so on, 

Soviet workers might have expected to be putting in a lot of overtime. 

    The big difference between the old Soviet economy and our own is what consumer 

goods and services are produced. In our economy, the market forces of supply and 

demand dictate what gets produced and how much of it gets produced. But a government 

planning agency in the Soviet Union dictated what and how much was made. In effect, 

central planning attempted to direct a production and distribution process that works 

automatically in a market economy. 

    How well did the Soviet communist system work? Remember the chronic shortages 

of consumer goods we mentioned earlier in the chapter? Although Soviet president 

Mikhail Gorbachev went to great lengths to shake up the bureaucracy and get the economy 

moving again, his efforts were futile. To raise output, he found he needed to somehow 

remove the heavy hand of bureaucracy from the economic controls. But as he stripped 

away more and more of the Communist Party’s power, he found that his own power had 

been stripped away as well. 

    If the Soviet Union did not exemplify pure communism, then what country did? In 

the box, “Real Communism,” you’ll read that we have had pure communism right under 

our noses for many years. 

    One of the fundamental economic problems with  any  economy that attempts to sub-

stitute government planning for the price system (or to replace the law of demand and 

supply with government decrees) is that changes in price no longer help producers decide 

what and how much to produce. In a capitalist country, higher microwave oven prices 

would signal producers to produce more microwave ovens. But in the Soviet Union, there 

was very little infl ation even though there were widespread shortages of consumer goods. 

In fact, the Soviets came up with a great cure for infl ation. Just let everyone wait in line. 

    The entire Soviet economy was a Rube Goldberg contraption  8   of subsidies, fi xed 

prices, bureaucratic rules and regulations, special privileges, and outright corruption. Had 

Gorbachev not acted, the entire Soviet system might well have come apart by itself over 

another couple of generations. 

  Communism    Communism  

   Communism doesn’t work 
because people like to own stuff.  

 —Frank Zappa, Musician  

   Communism doesn’t work 
because people like to own stuff.  

 —Frank Zappa, Musician  

  Communist: A fellow who has 
given up all hope of becoming a 
capitalist.  

 —Orville Reed 

  Communist: A fellow who has 
given up all hope of becoming a 
capitalist.  

 —Orville Reed 

  They pretend to pay us, and we 
pretend to work.  

 —Polish folk defi nition of
communism 

  They pretend to pay us, and we 
pretend to work.  

 —Polish folk defi nition of
communism 

   Communism was a great system 
for making people equally poor.  

 —Thomas Friedman  

   Communism was a great system 
for making people equally poor.  

 —Thomas Friedman  

   8 Such a device is designed to accomplish by complex means what seemingly could be done simply.   
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    A joke that circulated in the late 1980s went like this: Under communism your 

pockets are full of money, but there isn’t anything in the stores you can buy with it. 

Under capitalism, the stores are full, but you have no money in your pockets. 

 In 1922 Benito Mussolini took power in Italy, leading the world’s fi rst fascist gov-

ernment. “Fascism should more appropriately be called corporatism, because it is the 

merger of state and corporate power,” he declared. In effect, then, fascism turned large 

corporations into extension of government, while centralizing governmental authority in 

one person. Although Mussolini’s Italy followed this model, it was Hitler’s Germany, a 

decade later, that truly placed power in the hands of an absolute dictator.

    Fascism hasn’t been in vogue since Hitler’s defeat in 1945, but it does provide 

another model of an extreme. In Nazi Germany the ownership of resources was in private 

hands, while the government dictated what was to be produced. 

    The problem with describing the fascist economic model is that there really  is  no 

model. The means of production are left in private hands, with varying degrees of 

 governmental interference. Generally those in power are highly nationalistic, so a high 

proportion of output is directed toward military goods and services. 

    Fascists have been virulently anticommunist but have also been completely intolerant 

of any political opposition. The one-party state, suppression of economic freedom, and a 

militaristic orientation have been hallmarks of fascism. 

    The early 1940s were evidently the high-water mark of fascism. Although from time 

to time a fascist state does pop up, it appears to be a temporary phenomenon. With the 

possible exception of Hitler’s Germany, which did put most Germans back to work after 

the Great Depression, albeit largely at military production, most fascist states have been 

economic failures that apparently collapsed of their own weight. 

    Socialism has not gotten the bad press that capitalism, fascism, and communism 

have received, perhaps because those who dislike the socialists prefer to call them 

 communists. In fact, even Soviet government offi cials used to refer to themselves as 

socialists and their country, the U.S.S.R., was formally called the Union of Soviet Socialist 

Republics, although President Ronald Reagan referred to the Soviet Union as the evil 

empire. And the countries with socialist economies were our military allies. 

    The economies of such countries as Sweden, Canada, Great Britain, and, recently, 

France and Greece have been described as socialist, not only by government offi cials in 

those countries but by outside observers as well. In general, these economies have three 

characteristics: (1) government ownership of some of the means of production; (2) a 

substantial degree of government planning; and (3) a large-scale redistribution of income 

from the wealthy and the well-to-do to the middle class, working class, and the poor. 

    One of the most familiar characteristics of socialist countries is cradle-to-grave security. 

Medical care, education, retirement benefi ts, and other essential needs are guaranteed to 

every citizen. All you need to do is be born. 

  Fascism    Fascism  

  Socialism    Socialism  

  It is a socialist idea that making 
profi ts is a vice; I consider the 
real vice is making losses.  

 —Winston Churchill  

  It is a socialist idea that making 
profi ts is a vice; I consider the 
real vice is making losses.  

 —Winston Churchill  

The vice of capitalism is that it 
stands for the unequal sharing of 
blessings; whereas the virtue of 
socialism is that it stands for the 
equal sharing of misery.

 —Winston Churchill 

The vice of capitalism is that it 
stands for the unequal sharing of 
blessings; whereas the virtue of 
socialism is that it stands for the 
equal sharing of misery.

 —Winston Churchill 

 Several years ago, I knew a history professor at St. 

Francis College in Brooklyn who loved to shock his 

students by telling them that he had been a communist. 

As a young man, he had joined a Catholic religious 

order, lived in a commune, and shared all his posses-

sions with his fellow seminarians. “What could be more 

communist than living in a commune with no private 

property?” he asked his students. 

  And so we may ask whether what they had in the 

Soviet Union and in Eastern Europe was really com-

munism. How would Karl Marx have reacted to those 

huge bureaucratic dictatorships? Marx had foreseen “the 

withering away of the state,” until all that was left was 

a society of workers who followed his credo “From each 

according to his ability; to each according to his needs.” 

This sounds a lot more like that history professor’s 

seminary than what was passing for communism in the 

old Soviet empire. 

  The Soviet regime collapsed not just because of its 

bureaucratic ineffi ciencies but also because it supported a 

huge military establishment that claimed between one-fi fth 

and one-quarter of its resources and national output.     

     Real Communism 

sLa75799_ch03_049-070.indd Page 65  4/2/08  7:09:40 AM user-s206sLa75799_ch03_049-070.indd Page 65  4/2/08  7:09:40 AM user-s206 /Volumes/MH-BURR/MHBR019/MHBR019-03/Volumes/MH-BURR/MHBR019/MHBR019-03



66 C H A P T E R  3

    Where does the money to pay for all of this come from? It comes from taxes. Very 

high income taxes and inheritance taxes fall disproportionately on the upper middle class 

and the rich. In Israel several years ago, a joke went around about a man who received 

an unusually large paycheck one week. He couldn’t fi gure out what had happened until 

his wife looked at his check stub and discovered that he had been sent his deductions 

by mistake. Only the very wealthy must give the government more than half their pay 

in socialist countries, but the story  did  have a ring of truth to it. 

    Rather than allow the market forces to function freely, socialist governments some-

times resort to very elaborate planning schemes. And since the government usually owns 

the basic industries and provides the basic services, this planning merely has one hand 

directing the other. 

    Sweden is often considered the archetypal socialist country, although perhaps 90 per-

cent of the country’s industry is privately owned. It is the government’s massive intervention 

in the private economy that gives Swedish society its socialist tone. Not only has the 

Swedish government kept the unemployment rate generally below 3 percent for several 

decades by offering industry and workers a series of subsidies and incentives, but it 

provides one of the most elaborate cradle-to-grave programs in the world. The government 

doles out $100 monthly allowances for each child and provides day care centers, free 

education from nursery school through college, free medical care, and very generous 

unemployment and retirement benefi ts. Women may take a year off work after the birth 

of a child while receiving 80 percent of their pay. 

    But Sweden’s brand of socialism pales in comparison to that of Norway, its Scandi-

navian neighbor. In addition to free day care, subsidized housing and vacations, and free 

medical care, Norwegians receive annual stipends of more than $1,600 for every child 

under 17, retirement pay for homemakers, and 42 weeks of fully paid maternity leave. 

How do they pay for all of this? Not only does Norway have the world’s highest income 

tax rates, but it has a 23 percent sales tax and a gasoline tax of about $5 a gallon. Hallmarks 

of Norwegian society are a great disdain for the trappings of wealth and power and a 

profound sense of equality, which militate against a wide disparity in pay. 

    Perhaps this joke, which has made its rounds on the Internet, may best sum up the 

four isms:  

 Socialism: You have two cows. State takes one and gives it to someone else. 

 Communism: You have two cows. State takes both of them and gives you milk. 

 Fascism: You have two cows. State takes both of them and sells you milk. 

 Capitalism: You have two cows. You sell one and buy a bull.  

  The Decline and Fall of the Communist System 

 Under Joseph Stalin and his successors, from the late 1920s through the 1960s, Soviet 

economic growth was very rapid, as government planners concentrated on building the 

stock of capital goods, largely neglecting consumer goods. The government purposely 

set prices on consumer goods very low, often not changing them for decades. They 

wanted even the poorest people to be able to afford the basic necessities. 

    By the late 1970s, China began reforms, very gradually evolving into a market economy. 

However the Soviet Union, through the 1980s, continued to stagnate, devoting most of its 

talent and capital to its military establishment. Most of its armed forces served, basically, as 

an army of occupation in Eastern Europe. By the time that army was withdrawn, in 1989, 

and defense expenditures slashed, the Soviet Union was in political turmoil. Within two 

years the communists, along with the huge central planning apparatus, were gone, and the 

Soviet Union was dismembered into 15 separate nations, the largest of which was Russia.   

 Transformation in China 

 For decades before they attained power, the Chinese communists depicted themselves as 

agrarian reformers who would provide hundreds of millions of landless peasants with their 

  Swedish socialism    Swedish socialism  

  Norwegian socialism    Norwegian socialism  
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own farms. But soon after attaining power they abolished virtually all private property and 

forced about 90 percent of the population to live and work on huge collective farms. 

    The communists came to power in 1949, taking over one of the world’s poorest nations. 

For the fi rst three decades, largely under Mao Tse-tung (his friends called him Chairman 

Mao, and he liked the rest of the Chinese to refer to him as “the Great Helmsman”), the 

Chinese economy was dominated by Soviet-style central planning.     Even though the economy 

absorbed two extremely disruptive setbacks—the Great Leap Forward (1958–60), during 

which perhaps 30 million people starved to death, and the Cultural Revolution (1966–75), 

both of which Mao used to consolidate power— economic growth may have averaged 9 or 

10 percent a year. China was pulled up from a backward country plagued by periodic 

famine to one in which everyone had enough to eat and many could afford to buy TVs, 

refrigerators, cameras, and some of the other amenities we in the United States take for 

granted. In 1978 there were 1 million TV sets in China; by 1998 there were nearly 300 mil-

lion. Today China leads the world with more than 500 million cellphone users. 

    In China, as in the former Soviet Union, the big boss of a province, or of the entire 

country, has held the modest title of First Secretary of the Communist Party. Back in 1978 

a man named Zhao Ziyang was the First Secretary in Szechuan province, which was 

becoming world famous for its wonderful cuisine. Until 1978, the highly centralized 

 Chinese planning system had slowed economic growth. Zhao issued an order that year 

freeing six state-owned enterprises from the control of the central planners, allowing the 

fi rms to determine their own prices and output, and even to keep any profi ts they earned. 

In just two years some 6,600 fi rms had been cut loose, Zhao had become the Chinese head 

of state, and China was well on its way to becoming a market, or capitalist,  economy. 

    The farmers employed by the huge collective farms had little incentive to work hard. 

As John McMillan noted, “It made little difference whether a farmer worked himself to 

exhaustion or dozed all day under a tree. Either way, the amount he took home to feed 

his family was much the same.”  9  

     Beginning in 1979 many provincial leaders across China, independent of the central 

authorities in Beijing, shifted the responsibility of operating huge collective farms to the 

families that lived on the farms. Although each family was given a production quota to 

meet, any additional output could be sold at a profi t. By 1984 more than 90 percent of 

China’s agricultural land was farmed by individual households. In just six years food 

output rose by 60 percent. 

    In the late 1970s and early 1980s, reform began to take hold in the industrial sector 

as well. State fi rms were free to sell any surplus output, after having met their quotas. 

Simulta neously millions of tiny family-run enterprises were springing up all across the 

land,  ranging from street peddlers, owners of tiny restaurants, and bicycle repair shops, 

to large factories and international trading companies. By the late 1980s, many of these 

large private factories were at least partially owned by Chinese businessmen from Hong 

Kong and Taiwan, as well as by investors from Japan, other Asian countries, and even 

some from Western Europe and the United States. China’s southern provinces, and espe-

cially her coastal cities, have become veritable “export platforms,” sending out a stream 

of toys, consumer electronics, textiles, clothing, and other low-tech products mainly to 

consumers in Japan, Europe, and North America. Between 1978 and 2000, Chinese exports 

rose from $5 billion to more than $200 billion, and by 2007 to $1.2 trillion. In 2007 its 

export surplus with the United States reached $256 billion. 

    The agricultural and industrial reforms diluted the ideological purity that had marked 

the fi rst 30 years of communist rule. In 1984 the Communist Party’s Central Committee 

went so far as to depart from the traditional communist credo “From each according to 

his ability, to each according to his needs.” The new slogan was “More pay for more 

work; less pay for less work.” What this did, implicitly, was to say to budding entrepre-

neurs, “It’s OK if you get rich—you worked hard for your money.” 

    Although average family income has at least quintupled since 1978, China remains 

a relatively poor agricultural nation with two-thirds of its population living in rural areas. 

  The shift toward capitalism    The shift toward capitalism  

   To get rich is glorious.  
 —Deng Xiaoping  

   To get rich is glorious.  
 —Deng Xiaoping  

   9 John McMillan,  Reinventing the Bazaar  (New York: W. W. Norton, 2002), p. 94.  
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But it has 1.3 billion people (one out of every fi ve people on this planet lives in China), 

and it has become a middle-rank industrial power. Should its economy continue to grow 

at 9 or 10 percent a year, within a decade China may well replace Japan as our most 

formidable economic rival. 

    China today, despite its lip service to following the precepts of communism, has a 

basically capitalist economy. Although a couple of hundred large state enterprises con-

tinue to spew out industrial goods, about three-quarters of the nation’s output is produced 

by privately-owned fi rms. Today more Chinese have stock brokerage accounts than are 

members of the communist party. 

  Current Issue: The Bridge to Nowhere 

 If the quest for profi ts motivates business owners, then what motivates members of Con-

gress? They want to get reelected. And they’re quite good at it: Over 98 percent of our 

representatives get reelected every two years. 

  The most effective campaign issue of every member of Congress is that they can 

bring home the bacon. They can point to the highways, bridges, rapid transit systems, 

military bases, and courthouses for which the federal government shelled out hundreds 

of millions of dollars. Never mind that, in the process, we have been running record 

federal budget defi cits. The important thing is that your representative delivers. 

  Every member of Congress has a very strong incentive to bring home as much 

federal money as possible. So we have 435 Congressional districts competing for this 

money. It doesn’t matter whether the projects are good or bad as long as the money is 

being spent. So what we have here is systematic government failure. 

  A handful of states, Alaska among them—are so sparsely populated that they have 

just one member of the House of Representatives. Alaska, for example, the third least 

populated state, is represented by Don Young, who happened to be the chairman of the 

House Committee on Transportation and Infrastructure. So perhaps it was no coincidence 

that when the Transit Act of 2005 was passed, Alaska got $941 million, the fourth larg-

est amount received by any state. The two key projects funded were $231 million for a 

bridge near Anchorage called the “bridge to nowhere” and $233 million for another 

bridge connecting the tiny village of Ketchikan to an island with 50 inhabitants. 

  The “bridge to nowhere,” to be formally called “Don Young’s Way,” will connect 

Anchorage with a swampy undeveloped port. The Ketchikan bridge will carry an esti-

mated 100 cars a day, saving them a seven-minute ferry ride. So if the federal government 

will foot the bill, Alaska will take the money and run.       

  Questions for Further Thought and Discussion  

   1.    The circular fl ow model is a simplifi ed version of our economy. Describe how this 

model works.  

   2.    What are the three basic economic questions that all economies must answer?   

Describe the differences in the ways capitalism and socialism answer these questions.  

   3.   What was Adam Smith’s invisible hand, and what economic function did it serve?  

   4.   What are the two basic classes of market failure? What would be an example of each?  

   5.   Can you think of any other government failures in addition to those listed in the chapter?  

   6.    How far has China evolved into a market economy? To what degree has this evolu-

tion contributed to China’s economic growth? 

 7.  For many years Americans referred to the People’s Republic of China as “Commu-

nist China.” Why would that label be misleading today?  

   8.   Explain why you would prefer to live in a socialist or a capitalist country.  

   9.     Practical Application:  Conduct your own investigation of government waste. Go to 

Google.com, type in “government waste,” and compile a list of wasteful spending 

projects.    
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 Workbook for Chapter 3 

Name    Date 

   Multiple-Choice Questions 

 Circle the letter that corresponds to the best answer.  

   1.   We have a mixed economy because 

  . ( LO1 )  

  a)   we produce guns and butter  

  b)    we consume domestically produced goods as well 

as imports  

  c)   we consume both goods and services  

  d)   there is a private sector and a public sector    

   2.   Which does not fi t with the others? ( LO2 )  

  a)   competition  

  b)   government planning and regulation  

  c)   the invisible hand  

  d)   the price mechanism    

   3.   Adam Smith believed the best way to promote the 

public interest was to   . ( LO2 )  

  a)    have the government produce most goods and 

services  

  b)   let people pursue their own selfi sh interests  

  c)    wait for individuals to set out to promote the 

public interest  

  d)   get rid of the price mechanism    

   4.   Our economy does a very good job with respect to   

. ( LO2 )  

  a)   both equity and effi ciency  

  b)   equity, but not effi ciency  

  c)   effi ciency, but not equity  

  d)   neither equity nor effi ciency    

   5.   Which is the most accurate statement? ( LO1 ,  9 )  

  a)    No country could be classifi ed as having a 

communist economic system.  

  b)    It could be argued that every nation has a mixed 

economy.  

  c)   The United States is basically a socialist economy.  

  d)    The Chinese economy is evolving away from 

capitalism and toward pure communism.    

   6.   Adam Smith believed people are guided by all of the 

following except   . ( LO2 )  

  a)   the profi t motive    c)  the public good

  b)   self-interest         d)   the invisible hand    

   7.   The price system is based on   . ( LO2 )  

  a)    government regulation (i.e., the government sets 

most prices)  

  b)    the individual whim of the businessperson who sets it  

  c)   the feelings of the individual buyer  

  d)   supply and demand    

   8.   Which one of the following would be the best public 

policy? ( LO4 )  

  a)   Zero tolerance for pollution  

  b)    Allow private business fi rms to curb their own 

pollution.  

  c)    Provide business fi rms with incentives to curb 

their pollution.  

  d)    Hold economic growth to a minimum until 

pollution levels are reduced substantially.    

   9.   In the United States, nearly all resources are owned 

by   . ( LO1 )  

  a)   the government     c)   individuals  

  b)   business fi rms     d)   foreigners    

   10.   The pilgrims who settled Plymouth, Massachusetts, 

concluded that   . ( LO2 )  

  a)    only a social society of collective ownership 

would make economic sense.  

  b)    a capitalist society with large industrial 

corporations would make economic sense  

  c)    private ownership worked better than collective 

ownership  

  d)    from each according to his ability to each according 

to his wants was the best course to follow    

   11.   Wages, rent, interest, and profi ts fl ow from   

. ( LO3 )  

  a)   business fi rms to households  

  b)   households to business fi rms  

  c)   business fi rms to the government  

  d)   the government to business fi rms    
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   12.   Private ownership of most of the means of production 

is common to   . ( LO7 )  

  a)   capitalism and communism  

  b)   capitalism and fascism  

  c)   capitalism and socialism  

  d)   fascism and communism    

   13.   The price mechanism is least important under  

 . ( LO2 ,  7 )  

  a)   capitalism     c)   fascism  

  b)   socialism     d)   communism    

   14.   The fi ve-year plan had been the main economic plan 

of   . ( LO7 ,  8 )  

  a)   the United States     c)   Nazi Germany  

  b)   Sweden     d)   the Soviet Union    

   15.   Fascism peaked in the   . ( LO7 )  

  a)   1920s     c)   1940s  

  b)   1930s     d)   1950s    

   16.   The strongest criticism of Sweden’s economic system 

has been that   . ( LO7 )  

  a)   it provides too many benefi ts  

  b)   its taxes are too high  

  c)   its taxes are too low  

  d)   it doesn’t provide enough benefi ts    

   17.   The strongest indictment of the capitalist system was 

written by   . ( LO7 )  

  a)   Adam Smith     c)   Rose D. Cohen  

  b)   John Maynard Keynes     d)   Karl Marx    

   18.   Karl Marx said that   . ( LO7 ,  8 )  

  a)    whoever controlled a society’s capital controlled 

that society  

  b)   in the long run, capitalism would survive  

  c)    the U.S.S.R.’s communist system was “state 

capitalism”  

  d)    capitalists and workers generally had the same 

economic interests    

   19.   The main reason the American farmer can 

produce more than the farmer in China is that he

     . ( LO1 ,  6 )  

  a)   has more land     c)   has more labor  

  b)   has more capital     d)   is better trained    

   20.   Capital comes from   . ( LO2 ,  6 )  

  a)   gold     c)   high consumption  

  b)   savings     d)   the government  

     21.   An individual can build up his/her capital 

  . ( LO2 )  

  a)   by working longer hours only  

  b)   by cutting back on consumption only  

  c)    by both cutting back on consumption and working 

longer hours  

  d)   only by borrowing    

   22.   Which is the most accurate statement about 

shipbreaking? ( LO4 )  

  a)    It is generally done in a manner that is 

environmentally sound and that minimizes 

dangers to workers.  

  b)    It is an extremely profi table activity that is sought 

after by the world’s largest shipbuilders.  

  c)    Ship owners whose boats have grown too old and 

expensive to run usually abandon them at sea or 

sink them.  

  d)    The United States and other industrial nations 

have exported their environmental problems like 

shipbreaking to less developed countries such as 

India, Bangladesh, and Pakistan.       

 Fill-In Questions  

   1.   The invisible hand is generally associated with 

(a) the    and (b)   . ( LO2 )  

   2.   Adam Smith believed that if people set out to 

promote the public interest, they will not do nearly as

  much good as they will if they   . ( LO2   )  

   3.   Defense spending and police protection are examples 

of   . ( LO4 ,  5 )  

   4.   Painting the outside of your house and planting 

a garden in your front yard are  to your 

neighbors. ( LO4 )  

   5.   When you drive, rather than walk or take public 

transportation, you incur social costs such as  

   . ( LO4 )                                  

   6.    could be described as a merger of state 

and corporate power  . ( LO6   )  
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   Chapter 4 

 S
hould your college charge you for parking, or should parking be free? Should the 

federal government put a ceiling of, say, $2 a gallon on gas prices? And should drug 

companies be forced to make prescription drug prices affordable to senior citizens? 

Our price system is constantly sending buyers and sellers thousands of signals. Running 

an economy without that system would be like fl ying a jumbo jet plane without an instru-

ment panel. 

  Our economy has a built-in guidance system that allocates resources effi ciently. This 

guidance system, which includes the interaction of the forces of supply and demand in the 

marketplace, is known as the price system. How does it work? You’re about to fi nd out. 

  How are you at reading graphs? Economists love to draw them, so if you’re going to 

get through this course, you’ll need to be able to read them. The main graph we like to 

draw has just two curves: the demand curve and the supply curve. By observing where they 

cross, we can easily fi nd not only the price of a good or service, but the quantity sold. 

 Supply and Demand  

    Demand  

 We defi ne  demand as the schedule of quantities of a good or service that people are 
willing and able to buy at different prices.  And as you would suspect, the lower the price, 

the more people will buy. 

    How much would people living in Denver or in Chicago be willing and able to pay for 

a round-trip plane ticket for weekday travel between the two cities? Suppose we conducted 

a survey and were able to draw up a demand schedule like the one shown in  Table 1 . 

  71

Defi nition of demand: the 
schedule of quantities of a 
good or service that people 
are willing and able to buy 
at different prices.

   1.   Defi ne and explain  demand  in a 
product or service market.  

   2.   Defi ne and explain  supply .  
   3.   Determine the equilibrium point in 

the market for a specifi c good, 
given data on supply and demand 
at different price levels.  

   4.   Explain what causes shifts in 
demand and supply.  

   5.   Explain how price ceilings cause 
shortages.  

   6.   Explain how price fl oors cause 
surpluses.  

   7.   Apply supply and demand analysis to 
real world problems.   

 LEARNING OBJECTIVES 

   In this chapter you’ll learn how to:  
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72 C H A P T E R  4

    Note that, as the price declines, increasing quantities of tickets are demanded. Now 

look at  Figure 1  to see how a graph of this demand schedule actually looks. 

    The demand curve slopes downward and to the right. That’s because of the way 

we’ve set up our graph. Prices are on the vertical axis, with the highest price, $500, at 

the top. From here on, the vertical axis of every graph in this book will be measured in 

terms of money. The horizontal axis of  Figure 1  measures the quantity sold, beginning 

with zero, at the origin of the graph, and getting to progressively higher quantities as we 

move to the right. In all the demand and supply graphs that follow, price will be on the 

vertical axis, and quantity on the horizontal. 

    Supply  

  Supply  is defi ned as  the schedule of quantities of a good or service that people are will-
ing and able to sell at different prices . If you compare the defi nition of supply with that 

of demand, you’ll fi nd that only one word is changed. Can you fi nd that word? 

    If you are a supplier, then you are willing and able to  sell  a schedule of quantities at 

different prices; if you are a buyer, then you are willing and able to  buy  a schedule of 

quantities at different prices. What’s the difference, then, between supply and demand? At 

TABLE 1   Hypothetical Daily Demand for Coach 
Seats on Round-Trip Weekday Flights 
between Denver and Chicago

Price Quantity Demanded

$500 1,000

 450 3,000

 400 7,000

 350 12,000

 300 19,000

 250 30,000

 200 45,000

 150 57,000

 100 67,000
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Figure 1 

Hypothetical Daily Demand for 

Coach Seats on Round-Trip 

Weekday Flights between 

Denver and Chicago

Defi nition of supply: the 
schedule of quantities of a 
good or service that people 
are willing and able to sell 
at different prices.
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higher prices the suppliers are willing and able to sell larger and larger quantities, while 

the buyers are willing to buy smaller and smaller quantities. Similarly, as price declines, 

buyers are willing to buy more and sellers are willing to sell less. But we’re getting a 

little ahead of ourselves, since you haven’t yet been formally introduced to a supply sched-

ule. So fi rst check out  Table 2 , and then  Figure 2 , which is a graph drawn from the  numbers 

in the table. 

    What happens, then, to quantity supplied as the price is lowered? It declines. It’s as 

simple as that. 

    In our defi nitions of demand and supply, we talked about a schedule of quantities of 

a good or service that people are willing and able to buy or sell at different prices. But 

what if some buyers just don’t have the money? Then those buyers are simply not counted. 

We say that they are not in the market. Similarly, we would exclude from the market any 

sellers who just don’t have the goods or services to sell. I’d  love  to sell my services as a 

$600-an-hour corporate lawyer, but quite frankly, I just don’t have those services to sell. 

    That brings us to a second factor not included in our defi nitions of supply and demand. 

The supply and demand for any good or service operates within a specifi c market. That 

market may be very local, as it is for food shopping; regional, as it is for used cars; 

national, as it is for news magazines; or even international, as it is for petroleum.   

TABLE 2   Hypothetical Daily Supply for Coach 
Seats on Round-Trip Weekday Flights 
between Denver and Chicago

Price Quantity Supplied

$500 62,000

 450 59,000

 400 54,000

 350 48,000

 300 40,000

 250 30,000

 200 16,000

 150  7,000

 100  2,000
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Figure 2

Hypothetical Daily Supply for 

Coach Seats on Round-Trip 

Weekday Flights between 

Denver and Chicago
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74 C H A P T E R  4

      Equilibrium  

 You’ve heard a lot about supply and demand—or is it demand and supply? It doesn’t 

matter whether you put demand or supply fi rst. What  does  matter is placing them together 

on the same graph. Look at  Figure 3 . 

    Can you fi nd the equilibrium price? Did you say $250? Good! And how much is 

equilibrium quantity? Right again! It is 30,000. 

    Let’s step back for a minute and analyze what we’ve just done. We’ve fi gured out 

the equilibrium price and quantity by looking at the demand and supply curves in  Figure 3 . 

So we can fi nd equilibrium price and quantity by seeing where the supply and demand 

curves cross. 

    What is equilibrium price? It’s the price at which quantity demanded equals quantity 

supplied. What is equilibrium quantity? It’s the quantity sold when the quantity demanded 

is equal to the quantity supplied.  

 Surpluses and Shortages 

 Is the actual price, or market price, always equal to the equilibrium price? The answer 

is no. It could be higher and it could be lower. Suppose the airlines were selling tickets 

for $400. How many tickets would be demanded? Look back at  Table 1  or, if you prefer, 

 Figure 1  or  Figure 3 . 

    A total of 7,000 tickets would be demanded. And at a price of $400, how many 

tickets would be supplied? 

Equilibrium price is the price 
at which quantity demanded 
equals quantity supplied.

Figure 3

Hypothetical Demand and 

Supply Curves
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    The quantity supplied would be 54,000. What we’ve got here is a surplus. This 

occurs when the actual price, or the market price, is greater than the equilibrium price. 

How much is that surplus? You can measure it by fi nding the horizontal distance between 

quantity demanded and quantity supplied in  Figure 3 . Or, you can subtract the quantity 

demanded that you found in  Table 1  (at a price of $400) from the quantity supplied in 

 Table 2  (also at a price of $400). Either way, the surplus comes to 47,000. 

    The quantity that sellers are willing and able to sell (54,000) is much greater than 

the quantity buyers are willing and able to buy (7,000). This difference (54,000 2 7,000) 

is the surplus (47,000). The amount that sellers can sell is restricted by how much buy-

ers will buy. 

    What happens when there’s a surplus? The forces of demand and supply automati-

cally work to eliminate it. In this case, some of the airlines, which would be very unhappy 

about all those empty seats, would cut their prices. If the market price fell to $300, would 

there still be a surplus? 

    A glance at  Figure 3  tells us that there would be. And how much would that 

surplus be? 

 It would be 21,000 seats. So  then  what would happen? 

    Some of the airlines would cut their prices to $250, and the buyers would fl ock to 

them. The other airlines would have no choice but to cut their price—or stop fl ying the 

Denver–Chicago route altogether. At $250, we would be at the equilibrium point. There 

would be no tendency for the price to change. 

    What if the market price were below equilibrium price? Then we’d have a shortage. 

How much would that shortage be if the market price in  Figure 3  were $200? 

    At a price of $200, quantity demanded would be 45,000, while quantity supplied 

would be just 16,000. So the shortage would be 29,000. 

    This time the buyers would be disappointed, because they would be quite happy to pay 

$200 for a round-trip ticket, but most would be unable to get one without waiting for months. 

Many of the buyers would be willing to pay more. So what do you think would happen? 

    You guessed it! The market price would rise to $250. At that price—the equilibrium 

price—quantity demanded would equal quantity supplied, and the shortage would be 

eliminated. 

    Thus we can see that the forces of demand and supply work together to establish 

an equilibrium price at which there are no shortages or surpluses. At the equilibrium 

price, all the sellers can sell as much as they want and all the buyers can buy as much 

as they want. So if we were to shout, “Is everybody happy?” the buyers and sellers would 

all shout back “yes!”        

  Shifts in Demand and Supply  

 So far we’ve seen how the forces of demand and supply, or the price mechanism, 

send signals to buyers and sellers. For example, the surplus that resulted from a price 

of $400 sent a clear signal to sellers to cut their prices. Similarly, a price of $200 

was accompanied by a shortage, which made many buyers unhappy. And sellers 

quickly realized that they could raise their price to $250 and  still  sell all the tickets 

they wanted to sell. 

    Now we’ll see how shifts in supply curves and shifts in demand curves change equi-

librium price and quantity, thereby sending new sets of signals to buyers and sellers.  

    Figure 4  has a new demand curve, D 2 . This represents an increase in demand because it 

lies entirely to the right of D 1 , the original demand curve. There has been an increase 

in demand if the quantity demanded is larger at every price that can be compared. 

    Why did the demand for airline tickets increase? Let’s say that newer planes were 

introduced that cut travel time by 30 percent. 

    I’d like you to fi nd the new equilibrium price and the new equilibrium quantity. 

When you do, please write down your answers. 

    The new equilibrium price is $300, and the new equilibrium quantity is 40,000. So 

an increase in demand leads to an increase in both equilibrium price and quantity. 

A surplus occurs when the 
market price is above the 
equilibrium price.

A shortage occurs when the 
market price is below the 
equilibrium price.
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H E L P
If demand falls and supply stays the same, what happens 

to equilibrium price and equilibrium quantity? To 

answer those questions, sketch a graph of a supply curve, 

S, and a demand curve, D1. Then draw a second demand 

curve, D2, representing a decrease in demand. I’ve done 

that in this fi gure.

 The original equilibrium price was $50, and the orig-

inal equilibrium quantity was 10. Equilibrium price fell 

to $35, and equilibrium quantity fell to 8. So a decrease 

in demand leads to a decrease in equilibrium price and 

quantity.

 What would happen to equilibrium price and equilib-

rium quantity if demand rose and supply stayed the same? 

Equilibrium price and quantity would rise.

How Changes in Demand Affect 
Equilibrium
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    Next question: What would happen to equilibrium price and quantity if there were 

a decrease in demand? 

    There would be a decrease in both equilibrium price and quantity. Need a little extra 

help? Then see the box, “How Changes in Demand Affect Equilibrium.”     

    OK, one more set of shifts and we’re out of here. 

     Figure 5  shows an increase in supply. You’ll notice that the new supply curve, S 2 , 

is entirely to the right of S 1 . There has been an increase in supply if the quantity sup-

plied is larger at every price that can be compared. 

    Why did supply increase? Let’s assume that the cost of jet fuel fell by 50 percent. 

In response, the airlines scheduled more fl ights. Please fi nd the new equilibrium price 

and quantity, and write down your answers. 

    The new equilibrium price is $200, and the new equilibrium quantity is 45,000. So an 

increase in supply lowers equilibrium price and raises equilibrium quantity. One last ques-

tion: If supply declines, what happens to equilibrium price and equilibrium quantity? 

Figure 4
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An increase in supply lowers 
equilibrium price and raises 
equilibrium quantity.
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 Supply and Demand 77

    When supply declines, equilibrium price rises and equilibrium quantity declines. As 

you make your way through this text, supply and demand graphs will pop up from time 

to time. In every case you’ll be able to fi nd equilibrium price and quantity by locating 

the point of intersection of the demand and supply curves. If you need extra help, see 

the box, “How Changes in Supply Affect Equilibrium.”         

    Next problem: Use  Figure 7  to answer these questions: ( a ) If the demand curve is 

D 1 , how much are the equilibrium price and quantity? ( b ) If demand changes from D 1  

to D 2 , does that represent an increase or decrease in demand? ( c ) How much are the new 

equilibrium price and quantity? 
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Increase in Supply
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    Now let’s work out a couple of problems. First, look at  Figure 6  and write down your 

answers to this set of questions: ( a ) If the supply curve is S 1 , how much are the equilibrium 

price and quantity? ( b ) If supply changes from S 1  to S 2 , does that represent an increase or 

decrease in supply? ( c ) How much are the new equilibrium price and quantity? 

    Here are the answers: ( a ) $13; 275; ( b ) decrease; and ( c ) $14; 225. 
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    Here are the answers: ( a ) $26; 120; ( b ) decrease; and ( c ) $24.50; 100. 

    OK, you’re taking an exam, and here’s the fi rst question: Demand rises and supply 

stays the same. What happens to equilibrium price and quantity? Just sketch a graph 

(like the one in  Figure 4 ). Then you’ll see that an increase in demand raises equilibrium 

price and quantity. 

    What happens to equilibrium price and quantity when there’s a decrease in demand? 

Again, just sketch a graph, and you’ll see that a decrease in demand lowers equilibrium 

price and quantity. 
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Figure 7    
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E X T R A

H E L P
If supply rises and demand stays the same, what hap-

pens to equilibrium price and equilibrium quantity? 

Again, to answer those questions, sketch a graph of a 

demand curve, D1, and a supply curve, S1. Then draw a 

second supply curve, S2, representing an increase in sup-

ply. I’ve done that in this fi gure.

 The original equilibrium price was $12, and the orig-

inal equilibrium quantity was 20. Equilibrium price fell 

to $9, and equilibrium quantity rose to 26. So an increase 

in supply leads to a decrease in equilibrium price and an 

increase in equilibrium quantity.

 What happens to equilibrium price and equilibrium 

quantity if supply falls and demand stays the same? Equi-

librium price rises and equilibrium quantity falls.

How Changes in Supply Affect 
Equilibrium
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    Next question: What happens to equilibrium price and quantity when there’s an increase 

in supply? If your sketch looks like the one in  Figure 5 , you’ll see that an increase in 

supply leads to a lower equilibrium price and a higher equilibrium quantity. 

    And fi nally, how does a decrease in supply affect equilibrium price and quantity? A 

decrease in supply leads to a higher equilibrium price and a lower equilibrium quantity. 

    Now let’s return to that exam. When you’re asked: How does an increase or decrease 

in demand affect equilibrium price and quantity, what do you do? 

    You just sketch a graph of a demand curve and a supply curve, and then another 

demand curve representing an increase or decrease in demand. Similarly, if you’re asked 

how an increase or decrease in supply affects equilibrium price and quantity, just draw 

a sketch. It leads you to the right answers.   

  Price Ceilings and Price Floors  

 One of the most popular sayings of all time is “You can’t repeal the law of supply and 

demand.” Maybe not, but our government sure has a lot of fun trying. Price fl oors and 

price ceilings, which Washington has imposed from time to time, have played havoc 

with our price system. And taxes on selected goods and services have also altered sup-

ply and demand. 

    What’s the difference between a fl oor and a ceiling? If you’re standing in a room, 

where’s the fl oor and where’s the ceiling? As you might expect, economists turn this 

logic upside down. To fi nd fl oors, we need to look up. How high? Somewhere above 

equilibrium price. And where are ceilings? Just where you’d expect economists to place 

them. We need to look down, somewhere below equilibrium price. A  price fl oor  is so 

named because that is the lowest the price is allowed to go in that market. Similarly, a 

 price ceiling  is the highest price that is allowed in that market. 

     Figure 8  illustrates a price fl oor. Equilibrium price would normally be $10, but a 

price fl oor of $15 has been established. At $15 businesses are not normally able to sell 

everything they offer for sale. Quantity supplied is much larger than quantity demanded. 

Why? At the equilibrium price of $10, sellers are willing to sell less while buyers are 

willing to buy more. 

    At a price of $15, there is a surplus of 30 units (quantity demanded is 20 and quan-

tity supplied is 50). The government has created this price fl oor and surplus to keep the 

price at a predetermined level. This has been the case for certain agricultural commodi-

ties, most notably wheat and corn. It was hoped that these relatively high prices would 

encourage family farms to stay in business. That the bulk of farm price support payments 

has gone to huge corporate farms has not discouraged Congress from allocating billions 

of dollars a year toward this end. 

    The way the government keeps price fl oors in effect is by buying up the surpluses. 

In the case of  Figure 8 , the Department of Agriculture would have to buy 30 units. 

You can’t repeal the law of 
supply and demand.

Floors and surpluses

Figure 8

Price Floor and Surplus
The price can go no lower than the 
fl oor. The surplus is the amount by 
which the quantity supplied is 
greater than the quantity demanded.
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    Another important price fl oor is the minimum wage. As of July 24, 2009 the vast 

majority of Americans are guaranteed a minimum of $7.25 an hour. On that date the 

minimum hour wage is scheduled to increase from $6.55. Unless your job is not 

covered under the Fair Labor Standards Act, you are legally entitled to at least this 

wage rate. 

    Price ceilings are the mirror image of price fl oors. An example appears in  Figure 9 . 

Price ceilings are set by the government as a form of price control. “No matter what,” 

the government tells business fi rms, “don’t charge more than this amount.” 

    A ceiling prevents prices from rising. The last time we had widespread price ceilings 

was during World War II. Because ceilings cause shortages, a rations system was worked 

out to enable everyone to obtain their “fair share” of such commodities as butter, meat, 

and sugar. 

    I remember World War II. I remember the ration books and the coupons you’d tear 

out when you went to the store. But chances are, even your parents don’t remember the 

war, with its attendant shortages and rationing. 

    Those over 35 may remember the gas lines we had in 1979, and real old-timers even 

recall the ones we had back in 1973. If not, imagine waiting a couple of hours in a line 

of cars six blocks long just to fi ll up your tank. What was the problem? In 1973 it was 

the Arab oil embargo, while the crisis in 1979 was set off by the Iranian Revolution. 

    In both cases, there was ostensibly an oil shortage. But according to the law of sup-

ply and demand, there can’t really  be  any shortages. Why not? Because prices will rise. 

For example, in  Figure 9 , at a price of $25, there’s a shortage. But we know the price 

will rise to $30 and eliminate that shortage. Why? Who drives it up? The dissatisfi ed 

buyers (the people who would rather pay more now than wait) drive it up because they 

are willing to pay more than $25. Note that as the price rises, the quantity demanded 

declines, while the quantity supplied rises. When we reach equilibrium price, quantity 

demanded equals quantity supplied, and the shortage is eliminated. 
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Price Ceiling and Shortage
The price can go no higher than the 
price ceiling. The shortage is the 
amount by which quantity 
demanded is greater than quantity 
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Ceilings and shortages
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Who actually caused the 
shortages?

How shortages are eliminated

80 C H A P T E R  4

    Now, I left you back in that gas line, and I know you don’t want to wait two hours 

until it’s your turn at the pump. Wouldn’t you be willing to pay a few cents more if that 

meant you didn’t have to wait? Let’s suppose the gas station owner posted a higher price. 

What would happen? Some people would get out of line. What if he posted a still higher 

price? Still more people would leave the line. And as gas prices rose, more stations would 

miraculously open, and the others would stay open longer hours. What would happen to 

the gas lines? They’d disappear. 

    So now, let’s ask the obvious question: What  really  caused the gasoline shortages? 

Who was the  real  villain of the piece? You guessed it! It was the federal government, 

which had set a ceiling on gasoline prices. 

    Let’s return once more to  Figure 9 , the scene of the crime. What crime? How could 

you forget? Our government was caught red-handed, trying to violate the law of supply 

and demand. 
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Supply and Demand 81

    In  Figure 9 , when a ceiling of $20 is established, there is a shortage of about 30 

units. Had price been allowed to stay at the equilibrium level of $30, there would have 

been no shortage. However, at this lower price, business fi rms would be willing to sell 

about 18 units fewer than they’ll sell at equilibrium, and consumers would demand about 

12 units more than they would at equilibrium. This explains the shortage. 

    One way the market deals with a government-imposed shortage is to create what is 

known as a black market. Products subject to the price ceiling are sold illegally to those 

willing to pay considerably more. During World War II there was an extensive black 

market. 

    Two important price ceilings are rent control laws (see the box, “Rent Control: The 

Institution People Love to Hate”) and usury laws, which put a ceiling on interest rates. Usury 

laws go back to biblical times when the prophets debated what, if anything, was a “fair” 

rate of interest. This same debate was carried on more than two millennia later by Christian 

scholars. And to this day we ask whether it is “moral” to charge high interest rates.  

Usury laws put a ceiling on 
interest rates.

Rent Control: The Institution People Love to Hate

I grew up in a rent-controlled apartment and still believe 

that rent control worked very well at the time it was 

instituted. Very little new housing had been built during 

the 1930s because of the Great Depression and during 

the fi rst half of the 1940s because of World War II. If 

rents had been allowed to rise to their market value in 

the late 1940s, my family, and hundreds of thousands— 

if not millions—of other families would have been 

forced out of their apartments.

 Rent control is an institution that landlords, econo-

mists, libertarians, and nearly all good conservatives just 

love to hate. In fact, about the only folks who still seem 

to support rent control are the tenants whose rents are 

below what the market would have set and the politi-

cians who voted for these laws in the fi rst place.

 Rent controls establish ceilings for how much rent 

may be charged for particular apartments and how 

much, if at all, these rents may be raised each year. The 

case for rent control is that it keeps down housing costs 

for the poor and the elderly. Actually, it keeps down 

housing costs for a lot of middle-class and rich people 

as well. Because the rent ceiling is established for each 

apartment regardless of who is living there, many peo-

ple are paying a lot less than they could afford.

 One of the perverse effects of rent control is to reduce 

vacancy rates. First, those paying low rents don’t want to 

move. Second, real estate developers are reluctant to build 

apartment houses if their rents will be subject to controls. 

Still another perverse effect has been the large-scale aban-

donment of apartment buildings, especially in the inner 

cities, when landlords fi nd that it makes more sense to 

walk away from their buildings than to continue losing 

money. These landlords had been squeezed for years by 

rising maintenance costs and stagnant rent rolls.

 Richard Arnott has noted that “Economists have 

been virtually unanimous in their opposition to rent con-

trol.” Why? Arnott provides a full list of reasons:

 There has been widespread agreement that rent 

controls discourage new construction, cause abandon-

ment, retard maintenance, reduce mobility, generate 

mismatch between housing units and tenants, exacerbate 

discrimination in rental housing, create black markets, 

encourage the conversion of rental to owner-occupied 

housing, and generally short-circuit the market mecha-

nism for housing.*

 After rent control was imposed in New York City 

in 1943, many landlords stopped taking care of their 

buildings and eventually walked away from 500,000 

apartments.

 Today nearly 200 cities, mostly in New York, New 

Jersey, and California, have some form of rent control. 

It is clear that this price ceiling has kept rents well 

below their equilibrium levels and consequently has 

resulted in housing shortages.

 From a policy standpoint, do we want to eliminate 

rent controls? Would skyrocketing rents drive even more 

families into the ranks of the homeless? Perhaps a grad-

ual easing of rent controls and their eventual elimination 

in, say, 10 or 15 years would send the right message to 

builders. But because these are local laws, only local 

governments can repeal them. And because the name of 

the political game is getting reelected, it is unlikely that 

many local politicians will fi nd it expedient to repeal 

these popular laws.

*Richard Arnott, “Time for Revisionism on Rent Control?” Journal of 
Economic Perspectives, Winter 1995, p. 99.
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E X T R A

H E L P Price Ceilings, Price Floors, 
Shortages, and Surpluses

Let’s look at Figure 1. See if you can answer these three 

questions: (1) Is $10 a price ceiling or a price fl oor? 

(2) Is there a shortage or a surplus? (3) How much is it?
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 Solution: (1) $10 is a price ceiling because it is below 

equilibrium price: The ceiling is holding the market price 

below equilibrium price. (2) There is a shortage because 

quantity demanded is greater than quantity supplied. (3) The 

shortage is 30.

 Let’s look at Figure 2. We see that the quantity 

demanded is 75 and the quantity supplied is 45. The short-

age is equal to quantity demanded less quantity supplied 

(75 2 45 5 30).
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     One dictionary defi nition of usury is “an unconscionable or exorbitant rate or amount 

of interest.”  1       Many states have usury laws that prohibit banks, savings and loan associa-

tions, and certain other fi nancial institutions from charging above specifi ed rates of inter-

est. What effect, if any, do these laws have? 

    Until the late 1970s interest rates were well below their legal ceilings. But then came 

double-digit infl ation rates, sharply rising interest rates, and, as these interest rates reached 

their legal ceilings, a full-fl edged credit crunch. In other words, these interest rate ceilings 

created a shortage of loanable funds—which is exactly what one would expect to happen 

when a price ceiling is set below the market’s equilibrium price. In this case we’re talking 

about the market for loanable funds and their price, the interest rate. 

    The confusion over the location of price fl oors and ceilings on the graph may be 

overcome by considering what the government is doing by establishing them. Normally, 

price would fall to the equilibrium level, but a price fl oor keeps price artifi cially high. 

1Webster’s Collegiate Dictionary, 10th ed., p. 1302.
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Think of a fl oor holding price above equilibrium; therefore, a price fl oor would be located 

above equilibrium price. 

    By the same logic, a price ceiling is intended to keep price  below  equilibrium. If 

not for that ceiling, price would rise. Therefore, an effective price ceiling must be located 

below equilibrium to keep price from rising to that level. 

    Keep in mind, then, that the normal tendency of prices is to move toward their 

equilibrium levels. A price ceiling will prevent prices from rising to equilibrium, while 

a price fl oor will prevent prices from falling to equilibrium. If you need more information 

about ceilings, fl oors, shortages, and surpluses, see the box, “Price Ceilings, Price Floors, 

Shortages, and Surpluses.” 

    Let’s summarize: When the government sets a price fl oor above equilibrium price, 

it creates a surplus. That surplus is the amount by which the quantity supplied exceeds 

the quantity demanded. When the government sets a price ceiling below equilibrium 

price, it creates a shortage. That shortage is the amount by which the quantity demanded 

exceeds the quantity supplied.   

 Moving right along, answer these three questions 

with respect to Figure 3. (1) Is $40 a price ceiling or a 

price fl oor? (2) Is there a shortage or a surplus? (3) How 

much is it?

 Let’s look at Figure 4. We see the quantity supplied is 

130 and quantity demanded is 80. The surplus is equal to 

quantity supplied less quantity demanded (130 2 80 5 50).

 Solution: (1) $40 is a price fl oor because it is above 

equilibrium price: The fl oor is holding market price above
equilibrium price. (2) There is a surplus because quantity 

supplied is greater than quantity demanded. (3) The sur-

plus is 50.
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84 C H A P T E R  4

  Applications of Supply and Demand  

 Throughout this book we encounter many applications of supply and demand—so many, 

in fact, that I’m going to give you a quiz. But it will be an extremely easy quiz. There’s 

just one answer to all these questions. Are you ready?  

   1.   Interest rates are set by   .  

Did you answer “supply and demand”? Good.  

   2.   Wage rates are set by     .  

   3.   Rents are determined by     .  

   4.   The prices of nearly all goods are determined by     .  

   5.   The prices of nearly all services are determined by     .   

    We may conclude, then, that the prices of nearly everything are determined by 

demand and supply. 

    Occasionally, however, government intervention interferes with the price mechanism 

and imposes price fl oors (or minimums) or price ceilings (or maximums). This gets 

economists very upset because it not only prevents the most effi cient allocation of 

resources. It also makes it much harder to read our supply and demand graphs.  

 Interest Rate Determination 

 Let’s take a closer look at the determination of the interest rate. I want to state right up 

front that there is no “interest rate” but rather scores of interest rates, such as mortgage 

rates, commercial loan rates, and short-term and long-term federal borrowing rates, as 

well as the interest rates paid by banks, credit unions, and other fi nancial intermediaries. 

 Figure 10  shows a hypothetical demand schedule for loanable funds and a corresponding 

hypothetical supply schedule. 

    We can see that $600 billion is lent (or borrowed) at an interest rate of 6 percent. 

In other words, the market sets the price of borrowed money at an interest rate of 6 

percent. What would happen to the interest rate and to the amount of money borrowed 

if the supply of loanable funds increased? 
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 Supply and Demand 85

    Did you fi gure it out? If you did, then you can confi rm your answers by glancing 

at  Figure 11 . A rise in the supply of loanable funds leads to a decrease in the interest 

rate to 4 percent and an increase in the amount of money borrowed to $800 billion. 

    One more question: What happens to the interest rate and to the amount of money 

borrowed if the demand for loanable funds rises? 

    Did you say that the interest rate would rise and the amount of money borrowed 

would also rise? Good. Then what you must have done was to have sketched a graph 

like the one shown in  Figure 12 . The interest rate rose to 9 percent, and the amount of 

money borrowed rose to $700 billion. 

       College Parking 

 One of the big complaints on college campuses is the scarcity of parking spots for stu-

dents—which means that, if you get to school after 9 o’clock, you may have to walk a 

half mile or even more to get to class. 

    Is parking free at your school? Although you may well believe it should be, let’s 

look at the consequences of free parking. The school has set the price of parking at zero. 

That’s a price ceiling of zero. We may conclude that this price ceiling has caused a 

shortage of available parking spots. 

    Suppose that the college administration decided to charge $25 a semester to students, 

faculty members, administrators, and other employees (and eliminated reserved parking 

as well). Would this fee eliminate the parking shortage? Surely it would cut down on 

the quantity of parking spots demanded. But if the shortage were not completely elimi-

nated, perhaps a fee of $50 might do the trick. Or even $100. In short, if the price of 

parking were set high enough, the parking shortage would disappear. 

   The Rationing Function of the Price System 

 If gasoline went up to $8 a gallon, would you cut back on your driving? Maybe you 

would try to do all your shopping in one trip instead of in two or three. And if gasoline 

went still higher, maybe you would even agree to join a car pool. 
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Hypothetical Demand for and Supply of Loanable Funds
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86 C H A P T E R  4

    The price system is constantly sending buyers and sellers thousands of signals. The 

price of  this  service has gone through the roof.  That  product is on sale.  This  good is 

over-priced and  that  one is a bargain. When something becomes very expensive, we 

generally cut back. We do this not because the government ordered us to do so or because 

it issued ration coupons entitling everyone to only three gallons a week, but because the 

price system itself performed this rationing function. 

    At the beginning of Chapter 2, I defi ned economics as  the effi cient allocation of the 
scarce means of production toward the satisfaction of human wants . In a free-market, 

private-enterprise economy such as ours, we depend on the price mechanism, or the 

forces of supply and demand, to perform that job. 

    The advent of the Internet has made the workings of supply and demand even more 

effi cient. Before the Internet, we bought nearly all of our books in bookstores. Now we 

buy them online from a variety of sellers. If you want to buy a bestseller, your local 

bookstore will charge you full price. But chances are, you could fi nd a seller online 

offering that same book at a steep discount. See for yourself by going to the websites 

that follow.  

 Check the price charged at your local bookstore for a couple of bestsellers and then go 

to these sites to see how much money you could save:  www.amazon.com;  barnesand-

noble.com; halfprice.com; and ebay.com.     

  Last Word  

 We talked earlier of how the government sometimes interferes with the free operation of 

markets by imposing price fl oors and price ceilings. But the government may also ensure 

the smooth operation of markets by protecting property rights, guaranteeing enforcement 

of legal contracts, and issuing a supply of money that buyers and sellers will readily 

accept. Economist John McMillan has emphasized the historic importance of property 

rights:  

 The prophet Mohammed was an early proponent of property rights. When a famine in 

Medina brought sharp price increases, people implored him to lessen the hardship by fi xing 

prices. He refused because, having once been a merchant himself, he believed the buyers’ 

and sellers’ free choices should not be overridden. “Allah is the only one who sets the 

prices and gives prosperity and poverty,” he said. “I would not want to be complained 

about before Allah by someone whose property or livelihood has been violated.”  2  

      So while governmental interference with the market system can have adverse effects, 

the government does have a substantial supportive role to play in a market economy. In 

the previous chapter we considered the role of government under economic systems 

ranging from capitalism to communism. 

  Current Issue: High Gas Prices: Something Only 
an Economist Could Love 

 On the Labor Day weekend of 2005, gas prices reached nearly $6 in some parts of the 

South. Customers groused about “price gouging,” and many even limited their purchases 

to “just” $30 or $40, rather than fi lling their tanks. 

 What drove prices so high— besides  the greed of the sellers? As you may remem-

ber, Hurricane Katrina, in addition to devastating New Orleans and its neighboring Gulf 

on the web

Mohammed on supply and 
demand and property rights

2John McMillan, Reinventing the Bazaar (New York: W. W. Norton, 2002), p. 90.

sLa75799_ch04_071-094.indd Page 86  4/2/08  8:47:03 AM user-s206sLa75799_ch04_071-094.indd Page 86  4/2/08  8:47:03 AM user-s206 /Volumes/MH-BURR/MHBR019/MHBR019-04/Volumes/MH-BURR/MHBR019/MHBR019-04

http://www.amazon.com


 Supply and Demand 87

Coast communities, also temporarily shut down offshore oil wells which accounted for 

25 percent of our domestic oil production. The storm also briefl y put about 10 percent 

of our refi neries out of commission. 

 What we had was a sudden drop in supply. When that happens, of course, price will 

go up sharply. Which is exactly what happened. 

 So what is there to love about high gas prices? Consider the alternative. Back in 

1973 and 1979 we had similar supply problems, when shipments from the Middle East 

were curtailed. Although prices rose sharply, there were gas lines, sometimes six or eight 

blocks long. In 1979, various states imposed odd and even days to buy gas. If your 

license plate ended with an even number, you could buy gas on Monday, Wednesday, 

and Friday. If it ended with an odd number, then you were a Tuesday, Thursday,  Saturday 

buyer. 

 The government’s solution to the gasoline shortage in the 1970s was to restrict 

purchases and to hold down price increases. One unintended consequence was two- and 

three-hour waits on gas lines. But in 2005, the government basically took a hands-off 

attitude to the gasoline shortage. Prices certainly  did  go up, but there were few gas 

lines. Everyone was able to buy as much gas as they wanted, albeit at perhaps $3.50 

or $3.75 a gallon. So the price system performed its rationing function very, very well. 

Although there were widespread complaints about prices, nearly everyone was much 

happier to pay, say, a dollar a gallon more, and not have to wait in line for an hour or 

two to buy gas. 

 Most economists believe price ceilings do more harm than good. In the short run, 

at least we don’t have to wait in gas lines. Furthermore, because of high prices since the 

summer of 2005, some people cut back on their driving. In the long run, if gas prices 

stay high, some of them will trade in their SUVs for more gas effi cient cars. Also, higher 

prices encourage greater exploration for oil, as well as the development of alternative 

energy sources. To sum up, rather than impose price controls, we should let the market 

forces of supply and demand reduce the shortage of gasoline.      

  Questions for Further Thought and Discussion  

   1. a.      If market price is above equilibrium price, explain what happens and why.    

  b. If market price is below equilibrium price, explain what happens and why.    

   2.  a.     As the price of theater tickets rises, what happens to the quantity of tickets that 

people are willing to buy? Explain your answer.    

  b.  As the price of theater tickets rises, explain what happens to the quantity of tickets 

that people are willing to sell. Explain your answer.    

   3.    Where is a price ceiling with respect to equilibrium price? What will be the relative 

size of quantity demanded and quantity supplied?  

   4.   How is equilibrium price affected by changes in ( a ) demand and ( b ) supply?  

   5.    What are the two ways to depict a demand schedule? Make up a demand schedule for 

some good or service you often buy.  

   6.    What is equilibrium? Why is it advantageous for the market price to be at equilibrium?  

   7.    If you were a landlord, why would you be against rent control? A shortage occurs 

when the market price is below the equilibrium price.  

   8.     Practical Application : How would the abolition of rent control reduce the housing 

shortage in some cities? Explain in terms of supply and demand.    
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Workbook   for Chapter 4 

Name    Date       

 Multiple-Choice Questions  

Circle the letter that corresponds to the best answer.  

   1.   When demand rises and supply stays the same,

. ( LO3 )  

  a)   equilibrium quantity rises  

  b)   equilibrium quantity declines  

  c)   equilibrium quantity stays the same    

   2.   When supply rises and demand stays the same, 

  . ( LO3 )  

  a)   equilibrium quantity rises  

  b)   equilibrium quantity falls  

  c)   equilibrium quantity stays the same    

   3.   At equilibrium price, quantity demanded is

  . ( LO3 )  

  a)   greater than quantity supplied  

  b)   equal to quantity supplied  

  c)   smaller than quantity supplied    

   4.   When quantity demanded is greater than quantity 

supplied,   . ( LO3 )  

  a)   market price will rise  

  b)   market price will fall  

  c)   market price will stay the same    

   5.   What happens to quantity supplied when price is 

lowered?   ( LO3 )  

  a)   It rises.  

  b)   It falls.  

  c)   It stays the same.  

  d)    It cannot be determined if it rises, falls, or stays 

the same.    

   6.   What happens to quantity demanded when price is 

raised? ( LO3 )  

  a)   It rises.  

  b)   It falls.  

  c)   It stays the same.  

  d)    It cannot be determined if it rises, falls, or stays 

the same.    

   7.   When market price is above equilibrium price,

  . ( LO3 )  

  a)   market price will rise  

  b)   equilibrium price will rise  

  c)   market price will fall  

  d)   equilibrium price will fall    

   8.   At equilibrium, quantity demanded is    

equal to quantity supplied. ( LO3 )  

  a)   sometimes  

  b)   always  

  c)   never    

   9.   Market price      equilibrium price. ( LO3 )  

  a)   must always be equal to  

  b)   must always be above  

  c)   must always be below  

  d)   may be equal to    

   10.   A demand schedule is determined by the wishes and 

abilities of     . ( LO1 )  

  a)   sellers  

  b)   buyers  

  c)   buyers and sellers  

  d)   neither sellers nor buyers    

   11.   In  Figure 1 , if market price were $110, there would 

be     . ( LO5 ,  6 )  

  a)   a shortage  

  b)   a surplus  

  c)   neither a shortage nor a surplus    
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   12.   In  Figure 1 , if market price were $140, there would 

be     . ( LO5 ,  6 )  

  a)   a shortage  

  b)   a surplus  

  c)   neither a shortage nor a surplus    

   16.   If the equilibrium price of corn is $3 a bushel, and the 

government imposes a fl oor of $4 a bushel, the price 

  of corn will   . ( LO5 ,  6 ,  7 )  

  a)   increase to $4  

  b)   remain at $3  

  c)   rise to about $3.50  

  d)   be impossible to determine    

   17.   Usury laws tend to   . ( LO5 ,  6 )  

  a)   create a shortage of loanable funds  

  b)   create a surplus of loanable funds  

  c)   make it easier to obtain credit  

  d)    have no effect on the amount of loanable funds 

available    

   18.   If the price system is allowed to function without 

interference and a shortage occurs, quantity 

  demanded will    and quantity 

supplied will    as the price rises to its 

equilibrium level. ( LO5 ,  6 )  

  a)   rise, rise  

  b)   fall, fall  

  c)   rise, fall  

  d)   fall, rise    

   19.   Which statement is true? ( LO5 ,  6 )  

  a)    A price fl oor is above equilibrium price and 

causes surpluses.  

  b)    A price fl oor is above equilibrium price and 

causes shortages.  

  c)    A price fl oor is below equilibrium price and 

causes surpluses.  

  d)    A price fl oor is below equilibrium price and 

causes shortages.    

   20.   An increase in supply while demand remains 

unchanged will lead to   . ( LO3 )  

  a)    an increase in equilibrium price and a decrease in 

equilibrium quantity  

  b)    a decrease in equilibrium price and a decrease in 

equilibrium quantity  

  c)    an increase in equilibrium price and an increase in 

equilibrium quantity  

  d)    a decrease in equilibrium price and an increase in 

equilibrium quantity    
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   13.   Market price may not reach equilibrium if there 

are       . ( LO5 ,  6 )  

  a)   both price ceilings and price fl oors  

  b)   neither price ceilings nor price fl oors  

  c)   only price ceilings  

  d)   only price fl oors    

   14.   Gas lines in the 1970s were caused 

by         . ( LO5 ,  6 )  

  a)   price fl oors  

  b)   price ceilings  

  c)   both price fl oors and price ceilings  

  d)   neither price fl oors nor price ceilings    

   15.   Statement 1: Price ceilings cause shortages. ( LO5 ,  6 )   

Statement 2: Interest rates are set by supply and 

demand, but wage rates are not.  

  a)   Statement 1 is true and statement 2 is false.  

  b)   Statement 2 is true and statement 1 is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    
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   21.   A decrease in demand while supply remains 

unchanged will lead to   . ( LO3 )  

  a)   an increase in equilibrium price and quantity  

  b)   a decrease in equilibrium price and quantity  

  c)    an increase in equilibrium price and a decrease in 

equilibrium quantity  

  d)    a decrease in equilibrium price and an increase in 

equilibrium quantity    

   22.   As price rises,   . ( LO1 ,  2 )  

  a)   quantity demanded and quantity supplied both rise  

  b)   quantity demanded and quantity supplied both fall  

  c)    quantity demanded rises and quantity supplied 

falls  

  d)    quantity demanded falls and quantity supplied 

rises    

   23.   When quantity demanded is greater than quantity 

supplied, there   . ( LO5 ,  6 )  

  a)   is a shortage  

  b)   is a surplus  

  c)   may be either a shortage or a surplus  

  d)   may be neither a shortage nor a surplus    

   24.   When quantity supplied is greater than quantity 

demanded,   . ( LO3 )  

  a)   price will fall to its equilibrium level  

  b)   price will rise to its equilibrium level  

  c)    price may rise, fall, or stay the same, depending 

on a variety of factors    

Use  Figure 2  to answer questions 25 and 26.  
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   25.   At a market price of $47, there 

is   . ( LO5 ,  6 )  

  a)   a shortage  

  b)   a surplus  

  c)   both a shortage and a surplus  

  d)   neither a shortage nor a surplus    

   26.   At a market price of $42, there 

is   . ( LO5 ,  6 )  

  a)   a shortage  

  b)   a surplus  

  c)   both a shortage and a surplus  

  d)   neither a shortage nor a surplus    

   27.   If the government set a price ceiling of 25 cents for a 

loaf of bread, the most likely consequence would be   

  . ( LO5 ,  6 ,  7 )  

  a)   a surplus of bread  

  b)   no one would go hungry  

  c)   most Americans would put on weight  

  d)   a shortage of bread    
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   28.   Usury laws and rent control are examples of   

. ( LO5 ,  6 )  

  a)   price fl oors  

  b)   price ceilings  

  c)   rationing  

  d)   the law of supply and demand    

   29.   The best way to eliminate gas lines would be to ( LO7 )  

  a)   impose government price ceilings.  

  b)   impose government price fl oors.  

  c)    allow the forces of supply and demand to 

function.  

  d)   put price gougers into jail.     

   Fill-In Questions  

   1.   If demand falls and supply stays the same, 

equilibrium price will   , and equilibrium 

quantity will   . ( LO3 )  

   2.   If supply rises and demand stays the same, 

equilibrium price will   , and equilibrium 

quantity will   . ( LO3 )  

   3.   If quantity supplied were greater than quantity 

demanded, market price would   . ( LO3 )  

   4.   Equilibrium price is always determined by   

 and   . ( LO3 )  

   5.   As price is lowered, quantity supplied 

  . ( LO3 )  

   6.   Shortages are associated with price   ; 

surpluses are associated with price 

  . ( LO5 ,  6 )  

   7.   If supply falls and demand remains the same, 

equilibrium price will   , and equilibrium 

quantity will   . ( LO3 )  

   8.   Price fl oors and price ceilings are set 

by   . ( LO5 ,  6 )  

   9.   Interest rates are set by    and  

 . ( LO3 ,  7 )  

   10.   What happens to interest rates when the demand for 

money rises?   . ( LO3 ,  7 )  

   11.   When the supply of money falls, interest rates 

  . ( LO7 )

  Use  Figure 3  to answer questions 12 through 15.  

   12.   Equilibrium price is about $   . ( LO3 )  

   13.   Equilibrium quantity is about   . ( LO3 )  

   14.   If price were $20, there would be a (shortage or 

surplus)    of    units of 

quantity. ( LO5 ,  6 )  

   15.   If price were $8, there would be a (shortage or 

surplus)    of    units of 

quantity. ( LO5 ,  6 )  

   16.   Price fl oors keep prices    equilibrium 

price; price ceilings keep prices    

equilibrium price. ( LO5 ,  6 )   
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   Problems  

   1.   In  Figure 4 , fi nd equilibrium price and quantity (in 

dollars and units, respectively). ( LO3 )  

   2.   Draw in a new demand curve, D 1 , on  Figure 4 , 

showing an increase in demand. What happens to 

equilibrium price and quantity? ( LO4 )  

   5. a)   In  Figure 6 , if the demand curve is D 1 , how much 

are equilibrium price and quantity? b) If demand 

changes from D 1  to D 2 , does that represent an 

increase or decrease in demand? c) How much are the 

new equilibrium price and quantity? ( LO3 ,  4 )  

$12

10

8

6

4

2

10 20 30 40 50 60 70

Quantity

P
ric

e

D

S

Figure 4

   3.   In  Figure 5 , fi nd equilibrium price and quantity (in 

dollars and units, respectively). ( LO3 )  

   4.   Draw in a new supply curve, S 1 , on  Figure 5 , showing 

a decrease in supply. What happens to equilibrium 

price and quantity? ( LO4 )  

$6

5

4

3

2

1

4 8 12 16 20 24 28

Quantity

P
ric

e

D

S

Figure 5

$28
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Figure 6
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   6.   a) In  Figure 7 , if the supply curve is S 1 , how much 

are equilibrium price and quantity? b) If the supply 

changes from S 1  to S 2 , does that represent an increase 

or decrease in supply? c) How much are the new 

equilibrium price and quantity? ( LO3 ,  4 )  

$16

15
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12
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10

9

8

4 8 12 16 20 24 28 32 36
Quantity

P
ric

e

D
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Figure 7

   7.   Given the information in  Figure 8 : a) Is $12 a price 

ceiling or a price fl oor? b) Is there a shortage or a 

surplus? c) How much is it (in units of 

quantity)? ( LO5 ,  6 )  

Quantity

P
ric

e 
($

)

14 
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2
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S

5 10 15 20 25

Figure 8

   8.   Given the information in  Figure 9 : a) Is $16 a price 

ceiling or a price fl oor? b) Is there a shortage or a 

surplus? c) How much is it (in units of 

quantity)? ( LO5 ,  6 )        
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e 
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)
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Figure 9
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   Chapter 5 

 C
hances are you’ve never been to the South Street Seaport Museum in New York City, 

a combination museum-shopping center, with some great shops and restaurants. 

When it opened in 1983, Christopher Lowrey, its director, said, “The fact is that 

shopping is the chief cultural activity in the United States.” So the next time you want to 

sop up some culture, instead of attending a concert or play, just head over to the mall. 

  In this chapter we begin our examination of the four sectors of gross domestic 

product (GDP): C (consumption), I (investment), G (government spending), and X n  (net 

exports). We look at consumption: why people spend money, what they buy, and why 

they save so little of their incomes. We will also introduce graphing techniques as a tool 

for macroeconomic analysis, which will be covered in Chapters 11 and 12. 

 The Household-Consumption Sector  

   1.   The average propensity to 
consume.  

   2.   The average propensity to save.  
   3.   The marginal propensity to 

consume.  
   4.   The marginal propensity to save.  
   5.   The consumption function.  

   6.   The saving function.  
   7.   The determinants of consumption.  
   8.   The permanent income hypothesis.  
   9.   Autonomous and induced 

consumption.  
   10.   Why we spend so much and save so 

little.     

  LEARNING OBJECTIVES   

In this chapter we will introduce ten economic concepts:  

  GDP and Big Numbers  

 Consumption, investment, and government spending are the three main sectors of GDP. 

But what, exactly, is GDP? Gross domestic product is a term that you’ll fi nd quite fre-

quently in the fi nancial section of your newspaper, as well as in  The Wall Street Journal, 
BusinessWeek, Fortune,  and other fi nancial publications. Gross domestic product, which 

is the subject of Chapter 9, is the  nation’s expenditure on all the fi nal goods and services 
produced during the year at market prices.  
    I’m going to be throwing very large numbers at you—millions, billions, and trillions.  

    Most of the numbers you’ll come across in the next ten chapters will be stated in billions 

and trillions. 1 trillion 5 1,000 billion. 

    In 2007 our GDP was about $13.8 trillion, or $13,800 billion. If we wanted to take 

the time, we could also express that number like this: $13,800,000,000,000. 

  95

Anyone who says money doesn’t 
buy happiness doesn’t know 
where to shop.

—Anonymous

What’s the difference between 
mathematics and economics? 
Mathematics is 
incomprehensible; economics 
just doesn’t make sense.
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96 C H A P T E R  5

    Consumption in 2007 was $9.734 trillion, or $9,734 billion. That number could also 

be expressed as 9 trillion, 734 billion dollars.   

  Consumption  

 The average American spends virtually all of her income after taxes. The total of every-

one’s expenditures is consumption, designated by the letter C. The largest sector of GDP, 

C, now accounts for 7 out of every 10 dollars. 

    Consumers spend 59.8 percent of their money on services such as medical care, 

gasoline, eating out, video rentals, life insurance, and legal fees. The rest is spent on 

durable goods, such as television sets and furniture, or on nondurable goods, such as food 

and gasoline. All consumption falls into one of the two categories of goods or services. 

    Until the late 1990s, consumption was usually between 90 and 95 percent of dispos-

able income. John Maynard Keynes (pronounced “canes”) noted that consumption is a 

stable component of income. His theory, called the consumption function, states that  as 
income rises ,  consumption rises, but not as quickly . 1  For example, if a country’s dispos-

able income rises by 300 (from 2,000 to 2,300), its C will rise, but by less than 300. If C 

were 1,800, it might rise by 250 to 2,050.

     The consumption function is illustrated by the hypothetical fi gures in  Table 1 . We’ll start 

with a disposable income of $1,000 billion, or $1 trillion, and consumption of $1,400 billion. 

Now let’s move up to a disposable income of $2,000 billion and a C of $2,200 billion. So 

an increase of $1,000 billion in disposable income (from $1,000 billion to $2,000 billion) 

pushed up C by just $800 billion (from $1,400 billion to $2,200 billion). This relationship 

remains the same as we raise disposable income by increments of $1,000 billion to $3,000 bil-

lion, $4,000 billion, and $5,000 billion. Each $1,000 billion increase in disposable income 

induces an $800 billion increase in C. 

    So, as disposable income rises in increments of 1,000, C rises in increments of 800, 

which conforms to the consumption function:  As income rises, consumption rises, but 
not as quickly.  
    When we say, then, that consumption is a function of disposable income, we mean 

that it  varies  with disposable income. When disposable income goes up, so does con-

sumption, though by a smaller amount. And when disposable income declines, so does 

consumption, but again, by a smaller amount.   

1His exact words were, “Men are disposed, as a rule and on the average, to increase their consumption as their 
income increases, but not by as much as the increase in their income.”

The consumption function 
states that as income rises, 
consumption rises, but not as 
quickly.

TABLE 1   Consumption and 

Disposable Income 

(in billions of dollars)

 Disposable Income Consumption

 1,000 1,400

 2,000 2,200

 3,000 3,000

 4,000 3,800

 5,000 4,600
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Savings as a Percentage of 

Disposable Personal Income, 

1984–2007
Our savings rate fell quite steadily 
from the early 1980s into the new 
millennium. By 2007 our savings 
rate was below 1 percent.

Source: Economic Report of the 
President, 2008; Survey of Current 
Business, March 2008.

      Individual Saving  

  Saving  is simply not spending. Since the early 1990s our savings rate seems to be per-

forming its own version of the limbo. In answer to the question, “How low can you go?” 

you’ll see by glancing at  Figure 1  that it fell from 10.5 in 1984 to below 5 in the late 

1990s. In the third quarter of 2005 our savings rate actually turned negative—for the fi rst 

time in 73 years. Indeed we had not experienced a negative savings rate since the depths 

of the Great Depression in 1932 and 1933. 

    During the depression many families had little or no income. They survived by dig-

ging into their savings, borrowing, and receiving private and public assistance. So their 

negative savings was no great surprise. But in these times of relative prosperity,  Americans 

are spending more than they’re earning. Unlike during the 1930s, when people spent 

most or all of their incomes just to put some food on the table and a roof over their 

heads, today Americans are buying a lot of things they want, but don’t necessarily need. 

Our spending seems driven by a pervasive sense of entitlement. 

When one has had to work so 
hard to get money, why should he 
impose on himself the further 
hardship of trying to save it?

—Don Herold

Live within your income, even 
if you have to borrow money to 
do so.

—Josh Billings

�2 0 2 4 6 8 10 12

Italy

France

Germany

Sweden

Netherlands

Spain

Japan

Britain

United States

Canada

Australia

Figure 2

Household Saving as a 

Percentage of Disposable 

Income, 2008 Forecast
Source: OECD, The Economist, February 4, 
2006, p. 93.

    How does our saving rate stack up against those of other leading developed econo-

mies? As you can see from a glance at  Figure 2 , we are near the bottom of the heap. 

Savings rates in virtually all these countries have fallen sharply over the last 10 years. 
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98 C H A P T E R  5

    If our savings rate is negative, does that mean that nobody saves any money? Not 

at all! While tens of millions of Americans live well beyond their means, there are also 

tens of millions who regularly save substantial parts of their earnings. Many of them are 

putting money away for their children’s educations, a down payment on a new home, 

furniture, a medical procedure, a wedding, or for their retirement. 

    The higher your income, the more you are likely to save. While the poor are forced 

into debt just trying to make ends meet, the rich generally have more money than they 

wish to spend .

    Two other factors that infl uence our savings rate are interest rates and infl ation. If 

you can earn a high rate of interest on your savings, you will be more likely to save than 

if you could earn just one or two percent. When there’s a high rate of infl ation, people 

tend to spend their money on consumer goods and services, before prices rise still more. 

So a high infl ation rate tends to discourage saving. After all, would  you  want to just hold 

your money while it loses its value? 

    Our nation’s saving includes not just saving by individuals, but also by business 

fi rms and government. Near the end of this chapter we’ll talk about our total national 

saving, and its decline over the last 20 years.  

     You can check our personal savings rate monthly by going to www.bea.gov. Then click 

on “Personal, Income and Outlays.” The big question is whether our personal savings 

rate will be above or below 0.  

      Average Propensity to Consume (APC)  

 The average propensity to consume is the percentage of disposable income spent. Using 

the data in  Table 2 , let’s calculate the APC. 

    To fi nd the percentage of disposable income spent, we need to divide consumption 

by disposable income.  

 
APC 5

Consumption

Disposable income
5

$30,000

$40,000
5

3

4
5 0.75

  

    Let’s review how this is done. We use the three-step method of solving this problem. First, 

write the formula. Then, substitute the numbers into the formula. Finally, solve the formula.   

  Average Propensity to Save (APS)  

 The APS is the mirror image of the APC. It is the percentage of disposable income saved. 

Using the data in  Table 2 , calculate the APS. 

    Use the same three-step method we used to calculate the APC: (1) Write the formula, 

(2) plug in your numbers, and (3) solve. Do it right here. 

on the webon the web

TABLE 2

Disposable Income Consumption

 $40,000 $30,000

APC 5
Consumption

Disposable income
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    Now we’ll check your work. The formula is:  

 
APS 5

Saving

Disposable income  

    Next we’ll substitute into the formula. You already know from  Table 2  that dispos-

able income is $40,000. How much is saving? It’s not in  Table 2 , but since consumption 

is $30,000, we can fi nd saving by subtracting consumption from disposable income: 

$40,000 � $30,000 � $10,000. Now we can complete the problem.  

 
APS 5

Saving

Disposable income
5

$10,000

$40,000
5

1

4
5 0.252

  

    Note that the APC and the APS add up to 1. Let’s work out another one, using the 

data in  Table 3 . 

2To convert 1⁄4 into a decimal, we must divide the bottom number, 4, into the top number, 1.

Is it possible to have an APC greater than one? You bet it is! 

How much would your APC be if you had a disposable 

 income of $10,000 and your consumption was $12,000? 

Figure it out:

APC 5
Consumption

Disposable income
5

$12,000

$10,000
5

12

10
5 1.2

 Where would this extra $2,000 come from? Let’s round 

up the usual suspects. You might take money out of the bank, 

borrow on your credit cards, take out a car loan or a home 

equity loan, or buy on the installment plan. The bottom line 

is that many people fi nd it quite easy to spend more than they 

APCs Greater than One

A D V A N C E D W O R K

earn year after year, whether by drawing down their savings, 

borrowing money, or some combination thereof.

 Incidentally, if your APC were 1.2, how much would 

your APS be? Work it out right here:

APS 5
Saving

Disposable income
5

2$2,000

$10,000
5

22

10
5 20.2

 Is it possible to have a negative APS? If your savings 

 happens to be negative (that is, you spend more than your 

income), then your APS will defi nitely be negative. And 

you’ll notice that your APC (1.2) plus your APS (�0.2) 

add up to 1.0.

TABLE 3

Disposable Income Saving 

$20,000 $1,500 

99

    Use the space below to calculate the APC and the APS. 

   Solutions:  

 
APC 5

Consumption

Disposable income
5

$18,500

$20,000
5

185

200
5

37

40
5 0.925

   

 
APS 5

Saving

Disposable income
5

$1,500

$20,000
5

15

200
5

3

40
5 0.075
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100 C H A P T E R  5

    Note that once again APC (.925) and APS (.075) add up to 1. This is your check to 

ensure that you haven’t made a mistake in your calculations. (But can the APC ever be 

greater than 1? See the box, “APCs Greater than One.”) 

    Now that we’ve done all this work, what does it mean to say that a person has 

an APC of .925 and an APS of .075? Think about the APC and the APS as percent-

ages of disposable income. A person with an APC of 0.925 spends 92.5 percent of 

her disposable income and saves 7.5 percent of it. Go back to the formulas for the 

APC and the APS. 

    Just two more questions: How much is the current APC for the United States? How 

much is the country’s APS? For the last 3 years it’s averaged just over 0.99. In other 

words, Americans spend over 99 percent of their disposable incomes and save less than 

1 percent. 

    How does our APC compare with those of other countries? As you can see at a 

glance from  Figure 3 , we’re number three, just behind Australia and Canada. To call 

Americans world-class consumers would be quite an understatement.     

  Marginal Propensity to Consume (MPC)  

 When income changes, so does consumption. When income rises, consumption also rises, 

but by less than does income. This is the consumption function, introduced at the begin-

ning of the chapter. 

    The formula for calculating the MPC is:  

 Change in C

Change in income

   

  APC � APS � 1    APC � APS � 1  

MPC 5
Change in C

Change in income
MPC 5

Change in C

Change in income

.85 .90 .95 1.00 1.05

Australia 

Canada

United States

Britain

Japan

Spain

Netherlands

Sweden 

Germany

France

Italy

Figure 3 

Average Propensity to 

Consume, Selected Countries, 

2008 Forecast
For 2006 Australia and Canada are 
forecast to have APCs greater than 1, 
while the U.S. is expected to have 
an APC of just under 1. Among the 
countries shown here, Italy, France, 
and Germany are expected to have 
APCs of less than 0.9.

Source: OECD.

TABLE 4

Year Disposable Income C

2000 $30,000 $23,000
2001 40,000 31,000
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 The Household-Consumption Sector 101

         Using the data in  Table 4 , calculate the MPC in the space below. 

   Solution: 

  
MPC 5

Change in C

Change in income
5

$8,000

$10,000
5

8

10
5 0.8

    

  Marginal Propensity to Save (MPS)  

 When income changes, not only does consumption change, but so does saving. When 

income rises, both consumption and saving will rise. Similarly, when income falls, both 

consumption and saving fall. 

    The formula for calculating the MPS is:  

 
MPS 5

Change in saving

Change in income  

    Using  Table 4  again, calculate the MPS. (Note: Remember how to fi nd saving when 

you have disposable income and consumption.) 3  

   Solution:  

 
MPS 5

Change in saving

Change in income
5

$2,000

$10,000
5

2

10
5 0.2

  

    I must confess that in the last few pages I pulled something of an economic slight 

of hand. What I did was shift the discussion from a macroeconomic viewpoint to a 

microeconomic viewpoint. That is, instead of continuing to look at large economic aggre-

gates, like total saving and total consumption, you were asked to work out a bunch of 

problems that involved fi nding an individual’s APC, APS, MPC, and MPS. 

    So you did all these calculations using relatively small and easily managed numbers. 

But a little later in this chapter you’ll get to apply the MPC formula to solve problems 

involving trillions of dollars.   

  Graphing the Consumption and Saving Functions   

 Reading a Graph 

 The key to reading economic variables from a graph is knowing where to look for them; 

so before we even look at graphs, let’s just talk about them for a moment. There is a 

vertical line on the left side of every graph called the  vertical scale,  and there is a 

  
MPS 5

Change in saving

Change in income

    
MPS 5

Change in saving

Change in income

  

3From Table 4:  Disposable income � Consumption � Savings
(2000) $30,000 � $23,000 � $7,000
(2001) $40,000 � $31,000 � $9,000
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102 C H A P T E R  5

horizontal line on the bottom side of every graph called the  horizontal scale . Take a peek 

at  Figure 4  to see what I’m talking about. 

    Every graph you will ever see in an economics text will have these two dimen-

sions: the horizontal and the vertical. The vertical scale is almost always measured in 

dollars. In  Figure 4  we have an expenditures scale with the numbers 2,000, 4,000, and 

6,000, which represent expenditures of $2 trillion, $4 trillion, and $6 trillion, respec-

tively. Note that the distances between each of the successive numbers are equal. The 

horizontal axis in  Figure 4  measures disposable income, also in units of 2,000, 4,000, 

and 6,000. This graph has only one line: a 45-degree line. This line has one purpose: 

to equate the horizontal scale with the vertical scale, that is, expenditures with dispos-

able income. 

        Note the dotted line rising from a disposable income of 2,000. It meets the 45-degree 

line and then moves horizontally to the left to the vertical scale. For a disposable income 

of 4,000, there is another dotted line rising to the 45-degree line and then moving straight 

across to the vertical scale. The same pattern occurs at a disposable income of 6,000.    

  The Consumption Function  

 Now we’re ready to graph the consumption function. First we’ll review it:  As income 
rises, consumption rises, but not as quickly . How should it look on a graph? It is repre-

sented by the C line in  Figure 5 . 

        Now we’re ready to read the graph in  Figure 5 . How much is consumption when 

disposable income is $3 trillion? This question is so easy, you should be able to answer 

it by just glancing at the graph. 

    When disposable income is $3 trillion, consumption is also $3 trillion. You’ll notice 

that the C line and the 45-degree line cross at that point. To answer the question, just 

follow the dotted lines. Move up vertically from a disposable income of $3 trillion to 

the 45-degree line. Then move horizontally to the left to a consumption of $3 trillion on 

the vertical axis. 

    Next question: How much is consumption when disposable income is $6 trillion? 

The answer is $4.5 trillion. Again, go straight up from $6 trillion on the horizontal axis 

to the C line, and then straight across to the left to $4.5 trillion on the vertical axis. 

    Last question: How much is consumption when disposable income is $1 trillion? 

  Expenditures are measured on 
the vertical scale and disposable 
income along the horizontal 
scale.  

  Expenditures are measured on 
the vertical scale and disposable 
income along the horizontal 
scale.  
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Figure 4

Disposable Income and 

Expenditures
The 45-degree line equates 
expenditures and disposable income. 
For example, when disposable 
income is 4,000, expenditures are 
4,000. Expenditures in subsequent 
graphs over the next four chapters 
will include consumption, 
investment, government spending, 
and net exports.
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 The Household-Consumption Sector 103

    C is $2 trillion. How can our nation have a disposable income of just $1 trillion and 

manage to consume $2 trillion worth of goods and services? We can dig into our savings 

and we can borrow from banks and other lenders. And as a nation, we can borrow from 

foreigners. 

    Moving right along, let’s use  Figure 5  to fi nd the nation’s marginal propensity to 

consume and its average propensity to consume. See if you can do it on your own begin-

ning with the MPC formula. Do your work right here: 

   Solution: 

    Let’s say that disposable income rises from $3 trillion to $5 trillion. By how much 

does C rise? 

    At a disposable income of $3 trillion, C � $3 trillion. At a disposable income of 

$5 trillion, C � $4 trillion. So when disposable income rises from $3 trillion to $5 trillion, 

C rises by $1 trillion. 

    Now we can substitute numbers into the MPC formula and solve:  

 
MPC 5

Change in consumption

Change in disposable income
5

$1 trillion

$2 trillion
5

1

2
5 0.5

  

    Now fi nd the average propensity to consume when disposable income is $5 trillion. 

   Solution:  

 
APC 5

Consumption

Disposable income
5

$4 trillion

$5 trillion
5

4

5
5 0.8
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Figure 5

The Consumption Schedule
At a disposable income of $3 trillion 
the C line crosses the 45-degree line. 
So consumption expenditures are 
equal to disposable income at 
$3 trillion.
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  The Saving Function  

  Figure 6 , which illustrates the saving function, is derived from  Figure 5 . For example, 

if you look back at  Figure 5 , you’ll see that at a disposable income level of $3 trillion, 

consumption is also $3 trillion. Therefore, saving would be 0. That gives us one of the 

points in  Figure 6 . 
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0S
av
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g 

($
 tr
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)

Disposable income ($ trillions)

Saving

Saving

Dissaving

Figure 6

The Saving Schedule

        You’ll notice in  Figure 6  that when the disposable income is less than $3 trillion, 

saving is negative. We call saving below 0 dissaving. You’ll also notice that as disposable 

income rises, so too does saving. 

    The saving function is almost the same as the consumption function:  As income 
rises, saving rises, but not as quickly.  
    The following equation summarizes some very basic relationships:   

Disposable income 5 Consumption 1 Saving  

    If disposable income is $12 trillion and savings is $2 trillion, how much is 

 consumption?

 Consumption is $10 trillion. If disposable income is $5 trillion and consumption is 

$8 trillion, how much is saving? 

    Saving is �$3 trillion. Remember that disposable income ($5 trillion) � consumption 

($8 trillion) � saving (�$3 trillion). When savings is negative, we call it “dissaving.” 

    Let’s turn back again to  Figure 5  and fi nd how much this nation saves at various 

levels of disposable income. Here’s an easy one: How much is saving when disposable 

income is $3 trillion? 

    You can see that it’s zero, because at the intersection of the C line and the 45-degree 

line, consumption � disposable income. Next, fi nd savings when disposable income is 

$9 trillion. 

    Saving is $3 trillion. It’s measured by the vertical distance between the C line 

and the 45-degree line. Incidentally, how much is C when disposable income is 

$9 trillion? 

    C is $6 trillion. To prove your answers, just substitute them into the formula:  

  Disposable income 5 Consumption 1 Saving   

 $9 trillion    �  $6 trillion  � $3 trillion  

    Now fi nd consumption and savings when disposable income is $2 trillion. 

104 C H A P T E R  5

sLa75799_ch05_095-120.indd Page 104  4/12/08  9:31:27 AM user-s206sLa75799_ch05_095-120.indd Page 104  4/12/08  9:31:27 AM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08



   Solution:   

 Disposable income 5 Consumption 1 Saving     

 $2 trillion 5 $2.5 trillion  1 12$0.5 trillion2    

 $2 trillion 5 $2.5 trillion  2 $0.5 trillion   

    How are you doing? If you’re getting the right answers, then you’re ready to tackle 

autonomous consumption and induced consumption. But if you’d like a little more prac-

tice fi nding consumption, saving, and the MPC and APC by reading a graph, please work 

your way through the accompanying Extra Help box.   

105

E X T R A

H E L P

See if you can fi nd savings and consumption when dis-

posable income is $8 trillion in Figure A.

Finding Consumption, Savings, the 
MPC, and the APC on a Graph

 Consumption is $5 trillion and savings is $3 trillion. 

Note that consumption ($5 trillion) and savings ($3 tril-

lion) � disposable income ($8 trillion).

 Now do this three-part problem by fi lling in the table 

below:

Solution:

(a) Disposable income ($2 trillion) 5 C ($3.5 trillion)

 1 saving (2$1.5 trillion)

(b) Disposable income ($4 trillion) 5 C ($4 trillion) 

 1 saving (0)

(c) Disposable income ($6 trillion) 5 C ($4.5 trillion) 

 1 saving ($1.5 trillion)

Now fi nd the MPC

Solution:

 We’ll go from a disposable income of $4 trillion to 

one of $8 trillion. When disposable income is $4 trillion, 

C is $4 trillion. When disposable income is $8 trillion, 

C is $5 trillion.

MPC 5
Change in consumption

Change in disposable income
5

$1 trillion

$4 trillion

5
1

4
5 0.25

 

 One more problem: Find the APC when disposable 

income is $6 trillion. 

Solution: 

APC 5
Consumption

Disposable income
5

$4.5 trillion

$6 trillion
5

9

12
5 0.75
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Figure A

 Disposable income Consumption Savings

(a) $2 trillion

(b) $4 trillion

(c) $6 trillion
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  Autonomous Consumption and Induced 
Consumption  

  Autonomous consumption is our level of consumption when disposable income is 0.  It is 

called autonomous consumption because it’s autonomous, or independent, of changes in 

the level of disposable income. People will spend a certain minimum amount on the 

necessities of life—food, clothing, and shelter—even if they have low incomes or no 

incomes. Whether they have to beg, borrow, or steal, people will spend some minimum 

amount. 

    In  Figure 7 , can you fi nd the level of autonomous consumption? Write down your 

answer. 

      Autonomous consumption is $2 trillion. Even if disposable income is 0, consumption 

will be $2 trillion. Therefore, when disposable income is 0, autonomous consumption is 

equal to total consumption. 

    It’s very easy to spot autonomous consumption on a graph. It’s the level of C when 

the C line is touching the vertical axis. Of course, when the C line  is  touching the ver-

tical axis, disposable income is 0. 

     Induced consumption is that part of consumption which varies with the level of 
disposable income.  As disposable income rises, induced consumption also rises; when 

disposable income falls, induced consumption also falls. Changes in the level of dispos-

able income induce changes in the level of consumption. 

    We had said that when disposable income is 0, autonomous consumption is equal 

to total consumption. A disposable income level of 0 cannot induce any consumption.   

Consumption 5 Autonomous consumption 1 Induced consumption  

    The consumption function tells us that as income rises, consumption rises, but not 

as quickly. If consumption rises and autonomous consumption (by defi nition) stays the 

same, then what happens to induced consumption? 

    Obviously, it rises. In fact we can make two stronger statements: When consumption 

rises, induced consumption rises by the same amount; when consumption falls, induced 

consumption falls by the same amount. 
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Finding Autonomous 

Consumption and Induced 

Consumption
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 The Household-Consumption Sector 107

    OK, let’s go to the graph in  Figure 7 . For disposable income levels of $3 trillion, 

$6 trillion, and $9 trillion, fi nd autonomous consumption and induced consumption. 

Write your answers here: 

   Solution: 

    We know that autonomous consumption is $2 trillion. That’s the level of consump-

tion when disposable income is 0. So at disposable income levels of $3 trillion, $6 tril-

lion, and $9 trillion, autonomous consumption remains $2 trillion. 

    When disposable income is $3 trillion, C is $3 trillion. We know that autonomous 

consumption is $2 trillion. Therefore, induced consumption must be $1 trillion: 

   Consumption 5 Autonomous consumption 1 Induced consumption 

     $3 trillion 5 $2 trillion 1 $1 trillion 

    When disposable income is $6 trillion, C 5 $4 trillion.   

Consumption 5 Autonomous consumption 1 Induced consumption

      $4 trillion 5 $2 trillion 1 $2 trillion  

    When disposable income is $9 trillion, C 5 $5 trillion.

   Consumption 5 Autonomous consumption 1 Induced consumption    

  $5 trillion 5 $2 trillion 1 $3 trillion  

    What the Consumer Buys  

 A century ago Americans spent 43 percent of their incomes on food and another 14 per-

cent on clothing. Today we spend just 13.7 percent on food and 4 percent on clothing. 

So what  do  we spend our money on? 

    Consumption is traditionally divided into three categories: durables, nondurables, and 

services. Durables are things that last a while—say, at least three years. Nondurables, such 

as food, gasoline, and children’s clothing, don’t last long. (In fact, a case could be made 

that the clothing worn by fashion-conscious adults doesn’t last either, although the reason 

it doesn’t last is that fashions change rather than that it wears out.) 

    Durable goods include personal computers, TVs, household appliances, cars, and fur-

niture. They last—or, at least, they’re supposed to last for at least three years. The big change 

in our economy since World War II has been in the service sector, which now produces over 

half of what consumers buy. Medical care, education, legal and fi nancial services, and 

entertainment are some of the fi elds that have grown rapidly in the last fi ve decades. 

     Figure 8  summarizes where the consumer’s dollar went in 1955 and where it went 

in 2007. There has been a huge shift from expenditures on durables and nondurables to 

expenditures on services. 

    In 1955 Americans spent only 36 cents out of every consumer dollar on services; but 

today 59.8 cents goes toward services. Why this massive shift? For one thing, Americans 

are spending a much larger part of their incomes on medical care than they did in the 

1950s. This trend has been reinforced as our population grows older. More Americans 

are going to college, eating out, travelling, and suing one another than ever before. 

Computer services, fi nancial services, and personal services have expanded rapidly. Basi-

cally, we’re paying people to do things for us that we either did for ourselves in the 1950s 

or didn’t do at all. 

    Do you bring your lunch to school every day? Do you know anyone who does? Had 

you gone to college in the 1950s, the chances are you would have brown-bagged it. How 

  The consumer buys durables, 
nondurables, and services.  
  The consumer buys durables, 
nondurables, and services.  
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does a homemade lunch go into GDP? It goes into the category of nondurable goods. 

But the lunch you buy in the cafeteria or at Burger King is classifi ed as a service. 

Similarly, if you buy lettuce, tomatoes, carrots, and other raw vegetables, cut them up 

at home, and eat a salad, the components of that salad classify as nondurables. But if 

you stop at a salad bar and buy the identical components, which have been cut up for 

you—and pay about 10 times as much per pound—then this expenditure would count 

as a service. 4 

Housing 24.8%

Transportation 17.8%

Recreation 4.1%

Medical care 17.4%

Other
22.2%

Food and beverages
13.7%

Figure 9

Expenditures of the Average 

American Household, 2007
Source: www.bea.gov

4In 1955 about one-quarter of the average household’s food budget was spent outside the home. Today it’s 
more than one-half. Did someone say McDonald’s?

1955

Durables 
15.2%

Nondurables
48.4%

Services 
36.3%

Total: 1,588

2007

Services 
59.8%Nondurables

29.1%

Total: 8,746

Durables 
11.1%

Figure 8

Consumer Spending, 1955 and 

2007 ($ billions)
The major change in consumer 
spending has been a massive shift 
from nondurables to services. 

Source: Economic Report of the 
President, 2008.

     The U.S. Department of Commerce has found that the average American family 

spends nearly three-quarters of its income on housing, transportation, food and beverages, 

and medical care (see Figure 9).   And overall we spent over $9.3 trillion on consumer 

goods and services in 2007. This came to 70.3 percent of GDP.  

sLa75799_ch05_095-120.indd Page 108  5/10/08  8:00:34 PM user-s208sLa75799_ch05_095-120.indd Page 108  5/10/08  8:00:34 PM user-s208 /Users/user-s208/Desktop/Slavin/Users/user-s208/Desktop/Slavin

http://www.bea.gov
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     Determinants of the Level of Consumption  

   You can’t have it all. Where would you put it?  

 –Ann Landers–  

 Why do people spend money? Some people hate to spend a penny, and others spend 

every penny they can lay their hands on. The aphorism, “If you don’t have it, you can’t 

spend it,” is especially relevant to any discussion of the determinants of consumption. 

The six basic determinants are listed below. (As we shall see, however, a person’s level 

of spending is determined largely by how much money he or she has.)  

   1.   Disposable income.  

   2.   Credit availability.  

   3.   Stock of liquid assets in the hands of consumers.  

   4.   Stock of durable goods in the hands of consumers.  

   5.   Keeping up with the Joneses.  

   6.   Consumer expectations.   

  The Level of Disposable Income 

 Many factors infl uence how much money people spend; by far the most important is 

disposable income. As illustrated with the consumption function, as income rises, con-

sumption rises, but not as quickly. 

    At very low income levels, people not only don’t save, they actually dissave. That 

is, their saving is negative. Suppose, for example, you lose your job. Do you simply stop 

spending money? If you did, you’d sure lose a lot of weight. How do you get by? If you 

collect unemployment benefi ts, then that’s your disposable income. But the chances are, 

you would spend more each week than your unemployment checks, especially if you 

support a family. You still have to pay rent, car payments, other installment payments, 

utilities, and food bills, as well as the cost of looking for another job. 

    To manage all this you might borrow—if you can get credit—and you will go into 

your savings. So, at very low levels of income, you tend to spend more than your dis-

posable income. 

    The more you’ve got, the more you spend. Or, alternatively, if you ain’t got it, you 

can’t spend it. So you can be sure that the working-class family spends more than the 

poor family. And that the upper-middle-class family spends more than the working-class 

family. Almost every family spends most of its income, so clearly the level of disposable 

income largely determines the level of consumption. 

    The main point here is that rich people spend a lot more money than do poor 

people. Why? Because they  have  more money. What is the most important determinant 

of consumption? Disposable income.   

 Credit Availability 

 You can’t borrow money if you don’t have credit. The most popular ways of borrowing 

are credit cards, especially VISA and MasterCard. Bank loans, home mortgages, home 

equity loans, and auto loans are other ways of borrowing. When credit is eased, people 

tend to borrow more. 

    For example, suppose a furniture store, which had been asking its customers to put 

down 50 percent of their purchases in cash and pay out the balance in six months, now 

offered new terms: nothing down and two years to pay. Many more people would buy 

furniture on these terms. This is not to say that everyone stretches his or her credit to 

the limit, although some people do. 

  The most important determinant 
of consumption is the level of 
disposable income.  

  The most important determinant 
of consumption is the level of 
disposable income.  

  I don’t think you can spend 
yourself rich.  

 —George Humphrey, 
Treasury Secretary in 

Eisenhower Administration 

  I don’t think you can spend 
yourself rich.  

 —George Humphrey, 
Treasury Secretary in 

Eisenhower Administration 

  Remember when people worried 
about how much it took to buy 
something, instead of how long?  

 —Earl Wilson 

  Remember when people worried 
about how much it took to buy 
something, instead of how long?  

 —Earl Wilson 

A budget tells us what we can’t 
afford, but it doesn’t keep us 
from buying it.

—William Feather
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    Credit availability varies inversely with the level of consumer debt. That is, the more 

you owe, the less credit available. If your credit card limit is $5,000 and you already 

owe $4,900, you have only $100 of credit available. Furthermore, people who owe a 

great deal are somewhat reluctant to take on still more debt. 

    The most valuable asset held by most American families is their home. And as tens 

of millions of these families have discovered through the 1990s and the fi rst six or seven 

years of this decade, their homes can be turned into virtual ATMs when they take out 

second mortgages. During the housing boom that ended in 2007, banks were happy to 

extend home owners hundreds of billions of dollars a year in home equity loans. As long 

as housing prices were rising, there was little worry about these loans being repaid. In 

the meanwhile, all this borrowing helped fi nance consumer spending, which managed to 

rise even during the 2001 recession. But when housing prices began to fall in 2007, the 

process was reversed. Bankers became increasingly reluctant to extend home equity 

loans, and this consequently put a big crimp in consumer spending.   

 Stock of Liquid Assets in the Hands of Consumers 

 People own things that can be quickly turned into cash. These are called liquid assets. 

Prime examples include government and corporate bonds, corporate stocks, savings 

accounts, bank certifi cates of deposit (CDs), and money market funds. 

    In the United States today, people hold a stock of liquid assets of a few trillion dol-

lars. This makes some people feel rich. Suppose, for example, you hold 1,000 shares of 

IBM stock and the price of that stock rises $2. You are $2,000 richer (at least on paper). 

This may induce you to go out and spend some of that money you just made. 

    Economists estimate that consumers cut back spending by about 4 cents for every 

dollar’s worth of wealth they lose in the market, so a $1 trillion stock market plunge 

would cause about a $40 billion drop in annual consumption, or less than one-half of 

one percent of total spending. Of course, if the market were to continue to rise, we would 

see a corresponding  increase  in consumption. 

    In addition to  feeling  rich, if your liquid assets rise, you do indeed have more money 

to spend. That is, you can quickly convert some of these assets into money, then go out 

and spend it. Economists have found that there is some correlation between consumption 

and the amount of liquid assets held. The reasoning here is that if you don’t have it, you 

can’t spend it, and if you do have it, you will spend some of it.   

 Stock of Durable Goods in the Hands of Consumers 

 In 1929, radios, phonographs, toasters, vacuum cleaners, waffl e irons, and other appli-

ances were relatively new because most of the country had been electrifi ed only over the 

last decade and a half. More than 95 percent of the cars on the road were less than 10 

years old. By 1930, the market for consumer durables was temporarily saturated. 

    When few people own items such as personal computers, DVD players, fl at screen 

TVs, or video games, sales will rise. But when the market is saturated (and people own 

relatively late models), it will be some time before sales pick up again. 

    Consumer durables are now a relatively small part of total consumption—only 

11.1 percent of all goods and services sold to consumers in 2007. However, their sales  

are somewhat erratic, largely because they vary inversely with the stock of consumer 

durables in the hands of consumers. When people hold a large stock of consumer durables, 

consumer durable sales tend to be low; when that stock is low, sales tend to be high.   

 Keeping Up with the Joneses 

 Most of us, at least a few times in our lives, have been guilty of showing off our expen-

sive clothes, our jewelry, our cars, or even our Florida tans. And most of us have been 

tempted to keep up with our neighbors, relatives, and friends. When the Joneses buy 

  The chief enjoyment of riches 
consists in the parade of riches.  

 —Adam Smith 

  The chief enjoyment of riches 
consists in the parade of riches.  

 —Adam Smith 

   Wealth has never been a suffi cient 
source of honor in itself. It must 
be advertised, and the normal 
medium is obtrusively expensive 
goods.  

 —John Kenneth Galbraith, 
  The Affl uent Society   

   Wealth has never been a suffi cient 
source of honor in itself. It must 
be advertised, and the normal 
medium is obtrusively expensive 
goods.  

 —John Kenneth Galbraith, 
  The Affl uent Society   

Thorstein Veblen, American 
sociologist and economist

Never spend your money before 
you have it.

—Thomas Jefferson
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something, we have to go out and buy one, too—even if we can’t afford it—because if 

we don’t buy it, we won’t be keeping up. 

    Why do some people spend $10,000 on a wristwatch, $200 for a pair of sneakers, 

or $5,000 for an evening gown? To a large degree, they’re showing off. I have so much 

money, they seem to be saying, that I can afford these indulgences. 

    Almost a century ago Thorstein Veblen coined the term  conspicuous consumption . 

In a marvelous book titled  The Theory of the Leisure Class,  Veblen stated, “Conspicuous 

consumption of valuable goods is a means of reputability to the gentleman of leisure.” 

He went on to say, “With the exception of the instinct of self-preservation, the propensity 

for emulation is probably the strongest and most alert and persistent of the economic 

motives proper.” 5 

    Maintaining a “Basic” Standard of Living 

 What do you need to maintain a “basic,” no-frills standard of living? What do you need 

besides food on the table, clothes on your back, and a roof over your head? Do you need 

a cell phone, a PC with high-speed Internet access, an iPod, cable TV, and an Xbox? 

Even unemployed 25-year-olds, still living with their parents, would consider all of the 

above basic necessities. What do  you  think? 

    Back in 1950 just one family in 10 owned a small-screen black and white TV. Today 

over 80 percent of all households have more than one large-screen color TV with cable 

or alternative access (such as satellite). We have more cars on the road than licensed 

drivers. Poor Americans live better today than middle-class Americans did just a few 

decades ago. What was a luxury a few years ago is now a basic. The bar keeps rising. 

   Consumer Expectations 

 When people expect infl ation, they often buy consumer durables before prices go up. On 

the other hand, when they expect recession, they tend to reduce their purchases of such 

big-ticket items as cars, furniture, and major appliances. Many people fear being laid off 

or having their income reduced because of recessions, so they tend to postpone major 

purchases until times get better.    

  The Permanent Income Hypothesis  

 According to Milton Friedman, a prominent conservative economist, the strongest infl u-

ence on consumption is one’s estimated average lifetime income. No one knows what 

his or her average lifetime income will actually be, but people can generally fi gure out 

if they are earning more or less than that average. 

    If a factory worker earning $35,000 a year expects to remain a factory worker, she 

can estimate her future earnings until she retires. According to Friedman, people gear 

their consumption to their expected earnings more than to their current income. 

    Suppose someone’s income temporarily contracts, say, because of a factory lay-off. 

Would the person cut back very sharply on her consumption? No, she would not, says 

this theory, since she knows she will be back on the job within a few months. She has 

to continue paying her rent, meeting her car payments, and eating three times a day. 

    Earnings tend to rise until late middle age (about 55 or so) and then decline. There-

fore the permanent income hypothesis would predict that most people’s consumption is 

greater than their income until their mid- or late 20s. From the late 20s to the early 60s, 

current disposable income is usually greater than consumption. In old age, the relation-

ship between consumption and current disposable income is again reversed, so consump-

tion is greater than income. 

  Conspicuous consumption    Conspicuous consumption  

  I shop. Therefore I am.  
 —Anonymous 

  I shop. Therefore I am.  
 —Anonymous 

5Thorstein Veblen, The Theory of the Leisure Class, Chapters 4 and 5.

Milton Friedman, winner of Nobel 
Prize, 1976, for work on monetary 
theory
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    Thus, our consumption is determined by our average expected income, or permanent 

income. That income is a constant; consumption is a constant percentage of that income. 

Suppose that you expected your average lifetime income to be around $35,000 a year. 

Some years it would be much higher than $35,000 and some years, much lower. But 

year after year, according to the permanent income hypothesis, you would still consume 

pretty much the same amount—say, $34,000. 

    According to Friedman’s hypothesis, if you suddenly win the lottery, you will spend 

 some  of it because it will raise your permanent income, but you will spend only a small 

part of it. Is this how most lottery winners have handled their windfalls? Certainly not. 

But even though the permanent income hypothesis does not always hold true, it is still 

useful in predicting lifetime spending patterns.   

  Is the Consumer Really King?  

 Before we even receive our paychecks today, nearly all those dollars already have someone 

else’s name on them.  Think  about it. How much of  your  family’s paychecks goes toward 

paying off your mortgage, credit card debt, your cars, school tuition, insurance, medical 

bills, and home repair? Of course you would have had a lot more to spend if the govern-

ment hadn’t already taken  its  share of your pay before you even saw your paycheck. 

    Let’s start with what is, by far, our most important purchase—a home. Once that 

purchase is made, you’re committed to making mortgage payments, real estate taxes, 

heating bills, homeowner’s insurance, upkeep, and repairs. Back in 1949, the average 

30-year-old head of household needed to spend just 14 percent of his paycheck to make 

the payments on his home. By 1970 it took more than 21 percent of his paycheck to pay 

for that home. And today the average 30-year-old has to shell out more than 40 percent 

of his take-home pay. 

    The American dream has gradually become a fi nancial nightmare. I recently asked 

my students how many cars their families owned. The majority owned three or four. 

    Suburban sprawl has almost completely obviated the use of mass transit. The trip to 

work, to school, to the store, to little league practice, and to virtually anywhere else must 

be made by car. The cost of car payments, insurance, gas, maintenance, and repairs takes 

another large chunk—often more than 25 percent—out of the typical suburban family’s 

income. So it’s no wonder that most households depend on two full-time incomes, and 

often one or two additional part-time incomes as well. 

    Elizabeth Warren and Amelia Warren Tyagi maintain that most middle-class families 

with children are caught in  The Two-Income Trap . Even with two wage earners, families 

today are worse off than families supported by just one wage earner 30 years ago.  

 The average two-income family earns far more today than did the single-breadwinner 

family of a generation ago. And yet, once they have paid the mortgage, the car payments, 

the taxes, the health insurance, and the day-care bills, today’s dual-income families have 

 less  discretionary income—and less money to put away for a rainy day—than the single-

income family of a generation ago. 6 

      What happened between the early 1970s and today? Warren and Tyagi explain that 

millions of stay-at-home moms were compelled to enter the labor force to ensure that their 

children would live in safe neighborhoods and go to decent schools. A bidding war for 

housing in desirable suburban neighborhoods drove up the price of housing by 70 percent 

after allowing for infl ation. So even though the two-wage-earner families today are bring-

ing home 75 percent more than what one-wage-earner families brought home 30 years ago, 

they have less discretionary income. Nearly three-quarters of their income is earmarked for 

fi xed expenses—mortgage, child care, health insurance, car(s), and taxes. Back in the early 

Elizabeth Warren and Amelia 
Warren Tyagi

6Elizabeth Warren and Amelia Warren Tyagi, The Two-Income Trap (New York: Basic Books, 2003), p. 8.
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1970s, the single-income family devoted just 54 percent of its income to fi xed expenses, 

leaving the rest for discretionary spending. In addition, the stay-at-home mom spent a lot 

more time with her children. 

    Who was better off, ask Warren and Tyagi, the one-wage-earner family of the early 

1970s or the two-wage-earner family today?  

 A generation ago, a single breadwinner who worked diligently and spent carefully could assure 

his family a comfortable position in the middle class. But the frenzied bidding wars, fueled by 

families with two incomes, changed the game for single-income families as well, pushing them 

down the economic ladder. To keep Mom at home, the average single-income family must 

forfeit decent public schools and preschools, health insurance, and college degrees, leaving 

themselves and their children with a tenuous hold on their middle-class dreams. 7 

      So what do  you  think? Were families better off in the good old days back in the 

early 1970s than they are today? How well off are  your  parents compared to their own 

parents 30 years ago?       

  Why Do We Spend So Much and Save So Little?   

 It may sometimes be expedient for a man to heat the stove with his furniture. But he 

should not delude himself by believing that he has discovered a wonderful new method of 

heating his premises. 

 –Ludwig von Mises, early 20th-century Austrian economist–  

   Americans have been on a spending binge these last 30 years. In fact, the national 

motto might well be “Buy now, pay later,” “Shop till you drop,” or “We want it all, 

and we want it now!” The “me generation” has had a fascination for every conceivable 

type of electronic gadget, has had to buy new wardrobes every six months as the 

fashions change, and has had to drive the latest-model, fully loaded luxury foreign car. 

In fact, much of what we buy is made by foreigners. Murray Weidenbaum, who served 

as President Ronald Reagan’s fi rst chief economic advisor, summed up our profl igacy 

this way:  

 As citizens of the United States, we are consuming more than we are producing, borrowing 

more than we are saving, and spending more than we are earning. We are rapidly 

approaching the time when we will have to pay the piper.  

    The federal government has actually underwritten our spending binge. Mortgage 

interest and property taxes are fully deductible. So buy a home and charge part of 

your costs to Uncle Sam. And if you need to borrow still more money, just take out 

a second mortgage and use this money to fi nance your ever-growing consumption 

expenditures. 

    The tremendous expansion of bank credit cards, installment credit, and consumer 

loans has further fueled the consumer binge of the last dozen years. Every day Americans 

are offered millions of credit cards, whether they asked for them or not. In fact, from 

1990 to 2000 household debt doubled to $7 trillion and doubled again to $14 trillion in 

2008. Some people call credit cards “mall money.” 

    Our saving rate might not have been so low were it not for two factors that have 

become increasingly important over the last fi ve decades—Social Security and wide-

spread home ownership. Most Americans do not feel the pressing need to save for their 

old age because they will receive Social Security benefi ts, not to mention private pen-

sions. Similarly, home ownership is seen as a form of saving, especially during a period 

of rising real estate prices. 

  Today’s family needs at least two 
paychecks just to maintain 
yesterday’s standard of living.  

 —John J. Sweeney 
 President, AFL–CIO 

  Today’s family needs at least two 
paychecks just to maintain 
yesterday’s standard of living.  

 —John J. Sweeney 
 President, AFL–CIO 

  It seems a lot of trouble if, 
instead of having to earn money 
and save it, you can just go and 
borrow it.  

 —Winston Churchill 

  It seems a lot of trouble if, 
instead of having to earn money 
and save it, you can just go and 
borrow it.  

 —Winston Churchill 

  Nobody goes to the mall 
anymore because they’re too 
crowded.  

 —Standard retail industry joke 

  Nobody goes to the mall 
anymore because they’re too 
crowded.  

 —Standard retail industry joke 

Murray Weidenbaum, President 
Reagan’s fi rst chief economic 
advisor

7Warren and Tyagi, op. cit., p. 9.
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    Bruce Steinberg, a Merrill Lynch economist, takes a contrarian view, by claiming that 

the savings rate is badly biased downward. His view was summarized by  BusinessWeek:  8 

   In calculating the rate, he notes, the government inconsistently subtracts capital-gains taxes 

from income while failing to count as income the gains on which those taxes are paid .

  If realized capital gains were counted as income (which is how most people see them), 

Steinberg fi gures the current savings rate would be 10 percent—close to its historic level. 

In other words, people have not been dipping into their unrealized capital gains, as some 

charge.  

    Finally, before we are  too  critical of our spendthrift ways, we need to ask ourselves 

 what  are we consuming. For example, how much of  your  income, not to mention that 

of your parents, goes toward your education? Although spending on education is classi-

fi ed as consumption, wouldn’t it make sense to classify it instead as an investment (one 

of the main topics of the next chapter)? 

    So if we consider all of these mitigating factors, we may conclude that while our 

savings rate is quite low, it is not really as low as it looks. Which may be a lot like 

saying, Mrs. Jones, your son failed all his exams, but on each one he did manage to 

score in the mid-fi fties. 

    How  have  we been able to put off paying the piper for so long? By borrowing. As 

individual consumers, we borrow; as giant corporations, we borrow; and as the federal 

government, we borrow. And who lends us this money? Increasingly, the answer is 

foreigners. 

    So far I’ve described the American consumer as someone who leaves the mall only 

to work and sleep. But most middle-class Americans, especially couples with children, are 

hard-pressed to make ends meet. They might have a nice suburban house and a couple of 

cars, but they may have a real struggle to make ends meet. And so we ask, Is the consumer 

really king?  

     Total Saving: Individual Saving 1 Business 
Saving 1 Government Saving  

 Every economy depends on saving for capital formation. That saving is the total of 

individual saving, business saving, and government saving. 9  We’ve seen that individual 

saving has dwindled in recent years. Businesses set aside savings in the form of depre-

ciation allowances and retained earnings, while our local, state, and federal governments 

save by running surpluses and dissave by running defi cits. 

    As you can see in  Figure 10 , the decline in household saving between 1993 and 2000 

was offset by a sharp rise in government saving and business saving. But since 2001, 

while personal savings continued its decline, government saving fell too. Indeed, both 

government and personal saving were both negative in 2005, dragging down the gross 

savings rate. 

        Until the recession of 1981–82, as a nation we generally saved about 20 percent of 

our gross national income. Except for a surge in gross saving in the mid-to-late 1990s, 

it has trended downward. By 2007 our gross saving rate was just 13 percent. This was 

not nearly enough to fund business investment needs as well as to fi nance the federal 

budget defi cit. Since Americans were not saving enough, we have needed to borrow 

$2 billion a day from foreigners. But what if some day foreigners refuse to lend us any 

more money? Clearly we cannot continue spending more than we earn, whether as indi-

viduals or as a nation.  

  A penny saved is a penny earned.  
 —Benjamin Franklin 

  A penny saved is a penny earned.  
 —Benjamin Franklin 

8“Are Americans Spendthrifts?” BusinessWeek, November 22, 2000, p. 18.
9Government saving 5 federal surplus (or defi cit) 1 state and local surplus.

sLa75799_ch05_095-120.indd Page 114  4/12/08  9:31:32 AM user-s206sLa75799_ch05_095-120.indd Page 114  4/12/08  9:31:32 AM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08
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 Current Issue: The American Consumer: 
World-Class Shopper 

How does our consumption spending compare with that of the citizens of other countries? 

You won’t be too surprised to learn that as consumers, we are in a league of our own. While 

consumption accounts for just over 70 cents of every dollar of our GDP, in most other rich 

countries consumption spending accounts for less than 60 cents (see Figure 11).

  There is no question but that the American consumer is the prime mover not just of our 

economy, but of the world economy as well. As any business owner will tell you, you can’t 

run a business without buyers for your goods or services. 

  So despite all the terrible things I’ve said about the spendthrift American consumer 

in this chapter—Born to shop. Shop till you drop—it’s the consumer who makes our 

economy go. 
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Figure 10

Savings as Percentage of GDP, 1959–2007
Personal saving has been on the decline since the mid-1980s, while government saving (by the federal, state, 
and local governments), which was negative for most of the 1980s and 1990s, became positive in the late 
1990s when the federal government went from huge budget defi cits to huge surpluses. Now, as the federal 
budget defi cits mount, government saving is once again sinking below 0. By far, the most important 
component of national saving is business saving. Indeed, business saving is responsible for virtually our 
entire national saving.

Source: Survey of Current Business, January 2008.
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Private Consumption as 

percentage of GDP, Selected 

Countries 2006
Sources: CEIC; OECD; World Bank; The 
Economist estimates; see The Economist, 
October 13, 2007, p. 90.
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  Because the United States has the largest consumer market in the world, it has been 

targeted by foreign sellers, especially the Japanese and Chinese. Selling to America made 

possible the Japanese economic miracle in the decades after World War II, when Japanese 

industry was being rebuilt and its home market had relatively low purchasing power. Japan 

was able to sell us black and white TVs, then color TVs, cameras, VCRs, stereos, and cars. 

The American consumer helped fi nance the Japanese recovery. 

  China, which had maintained a growth rate of about 10 percent over the last 25 years, 

also hitched its economic wagon to the American market. Again, it was the American 

 consumer buying microwave ovens, TVs, apparel, shoes, toys, personal computers, and 

consumer electronics that enabled China to lift itself by its own bootstraps. Today, the Chinese 

run such huge trade surpluses with us that they can fi nance most of our federal budget 

defi cit. 

  So while all this spending may be putting us more and more into the debt of foreigners, 

it is doing wonders for China, Japan, South Korea, Canada, Mexico, and other countries 

running large trade surpluses with the United States. Were you to ask economists in these 

nations about the level of consumption spending in the United States, most of them would 

probably say it was just fi ne, thank you.      

  Questions for Further Thought and Discussion  

   1.   Explain the relationship between consumption and saving.  

   2.   Explain the difference between autonomous consumption and induced consumption.  

   3.    Explain how the stock of consumer durables in the hands of consumers and credit 

availability each affect the level of consumption.  

   4.    Since the 1950s a massive shift in consumption patterns with respect to nondurable 

goods and services has taken place. What is this shift and how can it be explained?  

   5.   How little do Americans save? Why do they save so little?  

   6.    How is it possible for a nation’s consumption to sometimes exceed its disposable 

 income?  

   7.    The marginal propensity to consume (MPC) for a nation is .85. Explain what this 

means.  

   8.    Why is the demand for consumer nondurable goods more stable than that for 

 consumer durable goods?  

   9.    How much was our APC and APS in 2007? (Hint: Look at  Figure 1  near the 

 beginning of this chapter.)  

   10.     Practical Application:  If you had the power to write laws, how would you provide 

 incentives to encourage Americans to save more?    
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  Multiple-Choice Questions  

Circle the letter that corresponds to the best answer.  

   1.   Since 1955 Americans have been spending   

. ( LO5 )  

  a)   a larger percentage of their incomes on services  

  b)   a smaller percentage of their incomes on services  

  c)    about the same percentage of their incomes on 

services    

   2.   When the C line crosses the 45-degree line, saving is   

. ( LO5 ,  6 )  

  a)   positive  

  b)   negative  

  c)   zero  

  d)    impossible to calculate because there is not 

enough information to know    

   3.   When disposable income is zero,   . ( LO 9 )  

  a)    autonomous consumption is equal to induced 

consumption  

  b)    autonomous consumption is equal to total 

consumption  

  c)    induced consumption is equal to total 

consumption    

   4.   The minimum amount that people will spend even if 

disposable income is zero is called    

consumption. ( LO9 )  

  a)   autonomous  

  b)   induced  

  c)   total    

   5.   According to the permanent income hypothesis, if a 

person received a windfall of $100,000, he would 

  spend    that year. ( LO8 )  

  a)   some of it    c)  nearly all of it

  b)   most of it     d)   all of it    

   6.   As disposable income rises,   . ( LO5 ,  9 )  

  a)   autonomous C rises   c)   induced C rises    

  b)   autonomous C falls     d)   induced C falls    

 
 Workbook for Chapter 5 

Name    Date 

   7.   The largest component of GDP is . ( LO5 )  

  a)   net exports    c)  consumption

  b)   investment     d)   government purchases    

   8.   The largest component of C is   . ( LO5 )  

  a)   durable goods  

  b)   services  

  c)   nondurable goods    

   9.   The consumption function tells us that, as income 

rises, consumption   . ( LO5 )  

  a)   declines  

  b)   remains the same  

  c)   rises more slowly than income  

  d)   rises more quickly than income    

   10.   When income levels are very low, C is 

    . ( LO5 )  

  a)   zero  

  b)   lower than income  

  c)   higher than income    

   11.   When income is equal to consumption, saving is     

. ( LO5 ,  6 )  

  a)   negative  

  b)   zero  

  c)   positive  

  d)    impossible to calculate because there is 

insuffi cient information    

   12.   Which of the following relations is  not  
correct? ( LO1 ,  3 )  

  a)   MPC 1 MPS 5 1  d)  1 2 APS 5 APC  

  b)   APC 1 APS 5 1  e)  1 2 MPC 5 MPS  

  c)   MPS 5 MPC 1 1            

   13.   Induced consumption expenditures 

    . ( LO9 )  

  a)   fall as income rises  

  b)    are always equal to autonomous consumption 

expenditures  
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  c)   plus saving equals total consumption expenditures  

  d)    represent consumption that is independent of 

income  

  e)   are infl uenced mainly by income    

   14.   Autonomous consumption expenditures are     

. ( LO9 )  

  a)   equal to induced consumption expenditures  

  b)   proportional to disposable income  

  c)   not infl uenced by income  

  d)   infl uenced primarily by the saving function    

   15.   The average propensity to save     . ( LO2 )  

  a)   is disposable income divided by savings  

  b)    is a measure of the additional saving generated by 

additional income  

  c)   is negative at very high income levels  

  d)    varies directly with income; as income rises, the 

APS rises    

118

   17.   Consumption is equal to 5,000 at a disposable income 

of     . ( LO5 )  

  a)   $2,000 billion  d)  $8,000 billion  

  b)   $4,000 billion    e)  $10,000 billion

  c)   $6,000 billion            

   18.   When disposable income is $2,000 billion, 

consumption is     . ( LO5 )  

  a)   2$3,500 billion    d)  $3,500 billion

  b)   0   e) $4,000 billion

  c)   $2,000 billion              

   19.   Which is the most accurate statement? ( LO10 )  

  a)    The American personal savings rate would be 

higher if we counted capital gains as income 

which is not spent.  

  b)    An average propensity to save of .02 means that 

only 2 percent of the population is saving any of 

their income.  

  c)    Our low savings rate is not considered a problem 

by many economists.  

  d)   Our government savings rate is always negative.    

   20.   Our consumption spending tends to rise as the 

stock of liquid assets in the hands of consumers       

 and credit availability 

    . ( LO7 )  

  a)   rises, rises  

  b)   falls, falls  

  c)   rises, falls  

  d)   falls, rises    

   21.   Boyd and Dianne Call earn $100,000 a year. They 

went deeply into debt after paying $75,000 for their 

daughter Chelsea’s wedding and $50,000 for their 

daughter Kaylynne’s sweet sixteen party. Their 

behavior might best be described by 

    . ( LO10 )  

  a)   Milton Friedman  

  b)   John Maynard Keynes  

  c)   Bruce Steinberg  

  d)   Thorstein Veblen    

   22.   As a nation’s income falls, induced consumption     

. ( LO9 )  

  a)   rises  

  b)   falls  

  c)   remains the same    
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Figure 1

Use the data in  Figure 1  to answer questions 16–18.  

   16.   Savings is equal to zero at a disposable income of     

. ( LO6 )  

  a)   0     d)   $6,000 billion  

  b)   $2,000 billion    e)  $8,000 billion

  c)   $4,000 billion        
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   23.   Twenty years from now our disposable income will 

rise from $30 trillion to $31 trillion. What would your 

best guess be as to how much consumption will 

rise? ( LO10 )  

  a)   $50 billion    c)  $950 billion

  b)   $500 billion     d)   $1.05 trillion    

   24.   Which one of the following statements is the most 

accurate? ( LO7 ,  10 )  

  a)    The American consumer was largely responsible for 

Japan’s economic resurgence since World War II.  

  b)    China, as the world’s most populous country, has 

the world’s largest consumer market.  

  c)    Although there are some who call the American 

consumer a world-class shopper, most Americans 

save substantial parts of their incomes.  

  d)    Since we import most of our goods, the American 

economy has only a small impact on the world’s 

other large economies.    

  25.   Which statement is true? ( LO2 ,  10 )  

  a)    Americans save much more of their incomes than 

they did 20 years ago.  

  b)    In 2007 our disposable income was about equal to 

our consumption spending.  

  c)    Although the U.S. does not have the highest 

saving rate in the world, Americans save more 

money than the citizens of every other country.  

  d)   Our APS has been negative since the early 1990s.     

   Fill-In Questions  

   1.   About    percent of what Americans spend 

on consumption is spent on services. ( LO1 ,  5 )  

   2.   The average propensity to consume is found by

dividing    by   . ( LO1 )  

   3.   The APS 1 the APC 5   . ( LO1 ,  2 )  

   4.   The consumption function states that 

  . ( LO5 )  

   5.   Dissaving takes place when   . ( LO5 )  

   6.   Induced consumption is induced by 

  . ( LO9 )  

   7.   According to the saving function, as disposable 

income rises,   . ( LO6 )  
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   8.   The most important determinant of the level of 

consumption is   . ( LO7 )  

   9.   The average propensity to consume in the United

 States today is about   . ( LO1 )  

   10.   1 2 MPS 5   . ( LO3 ,  4 )  

     11. When the C line crosses the 45-degree line, saving is 

equal to . ( LO5 ,  6 )     

 Problems  

   1.   Given the information shown in  Table 1 , calculate the 

APC and the APS. ( LO1 ,  2 )   

TABLE 1   

Disposable Income Consumption

 $10,000 $8,400

      2.   Given the information shown in  Table 2 , calculate the 

MPC and MPS. (Assume disposable income rises 

from $35,000 to $37,000.) ( LO3 ,  4 )  

TABLE 2   

Year Disposable Income Saving

2002 $35,000 $4,600

2003  37,000  5,300

   3.   Using the information in  Figure 2 , how much are 

consumption and saving when disposable income 

is: ( LO5 ,  6 )  

 C Saving  

  a)   1,000         

  b)   2,000        

  c)   3,000           

   4.   Using your answers from question 3 a , calculate the 

APC and the APS. ( LO1 ,  2 )  

sLa75799_ch05_095-120.indd Page 119  4/12/08  9:31:34 AM user-s206sLa75799_ch05_095-120.indd Page 119  4/12/08  9:31:34 AM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08



   5.   Using your answers from questions 3 a  and 3 b , 

calculate the MPC and the MPS when disposable 

income rises from $1,000 billion to $2,000 billion. 

( LO3 ,  4 )  

   6.   Using the data in  Figure 2 , how much is autonomous 

consumption? ( LO9 )  

120

Use the data in  Figure 3  to answer questions 9–12.  

   9.   Determine induced consumption when disposable 

income is: ( LO9 )  

  a)   0  

  b)   $6 trillion  

  c)   $12 trillion    

  10.   When disposable income is $9 trillion: ( LO5 ,  6 )  

  a)   How much is autonomous consumption?  

  b)   How much is total consumption?  

  c)   How much is saving?    

  11.   When disposable income is $12 trillion: ( LO1 ,  2 )  

  a)   How much is the APC?  

  b)   How much is the APS?    

  12.   In problem 11: ( LO3 ,  4 )  

  a)   How much is the MPC?  

  b)   How much is the MPS?     
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   7.   Using the data in  Figure 2 , determine induced 

consumption when disposable income is: ( LO9 )  

  a)   $1 trillion  

  b)   $2 trillion  

  c)   $3 trillion    

   8.   If C is $4 trillion, disposable income is $5 trillion, 

and autonomous consumption is $3 trillion: ( LO9 )  

  a)   How much is saving?  

  b)   How much is induced consumption?  

  c)   How much is the APS?  

  d)    If the APS falls by .01, how much (in dollars) does 

saving fall?    
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   Chapter 6 

  A
 re you ready for two very easy questions? (1) Which country produces more goods 

and services than any other? (2) Which country has more capital than any other 

country? The answer to each question is the United States. Do you think there’s 

some kind of connection between our having the most capital and producing the most 

output? The connection is very simple: The main reason we are able to produce so much 

is because we have so much capital. 

  Unlike in Vietnam, Cuba, North Korea, and dozens of other communist and social-

ist nations, most investment in the United States is carried out by private business fi rms 

rather than by the government. That investment consists of the production of new plant 

and equipment, residential housing, and additions to our inventories. 

 The Business-Investment Sector  

   1.   The three types of business fi rms.  
   2.   How investment is carried out.  
   3.   The difference between gross 

investment and net investment.  

   4.   How capital is accumulated.  
   5.   The determinants of the level of 

investment.  
   6.   The graphing of the C 1 I line.   

  LEARNING OBJECTIVES  

 In this chapter you’ll learn:  

    Proprietorships, Partnerships, and Corporations  

 There are three types of business fi rms in the United States. Proprietorships are owned 

by individuals and are almost always small businesses. Partnerships, which are also usu-

ally small, are owned by two or more people. There are relatively few large businesses 

in our country, and virtually all of them are corporations. Most corporations, like most 

businesses, are small.  

 The Proprietorship 

 A typical proprietorship would be a grocery, a barbershop, a candy store, a restaurant, a 

family farm, or a fi lling station. Chances are, nearly all of the places in the neighborhood 

where you shop are proprietorships. 

    To start a proprietorship, a person simply decides to go into business, either opening 

a new fi rm or taking over an existing one. With a proprietorship, there are fewer legal 

complications than with any other form of business organization. Another advantage is 

  Most businesses are small.    Most businesses are small.  

  121
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122 C H A P T E R  6

that you are your own boss. You don’t have to consult with other owners, partners, or 

stockholders. Finally, there are tax advantages. A proprietor’s income is taxed only 

once—when she or he pays personal income tax. But if the same fi rm were to incorpo-

rate, its income would be taxed twice—once as the income of the fi rm (the corporate 

income tax) and again as the personal income of the owner. 

    A proprietorship has three disadvantages. First, the entire burden of running the 

company falls on one person’s shoulders. Second, the owner may be sued for everything 

she has if the business is sued. And third, it’s a lot harder for one person, rather than 

two or more people, to raise capital.   

 The Partnership 

 Two or more people can form a partnership. Although the typical partnership has two 

people, some law and accounting fi rms have hundreds of partners. Two key advantages 

of forming a partnership are being able to raise more capital and to divide the work and 

responsibility of running the business. 

    A typical division of labor between partners would be production and sales, or, in 

the parlance of business, inside and outside. The advantages of forming a partnership 

must be weighed against two basic disadvantages. The fi rst is that the partnership must 

be dissolved when one of its members dies or wants to leave the business. A second 

disadvantage is that of unlimited liability. 

    Both proprietors and partners are liable for all debts incurred by their businesses. 

For example, if the fi rm is sued for negligence, the owners are personally liable to pay 

the amount awarded if the fi rm cannot do so. If one partner absconds with funds, the 

other partners may lose their homes and cars even though they were innocent victims. 

The way to avoid ever having to face this dilemma is to incorporate.   

 The Corporation 

 The key advantage of the corporation is limited liability. That is, each owner’s liability 

is limited to the amount of money he has invested in the business. If there’s a negligence 

suit or someone absconds with funds, the most you can lose is your investment. No one 

can touch your house, car, or any other personal property. 

    A corporation is a legal person. As such, it can sue and be sued. What is signifi cant 

about this attribute is that the people who own the corporation—the stockholders— cannot 

be sued no matter how grievous the transgressions of the corporation. However, the courts 

have, on occasion, found stockholders liable (for example, when stockholders form a 

corporation for fraudulent purposes). 

    A second advantage of a corporation is its potentially perpetual life. While a partner-

ship must be dissolved when one of the partners leaves the business, a corporation can 

continue indefi nitely: The stock owned by the principal who wants to pull out is pur-

chased by someone else. In the case of large, publicly held corporations, such transac-

tions take place routinely at the major stock exchanges. 

    A third advantage is paying lower federal personal income tax. If you’re a small 

business owner making at least $40,000, says Judith McQuown, author of  Incorporate 
Yourself,   1     you can actually save on your taxes by incorporating.2 You can fi nd all of this 

spelled out in McQuown’s book, and, if you decide to incorporate, you’ll want to hire 

an accountant to calculate your tax savings.

       Still another advantage of incorporating is that the company can sell stock to the 

public to raise more money. Because the owners have limited liability and the fi rm itself 

  Advantages of a partnership    Advantages of a partnership  

  Disadvantages of a partnership    Disadvantages of a partnership  

  The main advantage to 
incorporating is limited liability.  
  The main advantage to 
incorporating is limited liability.  

  Corporation: An ingenious 
device for obtaining individual 
profi t without individual 
responsibility.  

 —Ambrose Bierce, 
  The Devil ’ s Dictionary  

  Corporation: An ingenious 
device for obtaining individual 
profi t without individual 
responsibility.  

 —Ambrose Bierce, 
  The Devil ’ s Dictionary  

1Judith McQuown, Inc. Yourself: How to Profi t by Setting Up Your Own Corporation, 9th ed. (New York: 
Broadway Books, 1999).
2In 2003 Congress passed a law which largely eliminated “double taxation” of corporate profi ts (until then 
corporate profi ts were subject to the federal corporate income tax and the federal personal income tax).

sLa75799_ch06_121-144.indd Page 122  4/12/08  9:18:57 AM user-s206sLa75799_ch06_121-144.indd Page 122  4/12/08  9:18:57 AM user-s206 /Volumes/MH-BURR/MHBR019/MHBR019-06/Volumes/MH-BURR/MHBR019/MHBR019-06



The Business-Investment Sector 123

has ongoing life, the corporation is in a better position than the proprietorship or partner-

ship to go to the public to raise funds. 

 Of course, only a tiny fraction of all corporations ever go public. Nearly all are 

relatively small businesses that are completely owned by a few individuals. (See the box, 

“Small Corporations.”) 

    The largest 10 corporations are shown in  Table 1 . Who’s number one? It’s Wal-Mart, 

with sales of $347 billion. 

    How do the largest American fi rms stack up against the largest fi rms in the world? 

As you can see in  Table 2 , Wal-Mart is also the world’s largest company, and overall, 

there are fi ve American fi rms among the top ten (counting DaimlerChrysler, which sold 

off Chrysler in 2007). 

 There are two disadvantages to incorporating. First, you have to have papers drawn 

up and pay a fee for a charter. The expense of doing this varies, but most states charge 

fi ling fees of less than $200. A second disadvantage is that you will have to pay federal, 

and possibly state, corporate income tax. Although the rates are very low for small cor-

porations, those with profi ts of more than $10 million must pay 35 percent of anything 

above that amount to the Internal Revenue Service.  3   Because most corporations are very 

small, 60 percent paid no corporate income tax in 2007.

    The box titled, “The Hybrid Varieties” describes companies that are a cross between 

partnerships and corporations. 

  Most corporations are small 
fi rms.  
  Most corporations are small 
fi rms.  

  Two disadvantages to 
incorporating  
  Two disadvantages to 
incorporating  

The typical corporation is very small, like the old North 

American Uniform Cap Corporation. Although the com-

pany had a rather impressive name, its offi cers were 

Jonas Lewy, president; Nadja Lewy, vice president; and 

their son, Henry Lewy, secretary-treasurer. They ran 

their business out of a tiny loft in Manhattan’s garment 

district, sewing up work caps, military caps, and what 

are now called “gimme caps.” They had about a half-

dozen sewing machines, and Henry’s parents—the pres-

ident and the vice president—operated two of them. 

During the “busy season,” they hired another three or 

four operators.

 The North American Uniform Cap Corporation 

never grew into a large enterprise, although the Lewys 

were always waiting for that one big order—like maybe 

a few million caps for the Chinese Peoples Liberation 

Army. But the big order never came, and, like 85 per-

cent of all corporations, North American Uniform Caps 

never managed to do a million dollars worth of business 

in a single year.

Small Corporations

TABLE 1 The Top Ten in U.S. Sales, 2006

RANK
2006 (in billions of $)

 1 EXXONMOBIL $347

 2 WAL-MART STORES 351

 3 GENERAL MOTORS 207

 4 CHEVRON 201

 5 CONOCOPHILLIPS 172

 6 GENERAL ELECTRIC  168

 7 FORD MOTOR  160

 8 CITIGROUP 147

 9 BANK OF AMERICA 117

10 AMERICAN INTERNATIONAL GROUP 113

Source: www.fortune.com

3Corporations earning smaller profi ts pay lower rates.

sLa75799_ch06_121-144.indd Page 123  5/10/08  8:00:57 PM user-s208sLa75799_ch06_121-144.indd Page 123  5/10/08  8:00:57 PM user-s208 /Users/user-s208/Desktop/Slavin/Users/user-s208/Desktop/Slavin

http://www.fortune.com


    Given the advantages of incorporating, one may ask (as I did in the accompanying 

box), “Why Did Incorporation Come So Late to Islamic Middle-Eastern Nations?” As 

you’ll see, the reasons may be traced back many centuries. 

    How easy is it to form a corporation? In most states it can be done in a matter of days 

and might cost a few hundred dollars. But in Austria, setting up any new business takes 

about six months and costs nearly $12,000 in offi cial fees. In Mexico, it takes “only” four 

months and costs about $2,500. And in Egypt and Bolivia, the cost of setting up a business 

adds up to more than double the per capita income, while in Chad it’s triple that fi gure. 

    It takes about fi ve days to register and launch a new business in the United States, 

but considerably longer in most poorer nations. For example, it takes an average of 

79 days in Belarus, 146 days in Angola, and an average of 203 days in Haiti. And once a 

business has managed to open, the regulatory burdens that poor countries have in place 

make it diffi cult to get credit, register property, or hire and fi re employees. So despite 

our governmental reputation for red tape, you  ain’t  seen nothing until you try starting a 

business in Chad, Burkina Faso, or Bangladesh.  

      Fortune,  which compiles both sales and profi ts, updates its top 500 list every July. You 

can fi nd the full list at  www.fortune.com.  Click on “Fortune 500.”    

on the webon the web

Some companies seem to fall into the cracks between 

partnerships and corporations. There are limited part-

nerships, which not only avoid paying corporate income 

taxes but, as their name implies, also minimize legal risk 

to their investors. There are S corporations—named 

 after the subchapter of the Internal Revenue Code that 

authorizes them—which offer their shareholders limited 

liability and pay no corporate income tax. Since 1988, 

the Internal Revenue Service has also authorized limited 

liability companies, which have the legal insulation of a 

corporation and the preferred tax treatment of a limited 

partnership.

 You can also form a limited liability company, or lim-

ited liability partnership, to protect your personal assets if 

your business is sued. A suit can place only the assets of 

your business at risk. Between 1992 and 1994 more than 

40 states—with California a prominent exception—passed 

limited liability legislation. A limited liability company 

carries the same benefi ts as the S corporation, with taxes 

assessed solely at the individual level; the owners pay per-

sonal income tax on their profi ts but do not have to pay 

corporate income tax.

 But all of this said, these are still the exceptions that 

prove the rule. The vast majority of businessowners incor-

porate to secure limited liability, and are then subject to pay-

ing corporate income taxes. The hybrid entities do provide 

loopholes, but so far only a small minority of business-

owners have crawled through.

The Hybrid Varieties

A D V A N C E D W O R K

TABLE 2 The Top Ten in World Sales, 2006

RANK
2006 (in billions of $)

 1 WAL-MART STORES U.S. $351

 2 EXXONMOBIL U.S. 347

 3 ROYAL DUTCH SHELL Britain/Netherlands  319

 4 BRITISH PETROLEUM Britain  274

 5 GENERAL MOTORS U.S. 207

 6 TOYOTA MOTOR Japan  205

 7 DAIMLERCHRYSLER Germany 190

 8 CONOCOPHILLIPS U.S. 172

 9 TOTAL France 168

Source: www.fortune.com
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 Stocks and Bonds 

 Stockholders are owners of a corporation. Bondholders lend money to a company and 

are therefore creditors rather than owners. This distinction becomes important when we 

consider the order in which people are paid off when the corporation is doing well and 

when it goes bankrupt. 

    There are two types of corporate stock: common and preferred. The advantage of 

owning preferred is that you will receive a stipulated dividend, say 6 percent of the face 

value of your stock, provided there are any profi ts out of which to pay dividends. After 

you are paid, if some profi ts remain, the common stockholders will be paid. 

    Why bother to own common stock? Mainly because only common stockholders may 

vote on issues of concern to the corporation as well as on who gets to run the corpora-

tion. Both preferred and common stockholders own the corporation, or hold equity in 

the company, but only common stockholders vote. 

    Bondholders are creditors rather than owners of a corporation. Like the preferred 

stockholders, they must be paid a stipulated percentage of the face value of their bonds, 

say 8 percent, in the form of interest, but they must be paid whether or not the company 

makes a profi t. In fact, the interest they receive is considered one of the costs of doing 

business. And should a company go bankrupt, the bondholders, as creditors, have to be 

paid off before the owners of preferred and common stock see any money.   

 Capitalization and Control 

 A corporation’s total capital, or capitalization, consists of the total value of its stocks 

and bonds. For example, a $4 billion corporation may have $1 billion in bonds, $500 mil-

lion in preferred stock, and $2.5 billion in common stock. Similarly, a corporation with 

$200 million in bonds, $100 million in preferred stock, and $300 million in common 

stock would be capitalized at $600 million. 

    One might ask how much money would be needed to gain control of a large corpo-

ration. Let’s consider a corporation that’s capitalized for $500 million—$300 million in 

bonds, $120 million in preferred stock, and $80 million in common stock. Theoretically, 

you would need slightly over $40 million, or 50 percent plus one share of the common 

stock. 

    But most large corporations are rather widely held; that is, there are many stockhold-

ers with only a few holding even 1 percent. Furthermore, many stockholders either don’t 

bother to vote their shares or they give proxies to others who will. Usually, then, holding 

about 5 percent of the common stock of a company will be suffi cient for control. So, in 

this case, by holding $4 million worth of common stock (5 percent of $80 million), you 

should be able to control this $500 million corporation. 

    Now let’s work out a problem testing your knowledge of capitalization and control: 

If the XYZ corporation has $4 billion in preferred stock, $6 billion in common stock, 

and $3 billion in bonds: ( a ) How much is its capitalization? ( b ) Theoretically, how much 

would it take to control it? ( c ) Practically speaking, it may take only about how much 

to control it? 

    Work out your answers here: 

   Solutions:     ( a ) $4 billion 1 $6 billion 1 $3 billion 5 $13 billion  

  ( b ) $6 billion 3 .50 5 $3 billion, or, technically speaking, $3 billion 1 $1  

  ( c ) $6 billion 3 .05 5 $300 million  

Two types of stockTwo types of stock

      Bondholders are creditors—not 
owners.  
      Bondholders are creditors—not 
owners.  
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While the corporation is the dominant form of enter-

prise in the industrialized world, it is a very new devel-

opment in the Islamic Middle East, where small and 

very temporary partnerships have been the dominant 

business form for centuries. This raises two questions: 

(1) Why did corporations develop earlier in Western 

Europe and North America? (2) What have been the 

consequences of these very different histories?

 The rules set forth by Islamic lawmakers for form-

ing and executing partnerships were shaped by the needs 

of the mercantile class during the 7th to 10th centuries. 

These rules strongly affected Middle-Eastern economic 

development—or the lack thereof—over the next millen-

nium. Timur Kuran explained this long-lasting effect:

[T]he Islamic jurists treated the needs of the 
mercantile community as fi xed. Given the 
sacredness of Islamic law the presumption of fi xity 
meant that while several generations of merchants 
left their mark on Islamic commercial law, later 
generations were effectively prevented from revising 
the corpus of that law in accordance with changing 
economic conditions.*

 Because every Islamic partnership ended with 

the death of any of its members, after each death a 

new partnership had to be negotiated. As Kuran noted, 

“Every additional partner raised the risk of premature 

liquidation by increasing the probability of a partner 

dying before the termination of the contract period. This 

situation obviously fostered [an] incentive to keep part-

nerships small.”†

 Such a fi rm would have great diffi culty hiring employ-

ees, borrowing money, or raising capital from its partners. 

And so, the typical Islamic partnership consisted of just 

two members, who pooled their resources for perhaps a 

single trade mission. This tradition continued throughout 

most of the Middle East until well into the 20th century.

 By the 13th century, Italian fi nanciers were forming 

partnerships that lasted for many years, and did not dis-

solve with the death of a member. Between the 16th and 

18th centuries, the great European trading organizations 

evolved from large and durable partnerships into 

joint-stock companies, the forerunners of the modern 

corporation.

 Large accumulations of wealth were channeled into 

large European corporations. These accumulations were 

made possible by the inheritance laws of Western 

Europe. Let’s see how Islamic and Western inheritance 

laws differed.

 The Koran specifi ed that at least two-thirds of an 

estate be divided among the deceased’s spouse, sons 

and daughters, parents and grandparents, brothers and 

sisters, and possibly even distant blood relatives. This 

led to an equalization of wealth. On the downside, it 

Why Did Incorporation Come So Late to Islamic Middle-Eastern Nations?

    Many economists believe that you really need to hold about 10 percent of the com-

mon stock to be assured of control. In  that  case, we have: $6 billion 3 .10 5 $600 million. 

So to be fair, we would have to accept an answer to question (c) of either 5 percent of 

the common stock or 10 percent of the common stock. Or, for that matter, any percent-

age between 5 and 10.   

 The Business Population 

 There are over 30 million business fi rms in the United States—almost one business for 

every ten people. As you’ll notice in panel ( a ) of  Figure 1 , 72 percent of all American 

businesses are proprietorships. In panel ( b ), you’ll see that corporations account for 

82 percent of sales.    

  Investment  

 Investment is really the thing that makes our economy go. When we have prosperity, 

investment is high and rising. And when we’re in a recession, it is low and falling. Let’s 

defi ne investment and then see how it varies. 
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hindered efforts to keep property intact over time, and 

also prevented great accumulations of wealth, which 

might have been channeled into capital formation.

 Although there was a wide diversity of inheritance 

rules throughout pre-modern Europe, Timur Kuran 

wrote that these rules differed from the Islamic system 

in two critical respects.

First, none defi ne the family as broadly as did the 
Koran; usually they limited the legal heirs to the 
kinship group now known as the nuclear family. 
Second, because Christian canon law did not 
standardize the law of inheritance, practices were 
easier to modify, and attempts at reform were less 
likely to be challenged as sacrilegious. Consequently, 
barriers to keeping estates intact across generations 
were considerably lower in relation to the Middle 
East. From the Middle Ages to recent times, the 
 un-Islamic—and un-modern—devices of 
primogeniture (the preference in inheritance given 
to the oldest son) and ultimogeniture (the preference 
given to the youngest son) enjoyed legal recognition 
in broad stretches of Europe.‡

 Islamic inheritance laws were consistent with the 

economic realities of that time. Most wealth was in the 

hands of traders and nomads, whose possessions con-

sisted of movable and relatively easily partitioned goods, 

such as animal herds and cash. These could be quickly 

and easily divided among the heirs. By contrast, Roman 

and Germanic law developed in heavily agricultural 

societies, whose members sought to keep land in units 

of suffi cient size to sustain a family. Indeed, it was the 

quest for farmland that drove millions of Europeans to 

America, especially during the 19th century.

 Basically, the very different histories of economic 

development in the Middle East and in Western Europe 

and North America can be largely explained by the 

development of very different economic institutions. As 

we’ve seen, the inheritance laws of the West enabled the 

accumulation of large fortunes, which were then invested 

in corporate capital. In the Middle East, while the inher-

itance laws encouraged economic equality, they discour-

aged the accumulation of capital. In addition, the Islamic 

laws governing partnerships discouraged the formation 

of large business enterprises and prevented the advent 

of corporations until well into the 20th century. 

In Western Europe and the United States, unfettered by 

such laws, the corporation became the dominant form 

of business enterprise by the second half of the 19th 

century. It was the large corporation that became the 

engine of economic growth and the facilitator of the 

economy of mass production and mass consumption.

*Timur Kuran, “The Islamic Commercial Crisis: Institutional Roots of 
the Delay in the Middle East’s Economic Modernization,” Research 
Paper No. C01–12, University of Southern California Law School, 
Center for Law, Economics, and Organization Research Paper Series, 
March 2001, p. 7 (http://papers.ssrn.com/abstract_id=276377).
†Ibid., pp. 12–13.
‡Ibid., pp. 29–30.

(a) Percentage of firms (b) Percentage of sales

Proprietorships
72%

Partnerships 9%

Corporations
19%

Corporations
82%

Partnerships 13%

Proprietorships 5%

Figure 1

The Business Population and 

Shares of Total Sales, 2006
Source: Statistical Abstract of the United 
States, 2008.
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        Investment Defi ned 

  Investment  is any new plant, equipment, additional inventory, computer software, or res-

idential housing.  4   Plant includes factories, offi ce buildings, department and other retail 

stores, and shopping malls. Examples of equipment are assembly lines, machine tools, 

display cases, cash registers, computer systems, and offi ce furniture—as long as busi-

nesses purchase them. For example, if you buy a car for your personal use, it’s a con-

sumption expenditure. But if Shell Oil buys a car for its executives to ride around in (on 

company business), then it’s an investment. The key question we must ask is whether 

the purchase adds to a company’s plant, equipment, or inventory. If not, then it’s not 

investment. What if your town buys a new police car or a new PC or puts up a new 

school? Is this investment? Close, but no cigar. When the government makes these pur-

chases, it’s government spending rather than investment. This may sound arbitrary, but it’s 

part of the rules of national income accounting, which we discuss fully in Chapter 9. 

    What if you were to purchase 100 shares of Intel stock? Would that be investment? 

Does that add (directly) to Intel’s plant, equipment, or inventory? It doesn’t? Then it isn’t 

investment. It’s merely a fi nancial transaction. When Intel uses those funds to buy plant, 

equipment, or inventory,  then  it’s investment. 

    Inventory includes goods on store shelves waiting to be sold, cars in a showroom or 

car lot, fi nished goods in a factory waiting to be shipped, and even parts of a product 

ready to be assembled. Business fi rms do not want to hold more inventory than they need 

because that inventory ties up money and also incurs storage costs. Suppose you owned 

a toy store and had sales of $10,000 a week. Would you want to carry an inventory of 

$100,000 toys? Today, with inventory computerization, many fi rms use the just-in-time 

method of inventory control. Faster delivery systems —think of UPS and FedEx—also 

help companies to keep their inventories lower. Stores and factories, many tied to the 

Internet, have found they can cut costs by shrinking the warehouses where they store the 

materials they use in production or the goods they sell later to consumers. 

    Calculating inventory investment is a little tricky. We include only the net change 

from January 1 to December 31 of a given year. For example, how much was inventory 

investment for General Motors in 2003 (using the fi gures in  Table 3 )? 

    How much was GM’s inventory investment in 2003? $25 million? Nope. $395 mil-

lion? Nope. The answer is $10 million. All you have to do is look at the levels of inven-

tory on January 1 and December 31 and calculate the difference. 

    Let’s try another one. Using the data in  Table 4 , calculate the inventory investment 

for Shell Oil in 2004. 

    Your answer should be 2$10 million. Between the fi rst day of the year and the last 

day of the year, the level of Shell’s inventory went down by $10 million. In other words, 

inventory investment was negative. 

    The fact that we can have negative inventory investment is signifi cant. Because 

investment is one sector of GDP, declining inventories will be a drag on GDP. That’s 

what happens during recessions. 

  You are investing if you are 
adding to your fi rm’s plant, 
equipment, or inventory.  

  You are investing if you are 
adding to your fi rm’s plant, 
equipment, or inventory.  

  How to calculate inventory 
investment  
  How to calculate inventory 
investment  

TABLE 3   Hypothetical Inventory Levels 
of General Motors

Date Level of Inventory

January 1, 2003 $120 million

July 1, 2003 145 million

December 31, 2003 130 million

TABLE 4   Hypothetical Inventory Levels 
of Shell Oil

Date Level of Inventory

January 1, 2004 $230 million

May 15, 2004 215 million

September 1, 2004 240 million

December 31, 2004 220 million

4Residential construction does not properly belong in a chapter on business investment, but I am prepared, just 
this once, to dispense with propriety, because I don’t know where else to put it.
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    A glance at  Figure 2  shows just how unstable inventory investment has been over 

the last 45 years. In fact, you’ve probably never been on a roller coaster that had as many 

steep ups and downs as inventory investment. Most of the steep drops are associated 

with recessions, and the years of negative investment (when inventories were being 

depleted) all occurred during recession years—1975, 1980, 1982, 1990–91, and 2001. 

      Investment in plant and equipment, or capital spending, represents the total cost of all 

the new factories and offi ce buildings, machinery, software, computers, and other equip-

ment that companies acquire to produce their goods and services. In the year 2007, capital 

spending was over $1.3 trillion, almost 60 percent higher (in 2007 dollars) than it had been 

just 10 years earlier. Almost half of today’s fi xed investment is in information processing 

equipment and software, in contrast to less than 10 percent in the mid-1980s. 

    Investment in plant and equipment, while it has its ups and downs, is more stable 

than inventory investment. Unlike inventory investment, even in a bad year companies 

will still invest a substantial amount in new plant and equipment, mainly because old 

and obsolete factories, offi ce buildings, and machinery must be replaced. This is the 

depreciation part of investment. 

    A second reason for the stability of plant and equipment investment is that most of it is 

planned years ahead and will be carried out on schedule regardless of what phase the business 

cycle is in. Since this plant and equipment is being built to meet the needs of the years ahead, 

little would be gained by postponing construction for the duration of a recession. 

    A fi nal reason for carrying out capital investment during a recession is that interest 

rates tend to come down at that time. As the cost of borrowing money is a major part 

of construction costs, it can be advantageous to carry out construction projects during 

times of recession. Other resources, too, would tend to be available at lower costs. Each 

of these factors places a fl oor under investment spending during recessionary years. 

    The three reasons for the stability of investment during business downturns were 

overwhelmed by the general economic collapse of the Great Depression. Why replace 

worn-out or obsolete plant and equipment when your plant is half idle? Why carry out 

long-term investment plans when your fi rm may not survive the next few weeks? Why 

bother to borrow at low interest rates when your expected rate of profi t is negative? 

    Investment in plant and equipment plummeted over 70 percent between 1929 and 

1933. While some people believe another depression could happen at any time, we shall 

see in subsequent chapters the country has several safeguards built into its economy to 

prevent a collapse of such proportions. Nevertheless, investment remains the loose can-

non on our economic deck, a destabilizing element that tends to push our economy to 

its highs and lows. 
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Figure 2

Inventory Investment, 1960–2007 

(in billions of 1987 dollars)
This is the most volatile sector of 
investment. Note that inventory 
investment was actually negative 
during recessions in 1975, 1980, 
1982, 1991, and 2001. Notice how 
pronounced the drop was in 2001.

Source: Economic Report of the 
President, 2008; Economic Indicators, 
February 2008.
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    For a majority of American families, their home is, by far, their largest asset. Not 

only is it their largest purchase, but they spend, on average, about 40 percent of their 

income on mortgage payments, real estate taxes, heating fuel, repairs, and upkeep. 

    Residential construction involves replacing our aging housing stock as well as add-

ing to it. During the 25 years following World War II, the United States had a tremendous 

spurt in residential building, as nearly half of the American population moved to the 

suburbs. Today there is continued building, particularly in the outlying areas of the sub-

urbs (the exurbs) 50 to 100 miles from the nearest city, but the postwar housing boom 

has been over for more than 35 years. 

    Residential home building fl uctuates considerably from year to year. Mortgage inter-

est rates play a dominant role. For example, from 1979 to 1982, when mortgage rates 

reached 15 and 16 percent in most parts of the country, new housing starts plunged by 

nearly 40 percent. Another factor that causes steep declines in home construction is 

periodic overbuilding. Once the surplus of new homes on the market is worked off, 

residential construction goes into another boom period. 

    Since the new millennium there was a widespread and growing perception that tens 

of millions of Americans were using their home equities as ATMs to fi nance a huge buy-

ing spree. As long as residential real estate prices were increasing—often at annual rates 

of over 10 percent—homeowners could take out larger and larger home equity loans. 

    But would home prices keep rising at such a fast pace? By mid-2005 there were 

signs that prices were leveling off, and that the so-called housing bubble was about to 

burst. In the face of rising mortgage interest rates, millions of homeowners would be 

unable to meet their monthly payments, and some would even lose their homes. When 

the bubble did burst in 2006, housing prices began falling throughout most of the country. 

Millions of homeowners found that the amount of money they owed on their home mort-

gages was greater than the value of their homes. Many actually walked away from their 

homes, mailing their keys to their mortgage brokers—a phenomenon called “jingle mail.” 

    Residential home building, which went into decline in early 2006, and continued to 

fall well into 2008, pulled down total investment during those years. We’ll talk more 

extensively about the mortgage crisis near the end of Chapter 14. 

    What this all comes down to is that investment is the most volatile sector in the 

economy. Fluctuations in GDP are largely fl uctuations in investment. More often than 

not, the country’s recessions are touched off by declines in investment, and recoveries 

are brought about by rising investment. 

   Why Isn’t Education Spending Classifi ed as Investment? 

 We have defi ned investment as spending on plant, equipment, additional inventory, computer 

software, and residential housing. The rationale for this classifi cation is that these goods all 

contribute to our future standard of living. None is a currently consumed good or service. 

    When you eat a restaurant meal, get a manicure, buy a dress, a camera, or a maga-

zine, you are clearly consuming. But what about all the money you pay out each semes-

ter to attend college? Is that  also  consumer spending? Or would you consider that money 

an investment in your future earning power? Even if you love all your classes and con-

sider these the best years of your life—at least so far—don’t you think that the time and 

money you’re spending now will begin paying off sometime after graduation? And isn’t 

it true that college graduates earn a lot more than high school graduates? 

    Economists consider any spending on a person’s education and training an invest-

ment in her or his  human capital. Human capital is the accumulation of knowledge and 
skills that make a worker productive.  Your college education is certainly adding to your 

stock of human capital. 

    Surely, then, we have a pretty strong case that education spending should really be 

considered as a form of investment. But it isn’t. Because of our extensive public education 

system, the bulk of education spending is classifi ed as government spending, a topic we’ll 

take up in the next chapter. Our national income accounting, which is done mainly by the 

U.S. Department of Commerce, has classifi ed private spending on education as consumption 

spending. Every economics textbook—including this one—conforms to the offi cial 

  Investment is very unstable.    Investment is very unstable.  
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National Income Accounts defi nitions. But if you truly believe, as I do, that education 

spending should be considered an investment, then please write to your congressperson.    

  How Does Savings Get Invested?  

 How  does  savings get invested? A good question. Well, for starters, what do  you  do with 

the money you save? Put it in the bank? Buy stocks? Buy corporate bonds? 

    Nearly all the money that fl ows into the stock market buys stock that has already 

been issued. So you might buy 500 shares of Cisco, but someone else has sold those 

500 shares. However, initial public offerings (IPOs) and new issues of stock raise more 

than $200 billion a year, all of which goes directly to the corporations issuing stock. And 

most of that money fi nances capital spending. 

    If you deposit your money in a bank, much of it will end up being invested by large 

business borrowers. What the banks do is package a large number of deposits into a 

much smaller number of substantial business loans. When IBM, Dell, General Motors, 

and Verizon come calling on their bankers, they’re going to borrow hundreds of millions 

or even billions of dollars—so much, in fact, that loan syndicates of dozens of banks are 

often formed to raise the total amount needed. 

    Corporations also raise a substantial portion of their investment funds internally 

through retained earnings and depreciation (or capital consumption) allowances. 

Retained earnings are the portion of profi ts not paid to the owners of the business. 

Depreciation allowances are the tax-deductible funds that have been set aside to replace 

worn-out or obsolete plant and equipment. Still another important source of investment 

funds comes from abroad (see the box, “Foreign Investment in the United States”). 

    Let’s make a clear distinction between “fi nancial” investment and “real” investment. 

When you buy corporate stocks and bonds, a bank certifi cate of deposit (CD), or any 

other fi nancial security, you may consider that an investment. But economists will tell 

you that while you made a personal fi nancial investment, it was not a “real” investment. 

The only investment that is real to economists is the purchase of a new home or the 

purchase by a business fi rm of new plant, equipment, or inventory. Only “real” invest-

ment is counted in GDP. Suppose you bought 100 shares of Amazon.com, or you invested 

$10,000 in a U.S. Treasury bond, or you bought part of Rockefeller Center. These were 

all investments, right? Wrong! 

  Remember that in economics there are only two types of investment: the purchase 

of (1) new plant, new equipment, and new residential housing, and (2) additional inven-

tory. What about all that money you “invested” in stocks, bonds, and real estate? If those 

aren’t investments, what  are  they? They are fi nancial transactions—mere exchanges of 

Why have foreigners been so happy to invest in 

America? Mainly because of our relatively high 

interest rates. Other important factors are prox-

imity to the huge American consumer market and our 

safe and stable business environment. As our trade def-

icit topped $300 billion in 2000, foreigners have found 

themselves awash in U.S. dollars. Many of those dollars 

were recycled through the purchase of U.S. govern-

ment securities, corporate stocks and bonds, real estate, 

and an increasing amount of direct investment, which 

entailed setting up shop in the United States. A prime 

example of foreign direct investment is the Japanese 

automobile transplants, most signifi cantly Honda, Toyota, 

and Nissan.

 Given our shortage of savings, this infl ow of foreign 

investment has been a tremendous help. Not only has it 

provided needed funds to corporate borrowers and helped 

fi nance most of the federal defi cit, but it has kept interest 

rates from going sky-high. However, a signifi cant side 

effect, which we’ll examine closely in the chapter on 

international fi nance, is the implication of foreign owner-

ship on our national economic sovereignty.

Foreign Investment in the United States
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assets. Now, there’s nothing wrong with these transactions, but they don’t go into GDP. 

And if they don’t, then they’re not investments.

     Gross Investment versus Net Investment  

 In Chapter 9 we will be distinguishing between gross domestic product (GDP) and net 

domestic product (NDP): GDP 2 Depreciation 5 NDP. 

    We can even do a little generalizing now.  Gross domestic product is the sum of 
consumption, gross investment, government purchases, and net exports . And how 

about net national product?  Net domestic product is the sum of consumption, net 
investment, government purchases, and net exports . This leaves us with two simple 

relationships:  

   1.   GDP 2 Depreciation 5 NDP  

   2.   Gross investment 2 Depreciation 5 Net investment   

    Most of us are painfully familiar with the distinction between gross income (what 

your boss says you are earning) and net income (what you actually take home after 

taxes and other deductions). Gross and net investment are parallel concepts. In fact, 

when you subtract depreciation from gross investment, you get net investment. 

    We’ve said that investment is our nation’s expenditure on any new plant, equipment, 

additional inventory, or residential housing. That’s  gross  investment. To get net invest-

ment we need to subtract depreciation on plant and equipment and residential housing. 

(There is no depreciation on inventory accumulation.) 

    Each year our stock of residential housing depreciates by a certain percentage, say 

2 or 3 percent. This depreciation takes place every year even though the market value 

of that housing stock may be rising. What we’re really doing is accounting for the 

physical deterioration of those buildings. Now we’ll take a closer look at depreciation 

on plant and equipment. 

    Let’s say you started the year with 10 machines and bought another 6 during the year. 

Your gross investment would be 6. If 4 machines (of your original 10) wore out or became 

obsolete during the year, your depreciation would be 4. Therefore, your gross investment 

(6) 2 depreciation (4) 5 net investment (2). In other words, you added 2 machines dur-

ing the year, raising your total from 10 to 12. 

    In Chapter 8 we’ll be using an equation for GDP: GDP 5 C 1 I 1 G 1 X n , where 

C is consumption, I is investment, G is government spending, and X n  is net exports 

(exports minus imports). I represents gross investment. From now on, I’ll often refer to 

gross investment with the letter I.   

  Building Capital  

 At the end of Chapter 3, I stressed that capital (plant, equipment, and inventory) is built 

up by producing more, consuming less, or some combination thereof. Suppose you want 

to open a factory with one machine. You have various alternatives. 

    You might be able to borrow the money to buy the machine. But the person from 

whom you borrow has saved this money by not consuming all of his or her income. And 

someone else, who built the machine, spent many hours working on it. 

    Investment, or the building up of capital, takes sacrifi ce. If you decide to save the 

money yourself, you may have to work overtime, take on a second job, or cut back on 

your lifestyle. 

    Finally, if you decide to build the machine yourself, think of all the hours this might 

take you. These are hours you could be working at a paid job, or maybe just lying around 

watching TV. So no matter how you go about building up capital, there’s a great deal of 

sacrifi ce involved. 

  Gross investment 2 
Depreciation 5 Net investment  
  Gross investment 2 
Depreciation 5 Net investment  

  Investment involves sacrifi ce.    Investment involves sacrifi ce.  
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    Essentially, then, to build up our plant, equipment, and inventory, we need to work 

more and consume less. On this all economists agree. But Karl Marx parted company 

with the classical economists of the 19th century when he wrote his landmark  Das 
Kapital . Capital, according to Marx, is created by labor but expropriated by the capitalist, 

the factory owner. He wrote:  

 The owner of the money has paid the value of a day’s labour-power; his, therefore, is the 

use of it for a day; a day’s labour belongs to him. . . . On the one hand the daily sustenance 

of labour-power costs only half a day’s labour, while on the other hand the very same 

labour-power can work during a whole day, that consequently the value which its use 

during one day creates, is double what he pays for that use.  5  

      In other words, if it costs three shillings to keep a person alive for 24 hours and this 

person produces three shillings’ worth of cloth in six hours, pay him three shillings for 

12 hours of work. And if he objects, just tell him to look out the window at the factory 

gate where hundreds of people stand waiting for a chance to have his job. Marx called 

them the reserve army of the unemployed. 

        The Determinants of the Level of Investment  

 Many factors determine the level of investment. We’ll confi ne ourselves to four.  6  

   (1) The Sales Outlook 

 If you can’t sell your goods or services, there’s no point in investing, so the ultimate 

determinant of the level of investment is the business fi rm’s sales outlook. If business is 

good and sales are expected to be strong for the next few months, then business fi rms 

will be willing to take on more inventory. And if sales look good for the next few years, 

additional plant and equipment will probably be purchased.     

 (2) Capacity Utilization Rate 

 The capacity utilization rate is the percentage of plant and equipment that is actually 

being used at any given time. Since it would be virtually impossible to use every single 

factory, offi ce, and piece of machinery day in and day out, we will always have  some  

idle plant and equipment. 

    Generally, manufacturing fi rms use about 80 to 85 percent of their capacity. When 

business really gets good, the capacity utilization rate approaches 90 percent; during 

severe recessions, like those of 1974–75 and 1981–82, this rate dips close to 70 percent 

(see  Figure 3 ). 

    For our purposes, we can count on the capacity utilization rate as an important infl u-

ence on the level of investment in plant and equipment. At high rates, companies have 

considerable incentive to build more plant and equipment because sales are pressing 

against factory capacity. During really bad recessions, when demand is slack, one-third 

of our factories and equipment may be idle. Why build more? 

    We must temper this analysis by taking note of three additional factors. First, it is 

likely that we are understating the capacity utilization rate by counting much obsolete 

or unusable capacity.  7   For example, steel mill and auto plant closings in the early 1980s 

indicated that some of the plant and equipment in those industries had been counted for 

several years when their use was economically unfeasible. Second, manufacturing has 

To invest we must work more 
and consume less.
To invest we must work more 
and consume less.

  You won’t invest if your sales 
outlook is bad.  
  You won’t invest if your sales 
outlook is bad.  

  You won’t invest if you have a 
lot of unused capacity.  
  You won’t invest if you have a 
lot of unused capacity.  

5Karl Marx, Das Kapital, Vol. 1 (New York: International Publishers, 1967), pp. 193–94.
6Additional factors are corporate income tax rates, depreciation allowances, the level of technology, and the 
cost of constructing new plant and equipment.
7Suppose our capacity utilization rate is 80 percent, but 10 percent of our plant and equipment is obsolete or 
unusable. Then our true capacity utilization would be 89 percent (80/90).
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been a shrinking part of our economy for at least four decades. It now accounts for just 

one out of every ten jobs in our economy. 

    Third, the growing importance of imports—along with increasing investment in 

 overseas manufacturing facilities by U.S. multinational corporations—has reduced the 

signifi cance of our capacity utilization rate. To illustrate, let’s suppose that our economy 

is approaching full capacity. Although we may invest in new capacity, we may also 

increase our imports and our multinational corporations may build new manufacturing 

capacity abroad. 

   (3) The Interest Rate 

 The interest rate is the cost of borrowing money. There are actually many different inter-

est rates, depending on a fi rm’s creditworthiness and the size of the loan. 

    Suppose you want to borrow $1,000 for one year and the bank will charge you 

12 percent interest. How much interest will you have to pay if you borrow the $1,000 

for one year? 

    Go ahead. Work it out. 

    I hope your answer is $120. If it isn’t, here’s how to calculate the interest: 

  
 Interest rate 5

Interest paid

Amount borrowed  

    
.12 5 

   x    

$1,000   

    Now, multiply both sides by $1,000: 

  $120 5  x   

    In general, the lower the interest rate, the more business fi rms will borrow. But to 

know how much they will borrow—or whether they will borrow at all in any particular 

instance—we need to compare the interest rate with the expected rate of profi t on the 

investment. 

  You won’t invest if interest 
rates are too high.  
  You won’t invest if interest 
rates are too high.  
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Figure 3

Capacity Utilization Rate in Manufacturing, 1965–2007
Since the mid-1980s, our capacity utilization rate has been below 85. Note that it fell during each recession, 
which is indicated by a shaded area.

Source: Survey of Current Business, March 2008; Business Cycle Indicators, January 2008.
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   (4) The Expected Rate of Profi t 

 Economists are not happy unless they give virtually the same concept at least three dif-

ferent names. Therefore, the expected rate of profi t is sometimes called the marginal 

effi ciency of capital or the marginal effi ciency of investment. We’ll defi ne it this way: 

  
Expected rate of profit 5

Expected profits

Money Invested   

    Now, of course, we have to work out a problem. Here’s an easy one: How much is 

the expected profi t rate on a $10,000 investment if you expect to make a profi t of $1,650? 

You know how things work around here. Do it yourself, then check your result against 

mine. I’m always right. But you can’t be right unless you try. 

  
 Expected rate of profit 5

Expected profits

Money invested   

  
 5

$1,650

$10,000   

   5 16.5 percent   

    The relationship between the interest rate and the expected profi t rate was under-

scored by John Maynard Keynes in his landmark  The General Theory of Employment, 
Interest, and Money . Keynes said that every profi t opportunity would be exploited as 

long as the expected profi t rate (which he called the “marginal effi ciency of capital”) 

exceeded the interest rate: “The rate of investment will be pushed to . . . where the mar-

ginal effi ciency of capital in general is equal to the market rate of interest.”  8  

     Suppose your business fi rm is interested in borrowing $100,000 at the going interest 

rate of 15 percent to buy inventory. If your expected profi t rate is 18 percent, would it 

pay to borrow? In other words, after you paid off the interest, how much money would 

you have left? ($18,000 2 $15,000 in interest 5 $3,000.) You would stand to make 

$3,000 profi t. Of course you would borrow the money. 

    Now we’re ready for an easy three-part problem. Suppose you could borrow money 

at 20 percent interest and someone offered to buy 100 pounds of a certain substance 

from you at $1,300 a pound. It costs you only $1,000 a pound to grow this substance. 

The only problem is that the money you borrow will be tied up for a year until you are 

able to pay it back. 

    Answer yes or no to each of these three questions:  

   1.   Would you accept the deal as it stands?  

   2.   Would the deal be acceptable if the interest rate were 10 percent?  

   3.   Would the deal be acceptable if the interest rate were 30 percent?   

    You stand to make a profi t of 30 percent using borrowed money. From those profi ts, 

you need to pay interest on your loan. If you borrowed the money at ( a ) 20 percent 

interest, you would still have money left over (net profi t) after you paid the interest, so 

it would pay to accept the deal. If you borrowed money at ( b ) 10 percent interest, it 

would be even more profi table than at 20 percent interest. But if you accepted the deal 

at ( c ) 30 percent interest, after you paid the interest from your 30 percent profi t, there 

would be no money left over from your sales. 

    Business fi rms do not always borrow the money that they use for investment projects. 

Actually, American businesses invest hundreds of billions of dollars a year that they have 

accumulated in depreciation allowances and retained earnings.   

  You won’t invest unless the 
expected profi t rate is high 
enough.  

  You won’t invest unless the 
expected profi t rate is high 
enough.  

8John Maynard Keynes, The General Theory of Employment, Interest, and Money (New York: Harcourt Brace 
Jovanovich, 1958), pp. 136–37.

sLa75799_ch06_121-144.indd Page 135  4/12/08  9:19:06 AM user-s206sLa75799_ch06_121-144.indd Page 135  4/12/08  9:19:06 AM user-s206 /Volumes/MH-BURR/MHBR019/MHBR019-06/Volumes/MH-BURR/MHBR019/MHBR019-06



136 C H A P T E R  6

 Why Do Firms Invest? 

 Firms tend to invest when (1) their sales outlook is good; (2) their capacity utilization 

rate is high; (3) interest rates are low; and (4) their expected profi t rate is high. But  why  

do they invest? 

    Some fi rms invest merely to replace worn-out equipment. A related purpose is to 

replace this equipment with equipment that is more technologically advanced. For exam-

ple, an old photocopy machine that did 10 copies a minute may be replaced with a 

high-speed machine that can do more tricks than Houdini. In effect, then, we are replac-

ing machinery and equipment that may not only be dilapidated but obsolete as well. A 

fi rm may have to do this just to keep up with the competition. So, in a large sense, just 

keeping up with current technology requires a substantial amount of investment. 

    A business may also invest to become larger. Of course, the incentive to invest is 

based on the sales outlook. No one will want to grow if it means operating at only 50 percent 

of capacity. In that case, you might be the biggest kid on the block, but you would 

certainly not be the richest— or  the smartest.    

  Graphing the C 1 I Line  

 Do you remember the consumption function from Chapter 5? As income rises, consump-

tion rises, but not as quickly. Do you remember induced consumption? As income rises, 

more consumption is induced. 

     Figure 4  here reproduces the consumption function graphed in Chapter 5. You’ll note 

that, as income rises, the C line slopes upward. Higher income levels induce higher 

levels of consumption. 

    Would it be reasonable to assume that there is a parallel concept of induced invest-

ment? That as income rises, the level of investment rises as well? What do  you  think? 

    At very low levels of income, the country is in a depression. Nobody invests. At 

somewhat higher levels of income, more and more investment takes place, because 
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The Consumption Function
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 The Business-Investment Sector 137

 people are able to save  some  money and those funds are invested. So it would be reason-

able to say that as income rises, higher levels of investment are induced. 

    That would be a reasonable assumption, but we need to keep things simple here, 

because we want to be able to read our graphs easily. So we’re going to assume the 

level of investment stays the same for all levels of income. We know that in the real 

world, as income rises, I rises, but we’re going to trade off some reality for some 

simplicity. 

    So far we’ve had a graph with just two lines—the 45-degree line and the C line, or 

consumption function. From this two-line graph, C and savings could be calculated. To 

calculate I (actually the C 1 I line), a third line is necessary.  Figure 5  graphs a C 1 I 

line, which is drawn parallel to the C line. This is the same graph as in  Figure 4 , with 

the C 1 I line added. 
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Measuring the Level of 

Investment

    The question for you to solve has three parts: How much is I when disposable 

income is  (a)  $1 trillion,  (b)  $4 trillion, and  (c)  $8 trillion? Look at the graph and fi gure 

out the answers. Keep in mind that the C line and the C 1 I line are parallel. 

      Let’s repeat the question: “How much is I when disposable income is ( a ) $1 trillion, 

( b ) $4 trillion, and ( c ) $8 trillion? Since the C line and the C 1 I line are parallel, the 

vertical distance between them remains the same. So I is $1 trillion at every level of 

disposable income. 

    Before you go any further, you need to ask yourself this question: Self, do I really 

know how to measure I, or investment, in  Figure 5 ? If the answer is a defi nite yes, then 

go directly to the next and fi nal section of this chapter, The Summing Up of Investment. 

If you’d like a little extra help, you’ll fi nd it in the box, “Reading the C 1 I Graph.”   

  The Summing Up of Investment  

 We’re fi nally ready to include the last part of investment: residential construction spending. 

The data shown in  Table 5  indicate the relative size of the components of investment. 
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    We mentioned previously that investment is the most volatile sector of GDP. Between 

1991 (a recession year) and early 2000 (about 12 months before 2001 began), real gross 

investment (removing the effects of infl ation) rose every year. Over this 9-year period 

real gross investment more than doubled. But from mid-2000 to late 2001 gross private 

domestic investment fell by 16.5 percent (see top line of  Figure 6 ). 

     Figure 6  summarizes the behavior of the three components of gross investment. 

During the recession of 2001 inventories declined as did nonresidential fi xed investment, 

while residential fi xed investment, stimulated by low mortgage interest rates, rose 

slightly. But the main thing to notice is that gross investment began falling sharply in 

early 2000 and did not begin to recover until late 2001 when the recession ended.      

E X T R A

H E L P
Do you remember how, in the last chapter, we found 

C, or consumption, at various levels of disposable 

income? All we did was take the vertical distance between 

the horizontal axis and the C line. For example, in the 

fi gure shown here, how much is C at a disposable income 

of $4 trillion? It’s just a tad over $2.75 trillion—say 

$2.8 trillion.

 How do we fi nd I? Well, you tell me. How much is 

I, or investment, at a disposable income of $4 trillion? If 

you’re not sure, just guess. Did you come up with about 

$500 billion, or $0.5 trillion? The way we measure I is to 

take the vertical distance between the C line and the C 1 I 

line. At a disposable income of $4 trillion, that vertical 

distance is about two boxes. Since each box counts for 

one-quarter of a trillion dollars (because there are four 

boxes between each trillion dollars), then two boxes equal 

half a trillion dollars, or $500 billion.

 Now we’ll do one more. How much is I when dispos-

able income is $2.5 trillion? Did you get $500 billion, or 

$0.5 trillion? I certainly hope so. Just remember that we 

measure I by taking the vertical distance between the 

C line and the C 1 I line. It’s as easy as counting the 

boxes.

Reading the C 1 I Graph

Figure A
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TABLE 5 Gross Investment, 2007*

Equipment and software 1010

Nonresidential structures 472

Inventory change 3

Residential structures 641

Total 2125

*Numbers don’t add up due to rounding.

Source: Economic Report of the President, 2008, www.bea.gov.
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 The Business-Investment Sector 139

     At the beginning of the chapter we said that the reason the United States is able to 

produce so much is that we have so much capital. But because we save very little, our 

rate of capital formation has been lagging. We have been able to make up for most of 

our savings shortfall by borrowing hundreds of billions of dollars a year from foreigners. 

Not only have they been providing much needed funding for investment, but they have 

also been fi nancing most of our huge and growing federal budget defi cits. In the next 

chapter, we’ll be looking at government spending and taxation. 

    Current Issue: “Benedict Arnold Corporations”? 

 During the 2004 presidential campaign, Senator John Kerry castigated the many large 

companies that were shifting production and jobs abroad, calling them “Benedict 

Arnold corporations.” As you’ll recall, General Benedict Arnold betrayed his country 

by defecting to the British during the American Revolution. Where is the loyalty, Kerry 

asked, of companies that laid off longtime employees, often with little or no notice, 

so that they could cut costs by having their products made in Mexico, China, and other 

low-wage countries? 

 Clearly their loyalty was not to America. So it would be fair to ask: To whom  are  

our corporate leaders loyal? 

 You can probably guess the answer. They’re loyal to their bottom line. They’re in 

business to not just make profi ts, but to maximize those profi ts. The chief executive 

offi cer of every large corporation serves at the pleasure of that company’s board of direc-

tors, which, in turn, is elected by the common stockholders. 

 So what do these folks want above all else? I’ll give you three choices: (1) to be 

fair to their employees; (2) to provide their customers with a great product or service; 

or (3) to maximize their profi ts. 

 Since we all know the answer is number three, it follows that if shifting production and 

jobs abroad is what it takes to maximize profi ts, then that’s what nearly every fi rm will do. 

 So  are  these really Benedict Arnold corporations, betraying loyalties? That depends 

on where a corporation’s loyalties lie. But one thing is perfectly clear: If a corporation 

does not maximize its profi ts, then it is disloyal to its owners.      
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Gross Investment and Its Components, 1995–2007, in 2000 Dollars
Overall investment, nonresidential fi xed investment, and inventories fell during the 2001 recession.

Source: Economic Indicators, February 2008.
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140 C H A P T E R  6

  Questions for Further Thought and Discussion  

   1.    What are the advantages and disadvantages of the corporation as a form of business 

organization?  

   2.    Explain how the capacity utilization rate and the interest rate affect the level of 

 investment.  

   3.   Explain why building up capital takes a great deal of sacrifi ce.  

   4.    The Carolina Textile Corporation is capitalized at $200 million. If you wanted to buy 

control of this company, how much money would you have to spend? Since you don’t 

have nearly enough information to make this decision, just make some reasonable 

 assumption about its bonds, preferred stock, and common stock.  

   5.    What has happened to our personal savings rate in recent years, and how has that 

 affected our level of investment?  

     6.  If you owned a business and were considering increasing your level of investment, 

what would be the most important factor you would consider in determining how 

much you planned to invest? Explain why you chose that factor.  

   7.   Why are virtually all large business fi rms corporations?  

   8.    The Swanson Company, a partnership, was formed in 1999 by Jill Swanson, Jenne 

Swanson, Duke Swanson, Gage Swanson, and Maggie Swanson. In 2000 Holly 

Swanson and Missy Swanson were taken into the partnership. In 2001 Duke Swanson 

left the partnership and Brenda Swanson and Jerry Swanson joined it. In 2002 Jill 

Swanson left the partnership and Buddie Swanson joined it. In 2003 Forrest Swanson 

joined the partnership. Explain why it would have been easier for this company to 

have begun as a corporation rather than as a partnership.  

   9.     Practical Application:  You and three friends have saved $100,000 and decided to 

form a computer repair business. Would you form a partnership or a corporation? 

 Explain why you made this choice.    
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 Workbook for Chapter 6 

Name    Date 

     Multiple-Choice Questions 

 Circle the letter that corresponds to the best answer.  

   1.   In the United States, investment is done   

. (LO2)  

  a)   entirely by the government  

  b)   mostly by the government  

  c)    about half by the government and half by private 

enterprise  

  d)   mainly by private enterprise    

   2.   Which of these is not investment? (LO2)  

  a)   additional inventory  

  b)   the building of a county courthouse  

  c)   the building of a shopping mall  

  d)   the building of an automobile assembly line    

   3.   Which one of these statements is  false ? (LO2)  

  a)    Education spending is not offi cially classifi ed as 

investment spending.  

  b)    Education spending is offi cially classifi ed as 

investment spending.  

  c)    Education spending is classifi ed as a form of 

consumption spending.  

  d)    A case could be made to consider education 

spending as an investment.    

   4.   A business fi rm with one owner is   

. (LO1)  

      a)   a proprietorship     c)   a corporation  

  b)   a partnership     d)   none of these    

   5.   A partnership   . (LO1)  

  a)   must have exactly two owners  

  b)   must have more than two owners  

  c)   must have more than one owner  

  d)   may have more than one owner    

   6.   A key advantage of a partnership over a 

proprietorship is   . (LO1)  

  a)   limited liability  

  b)   division of responsibility  

  c)   perpetual life of the business fi rm  

  d)   none of these    

   7.   A    is a legal person. (LO1)  

  a)   proprietorship     c)   corporation  

  b)   partnership     d)   business fi rm    

   8.   Most corporations are   . (LO1)  

  a)   publicly held     c)   very small  

  b)   very large     d)   none of these    

   9.   Corporations collect about    percent of all 

business receipts. (LO1)  

  a)   10     c)   61  

  b)   32     d)   84    

   10.   A key disadvantage of incorporating is that   

. (LO1)  

  a)   you will have to pay corporate income tax  

  b)   you will have to charge sales tax  

  c)   you will have to sell stock  

  d)    you will have to reorganize the corporation 

whenever an offi cer resigns or dies    

  11.   Corporations are controlled by the 

  . (LO1)  

  a)   employees     c)   common stockholders  

  b)   bondholders     d)   preferred stockholders    

  12.   The last to be paid off, whether the corporation does 

well or goes bankrupt, are the   . (LO1)  

  a)   employees     c)   common stockholders  

  b)   bondholders     d)   preferred stockholders    

  13.   Ownership of a corporation is based 

on   . (LO1)  

  a)   whether you work for the company  

  b)   whether you buy from the company  

  c)   whether you hold the bonds of the company  

  d)   whether you hold stock in the company    

  14.   A corporation’s capitalization is based on all of the 

following except   . (LO1)  

  a)   preferred stock     c)   bonds  

  b)   common stock     d)   sales    
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  24.   During bad recessions, investment in plant and 

equipment will   . (LO5)  

  a)   be negative     c)   fall somewhat  

  b)   fall by around 15–20 percent   d) rise  

  25.   Each of the following is business investment except   

. (LO5)  

  a)   inventory investment  

  b)   investment in new plant  

  c)   investment in new equipment  

  d)   investment in new residential housing    

  26.   Investment will be high when the capacity 

utilization rate is    and the interest rate 

is   . (LO5)  

  a)   high, high     c)   high, low  

  b)   low, low     d)   low, high    

   27.   Our capacity utilization rate is usually between   

. (LO5)  

  a)   10 and 30     c)   50 and 70  

  b)   30 and 50     d)   70 and 90    

  28.   Firms will most likely borrow money for investment 

when   . (LO5)  

  a)   interest rates are low  

  b)   interest rates are high  

  c)    the interest rate is higher than the expected 

profi t rate  

  d)    the expected profi t rate is higher than the 

interest rate    

  29.   Which statement is the most accurate? (LO1)  

  a)   Almost all corporations are very large.  

  b)    If you want to be your own boss and don’t want to 

share any of the decision making, the business 

form that would best suit you is a proprietorship.  

  c)   It is very expensive to form a corporation.  

  d)   Most business fi rms are partnerships.    

  30.   Statement I. Inventory computerization has tended to 

reduce inventory levels.  

  Statement II. Inventory investment tends to rise 

during recessions. (LO5)  

  a)   Statement I is true and statement II is false.  

  b)   Statement II is true and statement I is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    

  15.   Which is not investment? (LO2)  

  a)   the purchase of 100 shares of IBM  

  b)   the construction of a new factory  

  c)   the purchase of a new delivery truck  

  d)   the purchase of inventory    

  16.   Inventory investment is   . (LO2)  

  a)   always positive  

  b)   always negative  

  c)   can be either positive or negative  

  d)   can be neither positive nor negative    

   17.   Inventory investment is   . (LO2)  

  a)   very stable     c)   fairly unstable  

  b)   fairly stable     d)   very unstable    

   18.   During severe recessions, inventory investment is   

. (LO2)  

  a)   negative     c)   fairly high  

  b)   stable     d)   very high    

   19.   Gross investment   . (LO3)  

  a)   plus depreciation equals net investment  

  b)   minus depreciation equals net investment  

  c)   plus net investment equals depreciation  

  d)   equals net investment minus depreciation    

   20.   Each of the following might be used to acquire 

capital except   . (LO4)  

  a)   working more     c)   borrowing  

  b)   consuming less     d)   consuming more    

  21.   Karl Marx said that capital is produced by 

  . (LO4)  

  a)   the worker     c)   the government  

  b)   the capitalist     d)   money    

  22.   Which is the least stable? (LO5)  

  a)   investment in plant and equipment  

  b)   investment in residential housing  

  c)   investment in inventory  

  d)   overall investment    

  23.   Business fi rms invest in plant and equipment 

during recession years for each of these reasons 

except (LO5)  

  a)   interest rates are lower.  

  b)   it has been planned years ahead.  

  c)   it replaces worn-out plant and equipment.  

  d)    it is needed because capacity may be fully utilized.    
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  31.   Which is the most accurate statement? (LO1)  

  a)    In Middle-Eastern Islamic countries, the typical 

partnership consisted of just two members, who 

pooled their resources for perhaps a single trade 

mission.  

  b)    In virtually all countries, partnerships dissolve 

with the death of a member.  

  c)    Inheritance laws in Western Europe and in Islamic 

Middle-Eastern countries each have the effect of 

keeping large fortunes intact.  

  d)    The large partnership became the engine of 

economic growth in the second half of the 19th 

century throughout Western Europe.       

 Fill-In Questions  

   1.   Of the big three spending sectors of GDP, the least 

stable is   . (LO5)  

   2.   There are about    million business fi rms in 

the United States. (LO1)  

   3.   A partnership is owned by    

people. (LO1)  

   4.   The key advantage of incorporating is 

  . (LO1)  

   5.   The two main disadvantages of incorporating are 

(1)    and (2)   . (LO1)  

   6.   A corporation is owned by its    and its   

. (LO1)  

   7.   A corporation is controlled by its   . (LO1)  

   8.   The creditors of a corporation are mainly its   

. (LO1)  

   9.   Theoretically, you would need an investment of about 

$    to control a corporation that had $100 

million in preferred stock, $50 million in common 

stock, and $350 million in bonds. (LO1)  

   10.   The least stable form of investment is    

investment. (LO5)  

   11.   Gross investment 2    5 Net 

investment. (LO3)  

   12.   According to Karl Marx, capital was created by the   

 and expropriated by the 

  . (LO4)  

   13.   In Marx’s terms, the people who wait outside the 

factory gates for work are the   . (LO4)  

   14.   During severe recessions, our capacity utilization rate 

falls to around    percent. (LO5)  

  15.   The expected profi t rate is found by dividing   

 by   . (LO5)  

   16.   An investment will be undertaken if the expected 

profi t rate is higher than the   . (LO5)  

   17.   Total investment is found by adding (1)   ; 

(2)   ; and (3)   . (LO5)     

 Problems  

   1.   If a corporation has $100 million in preferred stock, 

$150 million in common stock, and $250 million in 

bonds: (LO1)  

  a)   How much is its capitalization?  

  b)   Theoretically, how much would it take to control it?  

  c)    Practically speaking, it may take only about how 

much to control it?    

   2.   If a corporation has gross investment of $150 million 

and depreciation of $40 million, how much is its net 

investment? (LO1)  

   3.   Given the information in  Table 1 , fi nd inventory 

investment in 2005. (LO1)   

TABLE 1  

Date Level of Inventory

January 1, 2005 $500 million

July 1, 2005  530 million

December 31, 2005  485 million
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   6.   If net investment is 400 and depreciation is 175, how 

much is gross investment? (LO4)  

   7.   Given the information in  Table 3 , fi nd inventory 

investment in 2006. (LO5)   

      4.   Use the information in  Figure A  to fi ll in  

Table 2 : (LO6)

     5.   If a corporation has $2 billion in common stock, $1 

billion in preferred stock, and $4 billion in bonds: a) 

How much is its capitalization? b) Theoretically, how 

much would it take to control it? c) Practically 

speaking, it may take only about how much to 

control it? (LO1)  
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45˚

C

C + I

1,000

1,000

2,000

3,000

2,000 3,000

Figure A

TABLE 2   

Disposable Income Consumption* Savings* Investment

(a) 1,000   

(b) 2,000   

(c) 3,000   

*If you don’t remember how to fi nd consumption and savings, you’ll 
need to review parts of Chapter 5.

TABLE 3  Colin Noel Manufacturing Corp. 

Date Level of Inventory

January 1, 2006 $2.0 billion

May 1, 2006  2.1 billion

Sept. 1, 2006  1.8 billion

Dec. 31, 2006  2.3 billion

      8.   Suppose Colin Noel could borrow $200,000 for one 

year at an interest rate of 10 percent. He is virtually 

certain that he can invest this money in inventory that 

he could sell over a year for $300,000. If his selling 

costs were $50,000 and he were to pay his interest 

out of his profi ts, how much would Colin Noel’s 

expected profi t rate be on his investment? (LO5)  

   9.   Art Levine, Phyllis Levine, Leah Levine, and 

Suzannah Levine would like to gain control of the 

Sports Trading Card Corporation of America. If that 

corporation has $200 million in common stock, $300 

million in preferred stock, and $500 million in bonds: 

a) Theoretically, how much would they need to invest 

to control it? b) Practically speaking, how much 

would they need to invest to control it? (LO5)        
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   Chapter 7 

  A
 re taxes too high? Do most government workers put in an honest day’s work? 

Would we all be better off if we shrunk the size of our government down to the 

size it was a hundred years ago? When Ronald Reagan ran for president in 1980, 

he promised to “get the government off the backs of the American people.” He won that 

election, presided over a massive tax cut, and went on to become one of the most 

popular presidents in history. 

  In the wake of 9/11, no one is talking anymore about getting the government off the 

backs of the American people. Indeed, nearly everyone supported the creation of a fed-

eral Department of Homeland Security, as well as additional funding for the FBI, local 

police forces, airport security, and protection of thousands of potential targets that ter-

rorists might strike. 

 The Government Sector  

   1.   Government spending.  
   2.   The graphing of the C 1 I 1 G line.  
   3.   Types of taxes.  

   4.   The average and marginal tax rates.  
   5.   Sources of government revenue.  
   6.   The economic role of the government.   

  LEARNING OBJECTIVES 

  We’ll be looking at these topics:  

    Introduction: The Growing Economic 
Role of Government  

 The role of government has grown tremendously over the past seven decades. Actually, 

most of that growth took place between 1933 and 1945, during the administration of 

Franklin Delano Roosevelt. The two major crises of that period—the Great Depression 

and World War II—dwarfed anything our nation has faced since. In fact, we would have 

to go back to the Civil War to fi nd an event as cataclysmic as either the Depression or 

what people over 65 still refer to as “the war.” 

    Since 1945, the roles of government at the federal, state, and local levels have 

expanded, but the seeds of that expansion were sown during the Roosevelt administration. 

Americans seem determined never to experience again the traumatic events that overtook 

us during the 30s and 40s.  Never again  will we leave ourselves vulnerable to a depres-

sion or a military attack by another nation. 

    The government exerts four basic economic infl uences: It spends trillions of dollars, 

levies trillions of dollars in taxes, redistributes hundreds of billions of dollars, and regulates 

  Most of the growth was due to 
the Depression and World War II.  
  Most of the growth was due to 
the Depression and World War II.  

Government is not the solution 
to our problem. Government is 
the problem.

 —Ronald Reagan 

Government is not the solution 
to our problem. Government is 
the problem.

 —Ronald Reagan 
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146 C H A P T E R  7

our economy. What does the government  do  with all our money? Some of it is spent on 

goods and services (that is, highways, police protection, defense), and some of it is 

redistributed to the poor, to retirees, and to the holders of government bonds. 

    The government also has an important regulatory role in our economy. We are sub-

ject to myriad local, state, and federal laws governing how business may be conducted. 

These will be examined toward the end of this chapter.  

       Government Spending  

 Federal Government Spending 

 While virtually all private businesses issue fi nancial statements based on a normal calen-

dar year—January 1 to December 31—the federal government’s fi nancial, or fi scal, year 

begins on October 1 and runs through September 30 of the following year. For example, 

fi scal year 2009 began on October 1, 2008. 

    In fi scal year 2009 the federal government plans to spend about $3.2 trillion. Who 

gets the biggest bite of the pie? As you can see from  Figure 1 , there’s a virtual tie 

between Social Security and defense. In the accompanying box we spell out the chronol-

ogy of the budget’s preparation. 

    During the last 35 years, federal transfer payments have gone through the roof. How 

come? There are several explanations for this huge increase in social spending. Much of 

it refl ects continued expenditures on the Great Society programs of the 1960s, particularly 

Medicare, Medicaid, and food stamps. A second reason for the increase is that the prosper-

ity our nation has enjoyed in recent years has not spread to tens of millions of poor 

Americans. Consequently, spending on public assistance, unemployment insurance benefi ts, 

and food stamps has shot up since the early 1970s. Finally, in 1955 relatively few people 

were collecting full Social Security benefi ts, because that program was then only 20 years 

    What does the government do 
with all our money?  
    What does the government do 
with all our money?  

  Thank God we don’t get all the 
government we pay for.  

—Will Rogers

  Thank God we don’t get all the 
government we pay for.  

—Will Rogers

Figure 1

 The Federal Government 

Dollar—Fiscal Year 2009 

Estimate 
   Eighty-one cents of each dollar 
of federal revenue comes from 
individual income taxes and social 
insurance receipts, while slightly 
more than half of all federal 
expenditures goes for direct benefi t 
payments for individuals. While 
national defense is budgeted at 
$651 billion, sometime after the 
budget is passed by Congress the 
Bush administration will make a 
request for supplementary funds to 
cover expenditures in Iraq and 
Afghanistan. National defense 
expenditures will probably reach 
$730 billion in fi scal year 2009.

 Source: Economic Report of the 
President,  2008;  
www.budget.gov.  

Excise, Estate,
and Gift Taxes,

Other: 6%

Corporate
Income
Taxes
13%

Where it comes from . . .

Federal tax revenue:
$2.7 trillion

Where it goes . . . 

Federal spending:
$3.2 trillion*

Social
Insurance
Receipts

35%

Individual
Income
Taxes
46%

Non-Defense
Discretionary

18%

National
Defense

23%

Other
Mandatory

12% Social
Security

19%

Medicare
13%

Net
Interest

8%

Medicaid
7%

*On February 4, 2008, when President George W. Bush presented his estimated budget for fi scal year 2009, he estimated 
expenditures of $3.1 trillion. But actual expenditures may be about $100 billion higher. He included just a fraction of the 
$200 billion annual cost of fi ghting wars in Afghanistan and Iraq. In addition, the economic stimulus package fi nally 
passed by Congress may be $20 billion more than he budgeted.
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old. Today, however, the number of retired people on the rolls is more than twice that of 

1955, and benefi ts have gone up substantially because they are indexed for infl ation. 

    The next big-ticket item is defense expenditures, which will come to about $730 bil-

lion. This comes to $2,400 for each person in the United States. Today we spend as much 

on defense as the rest of the world combined. Are we spending too much? Before 9/11, 

many Americans saw no need to erect expensive defenses against nonexistent enemies. 

However, since the terrorist attacks, it has become a lot more diffi cult to argue against 

spending still more on defense. 

    One of the fastest-growing federal expenditures in the 1980s and early 1990s was 

interest on the national debt. The national debt is about ten times its 1980 size. When 

you owe ten times as much, you have to pay a lot more interest. 

    The 800-pound budgetary gorilla is medical care, namely Medicare and Medicaid. 

Back in 1969, just 3 years after President Lyndon Johnson pushed these programs through 

Congress, they accounted for just 4 percent of all federal spending (see  Figure 2 ). Forty 

years later, in 2009, they accounted for 20 percent. And according to the Congressional 

Budget Offi ce’s projection, the share of Medicare and Medicaid will reach 35 percent of 

the federal budget in 2049. 

    If you’re like most taxpayers, you’d like to see the government trim some of the fat from 

its budget. So I’d like you to pick up your heaviest ax and start hacking away at  Figure 1 . 

But be careful—as soon as you lift your ax, a lot of people will start howling. 

    Begin with defense. You’ll not only make the president unhappy, but you’ll incur the 

wrath of the secretary of defense, the armed forces’ top brass, and thousands of defense 

contractors—not to mention the millions of your fellow citizens who think any cut in 

the defense budget is the same as just handing the country over to our enemies. 

    OK, let’s cut Social Security and Medicare. Just try it! There are 50 million recipients 

of these benefi ts, and nearly all of them vote. What about federal pensions? First, we’re 

legally obligated to pay pensions and other benefi ts to retired federal employees and veterans. 

Government is the great fi ction, 
through which everybody 
endeavors to live at the expense 
of everybody else.  

 —Frédéric Bastiat,   Essays on 
Political Economy,  1872

Government is the great fi ction, 
through which everybody 
endeavors to live at the expense 
of everybody else.  

 —Frédéric Bastiat,   Essays on 
Political Economy,  1872

 Preparation of the budget begins about two years before 

the beginning of the fi scal year. We’ll be looking at the 

timetable for the preparation of the budget for fi scal 

year 2009, which began on October 1, 2008. 

  During early 2007, after months of internal studies, 

each department presented its budget for fi scal year 

2009 to the Offi ce of Management and Budget (OMB). 

That agency has the job of coordinating all budget 

requests to ensure that they are consistent with the pres-

ident’s economic program. The OMB then puts together 

a tentative budget for the president. 

  President George W. Bush was concerned not just 

with individual spending programs—foreign aid, defense, 

food stamps, Social Security—but with the bottom line, 

or total spending. The president and the director of the 

OMB then established spending ceilings for each depart-

ment and the federal agencies, which were then asked 

to prepare a second round of expenditure plans over the 

summer. 

  During the fall of 2007 the OMB reviewed these 

revised programs, and in the late fall the budget was 

presented to President Bush for fi nal approval. The fi nal 

budget message was then drafted for submission to Con-

gress on February 4, 2008. 

  Over the next eight months the ball was in Con-

gress’s court. Both houses of Congress have budget 

committees that prepare “concurrent resolutions” to be 

reported to their respective houses by April 15. These 

resolutions contain two key fi gures: overall expenditures 

and overall revenue. By May 15 Congress must pass a 

single concurrent resolution. 

  Between May 15 and October 1, Congress passed 

various appropriations bills—agricultural subsidies, vet-

erans’ benefi ts, aid to mass transit, public assistance—while 

trying to stay within the limits set by the concurrent reso-

lution. Finally, a second budget resolution had to be passed 

by October 1, the fi rst day of the fi scal year. 

  That’s the chronology of federal budget preparation 

in theory. But in practice, the 13 required spending bills, 

which are the heart of the budget, are not passed until 

months after the fi scal year begins. It wasn’t until Feb-

ruary, 2003, that Congress got around to passing the last 

spending bill for the fi scal year 2003, which began on 

October 1, 2002. The start of fi scal year 2004 was just 

a bit better. Instead of passing none of the 13 appro-

priations bills by the deadline, as happened in 2002, 

Congress had passed a grand total of three.  

    The Chronology of Federal Budget Preparation 
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Second, there’s a political problem. Veterans’ benefi ts have a powerful constituency. Just 

drop by your local American Legion hall and ask the people there how  they  would feel 

about the government cutting these benefi ts. 

    Many Americans feel we’re giving away too much money to foreigners (see the box, 

“ Are We Giving Away the Store? ”). But this might be termed “chump change” compared 

to our big ticket budgetary items such as defense, Social Security, and Medicare.  

   State and Local Government Spending 

 State and local government spending has been rising rapidly since World War II, but it 

is still less than half the level of federal spending. Well over half of all state and local 

government expenditures goes toward education, health, and welfare. One of the prob-

lems faced by these governments is that they are expected to provide more and more 

services with limited tax bases. For example, more than 20 million teenagers are currently 

attending high school or college. Seventy years ago most people were working by the 

time they were 14, but now they are still in school. Supporting public education has 

traditionally been the role of the state and local governments, although in recent years 

Washington has provided supplementary funds covering about 6 percent of the costs of 

educating children through high school. 

    Another expenditure that has increased enormously is police protection. Although 

this is a function of local government, rising crime and the deterioration of neighbor-

hoods have made it necessary to hire many more police offi cers. Until the 1950s, neigh-

borhoods largely policed themselves informally, mainly because people spent a great deal 

of time on the street, most urban areas were more densely populated, and people tended 

to know one another. All this has changed, and now the police are being called on to 

perform functions that neighborhoods used to handle themselves. 

    Sometimes local government and private businesses perform the same tasks. In New 

York and other major cities, the local sanitation department picks up residential garbage, 

   Big state and local expenditures 
are education, health, and 
welfare. 

   Big state and local expenditures 
are education, health, and 
welfare. 

Figure 2

 Federal Spending, 1969, 2009, and 2049  *  
    As a share of federal spending, Social Security, Medicare, and Medicaid have more than doubled in 40 years 
and will continue to grow, according to the Congressional Budget Offi ce’s “intermediate” projections. 

   * Percentages may not add to 100.0 percent due to rounding.  

   ** 2009 fi gures are from President George W. Bush’s 2009 budget. They are projected estimates of actual spending.  

  Source:  Congressional Budget Offi ce. 
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while private carters pick up garbage from stores, restaurants, and other commercial 

establishments. While the police provide basic protection and apprehend criminals, private 

security guards are employed by stores and by more affl uent neighborhoods. There are 

public and private hospitals, schools, and colleges. 

   Government Purchases versus Transfer Payments 

 The federal, state, and local governments spend about $4 trillion a year. Nearly 

half goes to individuals as transfer payments, and the rest is government purchases. 

We represent these purchases by the letter G, and they go into our GDP equation: 

GDP 5 C 1 I 1 G 1 X n . 

    What do you think the biggest government purchase is? It’s defense, which accounts 

for 23 cents out of every dollar that goes into G. Other biggies are education, police, 

health, and highway construction. A government purchase is the spending of government 

funds to purchase or provide the public with some good or service. 

    Transfer payments cannot be counted in G because they do not represent that kind 

of spending. What is the largest government transfer payment? I’m sure you know that 

it’s Social Security. Of the $1.5 trillion that the federal, state, and local governments pay 

out in transfer payments, $581 billion goes to Social Security recipients. 

    You may want to ask why we bother to distinguish between government purchases 

and transfer payments. The reason is that we need to come up with a fi gure for GDP—

the nation’s expenditures on all fi nal goods and services produced during the year at 

market prices. So we want to add in only what we produced and purchased that year. 

Don’t people receiving transfer payments spend that money on consumer goods and 

services, or C in our GDP equation? Yes, they do. When they spend those Social Secu-

rity, public assistance, or government employees’ retirement and veterans’ benefi ts, that 

money will go into GDP. 

  GDP 5 C 1 I 1 G 1 X n     GDP 5 C 1 I 1 G 1 X n   

 For many Americans, “foreign aid” sounds suspiciously 

like “welfare for foreigners.” 

 –James Traub,  The New York Times  columnist, 2/13/05–  

 Many taxpayers are asking whether it makes 

sense to be spending so much money to help 

foreigners when we have so many poor people 

in the United States. During fi scal year 2008, we pro-

vided our friends, our allies, and many of the poorer 

nations of the world with about $25 billion in economic 

and military aid. About half went to Israel, Egypt, Russia, 

and the other states of the former Soviet Union. 

  Recent polls found that two out of fi ve Americans 

believe foreign aid is the largest single item in the fed-

eral budget. 

  Many Americans ask if we should be building 

schoolhouses in Iraq instead of in storm ravaged Louisiana 

and Mississippi. Indeed, we are spending $12 billion a 

month in Iraq, but just a small fraction could be consid-

ered foreign aid. The lion’s share, of course, is being 

spent on fi ghting the insurgency. 

  Our foreign aid bill comes to less than 1 percent of 

the federal budget, or less than 0.2 percent of our GDP. 

Twenty-fi ve billion dollars is a lot of money. The chart 

shows how U.S. foreign aid, as a percentage of GDP, com-

pares with that of other leading international aid-givers. 

As you can see, the U.S. is at the bottom of the list. 

  Are We Giving Away the Store?  

0 0.2 0.4 0.6 0.8 1.0

Official foreign aid as a percentage of GDP, 2006

Sweden
Norway

Denmark
Netherlands

United Kingdom
France
Germany

USA
Italy

Canada
Japan

  Source:  OECD.  
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150 C H A P T E R  7

    Federal and state and local transfer payments have grown from just 6 percent of 

GDP in 1960 to more than 13 percent today. Most of the impetus has come from two 

of President Lyndon Johnson’s Great Society programs of the 1960s—Medicare and 

Medicaid—and from the rising proportion of retirees who are now collecting Social 

Security. It is conceivable that, in 25 years, when virtually all the baby boomers will have 

retired, total government transfer payments will be more than one-quarter of GDP. 

    Let’s make sure we’re clear on the difference between government spending and 

government purchases. Government spending is the total that the federal, state, and local 

governments spend on everything—transfer payments to individuals as well as purchases 

of goods and services. Which goes into GDP—transfer payments or government pur-

chases?  Only government purchases are counted in GDP.  Now let’s see how they’re 

added in.    

  Graphing the C 1 I 1 G Line  

 In Chapter 5 we graphed the C line. In the last chapter we graphed the C 1 I line. Now 

we add another line to our graph: the C 1 I 1 G line. By now this should be old hat 

to you, so I’m going to ask you to fi gure out how much G is in  Figure 3  (assuming the 

C 1 I 1 G line is parallel to the C 1 I line). 

    What did you get? You should have gotten 2,000 (or, $2,000 billion). You’ll notice 

that the level of G remains at 2,000 no matter what the level of disposable income. The 

main reason for doing this is to keep our graph as simple as possible. 

    We’re not quite fi nished with our graphs. We still need to draw the C 1 I 1 G 1 X n  

line, but that won’t happen until the beginning of the next chapter.  

       Taxes  

 Presidents Ronald Reagan and George W. Bush will go down in history as two of our 

greatest tax cutters. Before we even begin to consider how high our taxes are and how 

much they’ve been cut, we’ll need to understand something about tax rates and the types 

A fi ne is a tax for doing wrong. 
A tax is a fi ne for doing right.

 —Anonymous 

  The point to remember is that 
what the government gives it 
must fi rst take away.  

 —John S. Coleman 

A fi ne is a tax for doing wrong. 
A tax is a fi ne for doing right.

 —Anonymous 

  The point to remember is that 
what the government gives it 
must fi rst take away.  

 —John S. Coleman 
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 The Government Sector 151

of taxes that exist. Once that’s done, we’ll see just how onerous the American tax system 

really is.  

 The Average Tax Rate and the Marginal Tax Rate 

 If someone asked you what your tax rate was, would you have a ready answer? Gen-

erations of attorneys have taught us that the best answer to any question (and especially 

those to which you don’t know the answer) is another question. So the answer to the 

question “What’s your tax rate?” is “Which tax rate are you referring to? My average 

tax rate or my marginal tax rate?” 

    But what if your questioner replies, “What is your average tax rate?” What do you 

do then? You tell her. And if she then happens to ask you your marginal tax rate, you 

tell her that as well. 

    The average rate is the overall rate you pay on your entire income, while the mar-

ginal rate is the rate you pay on your last few hundreds (or thousands) of dollars earned. 

Your marginal rate is often referred to as your tax bracket. In nearly all cases, I’m talk-

ing about the average and marginal rates that you’re paying in personal income tax, but 

I’ll apply the average tax rate to the Social Security tax as well.  

 The Average Tax Rate   I kind of left you hanging there, didn’t I? How do you answer 

the question “What is your average tax rate?” 

  Let’s try a simple problem. The average tax rate is calculated by dividing taxes paid 

by taxable income: 

  
Average tax rate 1ATR2 5

Taxes paid

Taxable income  

  Suppose a person paid $3,000 on a taxable income of $20,000. How much is the 

average tax rate? Do your calculations right here: 

  
Average tax rate 5

Taxes paid

Taxable income
5

$3,000

$20,000
5 0.15 or 15%

  

  If you correctly calculated 15 percent, go on to the marginal tax rate in the next 

section. If not, let’s go over all the steps in fi nding the average tax rate in the accompa-

nying Extra Help box.   

 The Marginal Tax Rate   The average tax rate is the overall rate you pay on your 

entire income, while the marginal tax rate is the rate you pay on the last few hundred 

dollars you earned. Suppose you made $100 in overtime and the government took $70. 

Would you work overtime? Chances are you wouldn’t, and that supposition forms a 

cornerstone of supply-side economics. The supply-siders’ basic belief is that our high 

marginal tax rates rob people of the incentive to work as hard and as long as they would 

with a lower tax burden. 

  The marginal tax rate is calculated by dividing additional taxes paid by additional 

taxable income: 

  
Marginal tax rate 1MTR2 5

Additional taxes paid

Additional taxable income   

  The art of taxation consists in so 
plucking the goose as to obtain 
the largest possible amount of 
feathers with the smallest 
amount of hissing.  

 —Jean-Baptiste Colbert 

  The art of taxation consists in so 
plucking the goose as to obtain 
the largest possible amount of 
feathers with the smallest 
amount of hissing.  

 —Jean-Baptiste Colbert 

 
ATR 5

Taxes paid

Taxable income  
ATR 5

Taxes paid

Taxable income 
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   Suppose you had to pay an additional $420 on an additional taxable income of 

$1,000. How much is your marginal tax rate? 

  
MTR 5

Additional taxes paid

Additional taxable income   

   
 5

$420

$1,000
5

42

100
5 0.42 5 42%

  

  Now we’ll get a little fancier. Suppose your taxable income rose from $20,000 to 

$22,000 and the taxes you paid rose from $4,500 to $5,200. How much is your marginal 

tax rate? 

  
 Marginal tax rate 5

Additional taxes paid

Additional taxable income   

   
 5

$700

$2,000
5

7

20
5 0.35 5 35%

    

    Again, if you need a little help with the math, see the accompanying  Extra Help box .    

MTR 5
Additional taxes paid

Additional taxable income 
MTR 5

Additional taxes paid

Additional taxable income 

E X T R A

H E L P
How do we get from $3,000�$20,000 to 0.15? First, reduce 

the fraction to 3�20. Whatever you do to the top of the 

fraction, you do to the bottom. Get rid of the three zeros on 

top and get rid of three zeros on the bottom. (While you’re 

at it, you can get rid of the dollar signs as well.) 

 The next step is to divide 3 by 20. Remember, when-

ever you have a fraction, you may divide the bottom 

number into the top number. If you divide the top into the 

bottom, you will not only violate a basic law of arithme-

tic, but you will also get the wrong answer.     20q3 is the 

same as     20q3.00. We are allowed to put a decimal point 

after any whole number. And we are allowed to put zeros 

after the decimal point, because they don’t change the 

number’s value. These are more laws of arithmetic. 

 .15

20q3.00 � 20q3.00

  The average tax rate is 0.15, or 15 percent. Our fi nal 

law of arithmetic is that, whenever you want to convert a 

 How Did We Get an Average 
Tax Rate of 15%? 

decimal into a percentage, you move the decimal point 

two places to the right and write a percent sign after the 

number. Examples would be 0.235 � 23.5%; or, 0.71 �
71%; or, 0.406 � 40.6%. If a baseball player is hitting 

.406, he is getting a hit 40.6 percent of the times he bats. 

And if your average tax rate comes to .406, it means you 

are paying 40.6 percent of your taxable income to the 

Internal Revenue Service. 

 Let’s try one more problem. Suppose you pay $12,000 

on a taxable income of $50,000. How much is your aver-

age tax rate? To solve this problem: (1) write the formula, 

(2) substitute numbers into the formula, and (3) solve.

Average tax rate
 � 

Taxes paid

Taxable income

� 
$12,000

$50,000 
� 

12

50
 
� 

6

25

.24 � 24%

25q6.00

152
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 The Government Sector 153

 Types of Taxes 

 There are two basic divisions of taxes. First we’ll be looking at the difference between direct 

and indirect taxes. Then we’ll take up progressive, proportional, and regressive taxes.  

 Direct Taxes   A direct tax is a tax with your name written on it. The personal income 

and Social Security taxes are examples. They are taxes on particular persons. If you earn 

a certain amount of money, you must pay these taxes. 

  The corporate income tax is also a direct tax. You might not think so, but a corpo-

ration is considered a legal person. For example, in court, you would sue a corporation 

rather than its owners or offi cers. Thus, if a corporation makes a profi t, it must pay a 

corporate income tax, and this is a direct tax.   

 Indirect Taxes   These are not taxes on people but on goods or services that we purchase. 

Taxes on things include sales and excise taxes. Examples are a state sales tax on most retail 

purchases and the excise taxes on tires, gasoline, movie tickets, cigarettes, and liquor. 

  The distinction between direct and indirect taxes was made by John Stuart Mill more 

than a century ago:  

 A direct tax is one which is demanded from the very persons who, it is intended or 

desired, should pay it. Indirect taxes are those which are demanded from one person in 

the expectation and intention that he shall indemnify himself at the expense of another.  1  

    Now we shall take up, in turn, progressive, proportional, and regressive taxes. The 

key variable we use to differentiate them is where the tax burden falls.   

 Progressive Taxes   A progressive tax places a greater burden on those best able to pay 

and little or no burden on the poor. The best example is, of course, the federal personal 

income tax. For the vast majority of American taxpayers today, the more they earn, the 

higher percentage they pay. In terms of the average tax rate, then, people in higher income 

brackets pay a substantially higher average tax rate than those in lower brackets.   

 Proportional Taxes   Proportional taxes place an equal burden on the rich, the middle 

class, and the poor. Sometimes a fl at tax rate is advanced as a “fair” or proportional tax, 

but it is neither. For example, a fl at income tax rate of, say, 15 percent with no deductions, 

would place a much greater burden on the poor and the working class than on the rich.  2   

(See the box, “ Nominally Progressive, Proportional, and Regressive Taxes. ”) It would be 

much harder for a family with an income of $10,000 to pay $1,500 in income tax (15 percent 

of $10,000) than it would be for a family with an income of $100,000 to pay $15,000 

(15 percent of $100,000). 

  Several Eastern European countries have adopted the fl at tax, especially since the turn 

of the century. Russia (13 percent), Ukraine (13 percent), Serbia (14 percent), and Romania 

(16 percent) are the largest countries having fl at taxes. These countries have greatly simpli-

fi ed their income taxes, but at the price of giving up nearly all their deductions. Many 

Americans want to have it both ways—a fl at tax, while retaining most of the deductions. 

Which would leave us right where we started—a tax code in great need of simplifi cation.  

    Regressive Taxes   A regressive tax falls more heavily on the poor than on the rich. 

An example is the Social Security tax. In 2008 the rate was 6.2 percent on all wages 

  In this world nothing can be said 
to be certain, except death and 
taxes.  

 —Benjamin Franklin 

  In this world nothing can be said 
to be certain, except death and 
taxes.  

 —Benjamin Franklin 

  John Stuart Mill, English philosopher 
and economist 

    Where there is an income tax, the 
just man will pay more and the 
unjust less on the same income.  

 —Plato   

  People want just taxes more than 
they want lower taxes. They want 
to know that every man is paying 
his proportionate share 
according to his wealth.  

 —Will Rogers    

  John Stuart Mill, English philosopher 
and economist 

    Where there is an income tax, the 
just man will pay more and the 
unjust less on the same income.  

 —Plato   

  People want just taxes more than 
they want lower taxes. They want 
to know that every man is paying 
his proportionate share 
according to his wealth.  

 —Will Rogers    

 A regressive tax falls mainly on 
the poor. 
 A regressive tax falls mainly on 
the poor. 

   1 John Stuart Mill,  Principles of Political Economy,  Book IV, ed. William J. Ashley (Philadelphia: Porcupine 
Press, 1979), p. 823.  

   2 Steve Forbes, whose net worth is estimated to be about $400 million, made his fl at tax proposal the major 
issue in his campaigns for the Republican presidential nomination in 1996 and 2000. He advocated a fl at tax 
on wages and salaries, exempting profi ts, interest, and dividends. And for good measure, Forbes, who inherited 
his wealth, would abolish the federal tax on inheritances.  
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and salaries up to $102,000. The maximum you had to pay was $6,324. Where did this 

fi gure come from? I’ll give you some space to come up with the answer: 

  That’s right: multiply $102,000 by 6.2 percent, or 0.062. This comes to $6,324. 

  Now that I’ve had you do all these calculations, I have some bad news for you. The 

6.2 percent of your wages deducted from your paycheck is not  all  the government takes. 

The Medicare tax of 1.45 percent is also taken out, but, unlike the Social Security tax, there’s 

no wage-base limitation. If you earned $1 million, you’d pay a Medicare tax of $14,500.  

 We have already defi ned these taxes in accordance with 

their effect, or burden, on taxpayers in different income 

groups. The burden of a progressive tax falls most heavily 

on the rich; the burden of a proportional tax falls equally on 

all income groups; and the burden of a regressive tax falls 

most heavily on the poor. 

  This three-part graph presents an alternative view of 

these types of taxes. I’ll tell you up front that I strongly 

disagree with the implications of this view. Let’s look at 

each part of this graph and see how  you  feel. 

  The graph in part ( a ) is nominally progressive because 

higher-income people pay a higher tax rate than lower-

 income people. For example, those earning $10,000 pay only 

4 percent of their incomes, while those earning $100,000 

pay 8 percent. But is this, in effect, a progressive tax? Is it 

as easy for a poor family to pay $400 as it is for a relatively 

rich family to pay $8,000? We could argue it either way. 

And, unfortunately, economic analysis cannot supply an 

answer. Now, I happen to feel that a $400 tax bill imposes 

a greater burden on a family earning $10,000 than an 

$8,000 tax bill imposes on a family earning $100,000. 

What do  you  think? 

  Let’s move on to the next part of the graph, ( b ), which 

shows a nominally proportional tax rate of 10 percent. 

Here’s the question: Is it as easy for a poor family to hand 

over 10 percent of its income to the IRS as it is for a  middle-

class family, or a rich family? What do  you  think? My own 

view is that it isn’t and that this nominally proportional tax 

is, in effect, a regressive tax. 

  The last part, ( c) , is easy. This is a nominally regressive 

tax because the tax rate declines as income rises. Obviously, 

by any measure, the burden falls most heavily on the poor. 

  Economists should avoid making value judgments, so 

perhaps I have gone a bit too far in claiming that nomi-

nally progressive taxes  could  be regressive in effect. And 

that nominally proportional taxes  are  regressive in effect 

 (although this is somewhat less controversial). So if you 

disagree with my conclusions, that doesn’t make one of us 

wrong and the other right. It means only that our values are 

different. 

 Nominally Progressive, Proportional, and Regressive Taxes 

A D V A N C E D W O R K
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   So let’s go back to the drawing board. The deduction from your pay is 7.65 percent 

(6.2 percent for Social Security and 1.45 percent for Medicare). How much, then, is 

deducted per year for these programs from the pay of a person earning $10,000? Work 

it out right here: 

  The answer is $765 ($10,000 3 .0765). Of course, your employer also withholds 

money from your check for personal income taxes. But guess what! Seventy-fi ve percent 

of all taxpayers pay more in payroll taxes (that is, Social Security and Medicare) than 

they do in personal income tax. 

   Table 1  shows the Social Security taxes paid by people with various incomes. Only 

earned income (wages and salaries) is subject to this tax; rental income, interest, divi-

dends, and profi ts are not. It might appear at fi rst glance that the Social Security tax is 

proportional; but as you examine  Table 1 , you should observe that it is not only regres-

sive in effect, but nominally regressive as well. 

  No taxation without 
representation!  

 —Revolutionary War Slogan  

  Taxation  with  representation 
ain’t much fun either.  

 —unknown  

  No taxation without 
representation!  

 —Revolutionary War Slogan  

  Taxation  with  representation 
ain’t much fun either.  

 —unknown  

TABLE 1  The Incidence of the Social Security Tax 
at Various Income Levels in 2008 * 

 Level of Earned Income    Taxes Paid   Average Tax Rate 

  $  10,000   $    620   6.20% 

      100,000   6,200   6.20  

   1,000,000     6,324  0.63  

 *The Social Security tax rate is set by law at 6.2 percent. Each year, however, the 
infl ation rate of the previous year raises the wage base. 

   Table 1  shows the Social Security taxes paid on earned income, which provides over 

90 percent of the income of nearly everyone but the rich. The primary income sources 

of the rich are dividends, interest, and profi t, none of which is subject to the Social 

Security tax.  Think  about it: Nearly all of the income of the non-rich is subject to the 

Social Security tax, but only a tiny fraction of the income of the rich is taxed. All the 

more reason to label the Social Security tax as regressive. 

  Today three-quarters of all taxpayers pay more in Social Security tax than in federal 

personal income tax. Indeed, this holds true for nearly everyone with an income below 

$75,000.  

     Sources of Federal Revenue  

 The Personal Income Tax   As we indicated in  Figure 1  near the beginning of the 

chapter, individual income taxes account for 45 percent of all federal tax revenue. It has 

long been the most important revenue source, although it may soon be outstripped by 

social insurance receipts, which pay for Social Security and Medicare. In general, the 

middle class and the rich pay nearly all federal income taxes.    Indeed, 40 percent of all 

Americans owed no federal income tax in 2007.

          You don’t pay tax on all of your income. You may subtract various deductions and 

exemptions, and, consequently, very few people with low incomes have to pay any fed-

eral income tax. In 2008 a single person paid a marginal tax rate of just 10 percent on 

her fi rst $8,025 of taxable income, and 15 percent on the next $24,525. A married 

The largest source of federal 
revenue is the personal 
income tax.

The largest source of federal 
revenue is the personal 
income tax.

The Economic Recovery Tax 
Act of 1981
The Economic Recovery Tax 
Act of 1981
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couple fi ling jointly paid 10 percent on their fi rst $16,050 of taxable income and 15 per-

cent on the next $49,050.  3 In 2008 the marginal tax rates were 10, 15, 25, 28, 33, and 

35 percent. Two-thirds of all taxpayers have MTRs of either 15 percent or 10 percent.  

   Anyone with a taxable income of over $357,700 paid a marginal tax rate of 35 per-

cent.  Figure 4  shows the maximum marginal tax rate since 1993. The federal personal 

income tax is considered progressive because the burden falls mostly on the rich. Some 

would disagree, saying that many rich people pay no taxes. We won’t go there, except to 

mention that only an infi nitesimal fraction of the rich pay no income tax. Others say that 

the rich are unfairly called upon to pay the lion’s share of this tax. We’ll come back to 

that argument toward the end of the chapter, when we discuss recent federal tax laws. 

  We have mentioned that you don’t have to pay tax on every dollar of your income. 

In fact, a married couple with children earning less than $24,000 pays no federal 

income tax at all, because of a combination of deductions, exemptions, and child care 

tax credits. Randy Day is single and earns $10,000. If he is entitled to $9,000 in deduc-

tions and exemptions, how much federal personal income tax does he pay? Work it out 

right here: 

 Solution:

$10,000 2 $9,000 5 $1,000 taxable income. Since he is in the lowest income tax 

bracket, 10 percent, he would pay $100 in federal personal income tax ($1,000 3 .10). 

  How does our top marginal tax rate compare with those of other wealthy countries? 

Would you believe it’s the lowest in the group shown in  Figure 5 ?  

     The United States is the only 
country where it takes more 
brains to fi gure your tax than to 
earn the money to pay for it.  

 —Edward J. Gurney,
U.S. senator    

     The United States is the only 
country where it takes more 
brains to fi gure your tax than to 
earn the money to pay for it.  

 —Edward J. Gurney,
U.S. senator    

         That which angers men most 
is to be taxed above their 
neighbors.  

 —Sir William Petty,  A Treatise 
of Taxes and Contributions,   

1662

         That which angers men most 
is to be taxed above their 
neighbors.  

 —Sir William Petty,  A Treatise 
of Taxes and Contributions,   

1662

Figure 4

 Federal Personal Income Tax: 

The Top Marginal Tax Rate, 

1993–2008 
   The top marginal rate of the federal 
personal income tax has been 
35 percent since 2003. The top 
MTR was at its historic high in 
1944 and 1945 when it reached 
94 percent, and was as high as 
91 percent as recently as 1963. In 
the 1980s it fell from 70 percent to 
28 percent, and has since ranged 
from 31 percent to 39.6 percent. 
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   3 Every year these tax brackets are adjusted upward for infl ation. For example, in 2002 a single person paid 
10 percent on her fi rst $6,000 of taxable income, but by 2007 she had to pay 10 percent on her fi rst $7,800 
of taxable income.  
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 In 2007 the honor of having the highest marginal income tax rate went to Denmark, 

which levies a tax of 63 percent on incomes above $70,000. Thousands of young Danes 

have been voting with their feet, by moving to neighboring nations with lower tax rates. 

Although not quite as easy as relocating from Michigan to Missouri, the citizens of the 

European Union are entitled to work in any of the 27 member countries.      

The Payroll Tax   What’s the payroll tax? Remember the Social Security and Medicare 

taxes that you pay? What you pay is matched by your employer. When you pay 7.65 percent 

of your wages (6.2 percent for Social Security and 1.45 percent for Medicare), your 

employer also pays 7.65 percent of your wages. The payroll tax is the federal govern-

ment’s fastest-growing source of revenue and now stands second in importance to the 

personal income tax. 

  Let’s make sure we’re clear on what the Social Security, Medicare, and payroll taxes 

are. Our employers deduct 6.2 percent of our pay (up to $102,000) in Social Security 

taxes and 1.45 percent of our pay in Medicare taxes. In other words, we pay 7.65 percent 

in payroll tax on wages of up to $102,000, and 1.45 percent on all wages. The employer 

matches the employee’s payments dollar for dollar. So how much payroll tax would the 

government collect all together on wages of $20,000? 

 Solution: It would collect $3,060 ($20,000 3 0.153). Where did we get 0.153? We added 

the 0.0765 that the employee paid to the 0.0765 that the employer paid. The employee 

would pay $1,530 ($20,000 3 .0765), and this would be matched by the employer.   

 The Corporate Income Tax   The corporate income tax is a tax on a corporation’s 

profi ts. Those who believe profi ts provide our economy with its main incentive to pro-

duce goods and services are uneasy that they are so heavily taxed. However, corporate 

income taxes are now just 13 percent of all federal tax revenue and the maximum rate 

is 35 percent.  4  

    Excise Taxes   An excise tax is a sales tax, but it is aimed at specifi c goods and ser-

vices. The federal government taxes such things as tires, cigarettes, liquor, gasoline, and 

phone calls. Most excise taxes are levied by the federal government, although state and 

local governments often levy taxes on the same items. Cigarettes and gasoline, for exam-

ple, are subject to a federal excise tax as well as to excise taxes in many states. In fact, 

the differential in state excise taxes encourages many people to “smuggle” cigarettes 

from North Carolina into New York. 

  Excise taxes, which account for about 4 percent of federal revenue, have another 

purpose beside serving as a source of revenue. They tend to reduce consumption of certain 

products of which the federal government takes a dim view. The surgeon general not only 

warns us about cigarettes but looks on approvingly as the government taxes them.  

        Giving money and power to 
the government is like giving 
whiskey and car keys to teenage 
boys.  

 —P. J. O’Rourke 

        Giving money and power to 
the government is like giving 
whiskey and car keys to teenage 
boys.  

 —P. J. O’Rourke 

      The power to tax involves the 
power to destroy.

 —Chief Justice John Marshall 

      The power to tax involves the 
power to destroy.

 —Chief Justice John Marshall 
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United States
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Top income-tax rates
Figure 5

 Top Marginal Combined Income 

Tax Rates in 11 Leading 

Wealthy Nations, 2006* 
   The United States has the lowest 
top personal income tax rate among 
these nine nations. While our most 
affl uent taxpayers pay a marginal 
tax rate of just under 40 percent, 
those in Denmark, Sweden, and 
France all pay over 50 percent. 

*Combined federal, state, and local 
income taxes.

  Source:  OECD. 

   4 Corporations earning profi ts of less than $100,000 are taxed at lower rates.  
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 Should cigarettes be taxed? Why not? If the tax is high 

enough, it will discourage smoking. Of course, we don’t 

want to make it too high, or nobody will smoke, and the 

federal government will be out about $8 billion a year. 

  But there are two good reasons why a tax on ciga-

rettes is inequitable. First, it’s regressive. We can see that 

it’s harder for a poor person to pay $4 dollars a pack (or 

$1,460 a year, if that person has a two-pack-a-day habit) 

than it is for a rich person to pay $4 dollars a pack. But if 

you’re poor, you’re much more likely to smoke than if 

you’re rich. 

 I t cost as much as $8 for a pack of cigarettes in New 

York City (where, in addition to the federal tax, there is a 

very high state and local tax on cigarettes). There are people 

selling individual cigarettes on the street for 40 or 50 cents. 

It’s poor people who can’t afford to buy an entire pack who 

are buying cigarettes on the street, which shows quite vividly 

just how regressive cigarette taxes are. 

  According to the U.S. Centers for Disease Control in 

Atlanta (where I once worked as a management trainee), 

16 percent of all college graduates smoke, while 36 percent 

of all high school dropouts continue to puff away. Your 

average college graduate is much more affl uent than your 

average high school dropout, which means a cigarette tax is 

almost targeted at the poor. 

  We single out relatively poor people, we tax them on 

something they really like to do, and then, to add insult to 

injury, we make them stand outside the building.  

 Should Cigarettes Be Taxed? 

A D V A N C E D W O R K

  Are  our gas taxes too high? They certainly are 

not too high relative to the taxes paid in other 

industrial countries. The table below shows 

gasoline prices per gallon before and after taxes in selected 

industrial countries for the months of December 2007 and 

January 2008.  

  Should Our Gasoline Taxes Be Raised? 

United Kingdom $7.72 66.0%

Germany 7.62 64

Sweden 7.50 64

France 7.00 64

Netherlands 8.02 44

Canada 4.05 30

United States 3.01 16

Price per
gallon of gas

Taxes as
a percentage

of price

Sources: International Energy Agency; Energy Information Agency; Wikipedia. 

   Excise taxes are generally regressive because they tend to fall more heavily on the 

poor and working class. The tax on a pack of cigarettes is the same whether you’re rich 

or poor, but it’s easier for the rich person to handle $3 or $4 a day than it is for a poor 

person. The same is true of liquor and gasoline. In fact, a tax on most consumer goods 

is regressive because the poor tend to spend a higher proportion of their incomes on 

consumption than the rich (who save 20 to 25 percent of their incomes). (See the nearby 

boxes regarding cigarette and gasoline excise taxes.) 

      Excise taxes are usually 
regressive.  
      Excise taxes are usually 
regressive.  
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  Would a tax on jewelry be progressive or regressive? Clearly it would be progres-

sive since the rich spend a much higher proportion of their income on jewelry than 

the poor.   

 The Estate Tax   A tax on estates of people who die has been termed by its opponents 

as the “death tax.” It is a graduated tax that rises to 55 percent but is levied only on 

estates valued at $1,000,000 or more. It accounts for about one and a half percent of 

federal tax revenue and is triggered by only 2 percent of all deaths. Most important, it 

falls on the relatively rich. More than 90 percent of estate taxes are paid by the estates 

of people with incomes exceeding $200,000 a year at the time of death.  

     Recent Tax Legislation  

 Kemp-Roth Tax Cut of 1981   This law, which lowered the average citizen’s tax bill 

by 23 percent over a three-year period, was strongly supported by President Ronald 

Reagan. The top marginal income tax rate was cut from 70 percent to 50 percent.   

 Tax Reform Act of 1986   This cut personal income taxes still further. The maximum 

rate was lowered to 28 percent, and millions of poorer families were taken off the income 

tax rolls entirely. 

  In 1990 the top marginal rate was raised to 31 percent, and in 1993 to 39.6 percent. 

There were no more changes until 2001.   

 The Tax Cut of 2001   This law, passed at the behest of President George W. Bush, 

immediately lowered the minimum marginal tax rate from 15 percent to just 10 percent, 

and gradually lowered the other marginal tax rates over the next 10 years. By the end 

of the decade the top marginal tax rate would fall to 33 percent. In addition, the inheri-

tance tax would be phased out completely. Weirdly, however, unless Congress made this 

law permanent, it would expire in 2011, and we would revert to the tax rates that were 

in effect in 2001. 

  The two main criticisms of this tax cut were that most of the benefi ts would go to the 

rich and that it would push up the federal budget defi cit. President Bush countered that 

the rich paid most of the taxes, so it would be only fair that they should receive most of 

the benefi ts of a tax cut. The top 5 percent of all households pay 51 of the federal income 

tax, while the poorest 50 percent pay just 4 percent. Still, one must wonder why nearly 

 every  one of the president’s tax proposals seems to be skewed toward helping the rich. 

  President Bush also maintained that a tax cut would give people more incentive to 

work, the economy would grow faster, and the budget defi cit would subsequently shrink. 

Again, critics note that after we enacted massive tax cuts in 1981, the federal budget 

defi cit almost tripled by the end of the decade.   

 The Tax Cut of 2003   This law, passed by Congress with strong support from Presi-

dent Bush, had three main provisions: The top federal personal income tax rate paid by 

stockholders on corporate dividends and on capital gains was lowered to 15 percent, but 

in 2009 the rate would revert back to the current higher rate.  

  •   The child income tax credit was raised from $600 to $1,000.  

  •   The highest income tax brackets were reduced as follows: 38.6 to 35 percent; 35 to 

33 percent; 30 to 28 percent; and 27 to 25 percent.  

  •   Dividends became 50 percent tax-free in 2003; 100 percent tax-free in 2004–6; fully 

taxable again in 2007.   

  Are you wondering why the measures were temporary? The Republicans, who nar-

rowly controlled both houses of Congress, needed to compromise in order to pick up 

enough votes to pass these tax cuts. Congressional leaders, along with President Bush, 

hope to extend these cuts, perhaps even making them permanent.  

  It is generally allowed by all, 
that men should contribute to the 
publick charge but according to 
the share and interest they have 
in the public peace; that is, 
according to their estates or 
riches.  

 —Sir William Petty,  A Treatise 
of Taxes and Contributions,  1662 

  It is generally allowed by all, 
that men should contribute to the 
publick charge but according to 
the share and interest they have 
in the public peace; that is, 
according to their estates or 
riches.  

 —Sir William Petty,  A Treatise 
of Taxes and Contributions,  1662 

  Only the little people pay taxes.  
 —attributed to Leona

Helmsley, billionaire who
went to jail for tax evasion 

  Only the little people pay taxes.  
 —attributed to Leona

Helmsley, billionaire who
went to jail for tax evasion 
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     Sources of State and Local Revenue  

 The Personal Income Tax   Almost half of all state revenue comes from personal 

income taxes. Generally these are progressive taxes, falling most heavily on the rich. 

However, high tax states like New York and California run the risk of driving their rich-

est residents to other states. States with no personal income taxes are Alaska, Florida, 

Nevada, New Hampshire, South Dakota, Texas, Washington, and Wyoming.   

 The Sales Tax   Almost half the taxes collected by the states come from the sales tax. 

This is a highly regressive tax. Although most food items are exempt, the poor consume 

a higher proportion of their incomes than the rich, who are able to save. In other words, 

a higher proportion of poor people’s income is subject to this tax. 

  Furthermore, the rich can avoid or evade a large proportion of the sales tax by buy-

ing their big-ticket items—furniture, stereos, TVs, cars, and so on—in states that have 

low or no sales tax. They can also evade the sales tax by buying expensive items with 

cash (an option not feasible for the poor) from merchants who don’t declare their cash 

incomes. 

  Still another problem with the sales tax is that it can distort business decisions about 

where to locate. Why did Amazon.com buy warehouses in Nevada near the California 

border to serve its West Coast market, when warehouses in California’s Central Valley 

would probably have been more cost-effective? Because a physical presence in California 

would make Amazon responsible for collecting sales taxes on items sold to Californians, 

something which Amazon wants to avoid. According to the U.S. Constitution, one state 

cannot require businesses in another state to collect taxes for it. 

  You probably never heard of the Internet Tax Freedom Act, which declared a tax 

moratorium for online sales, exempting buyers from paying state and local sales taxes. 

As these sales multiply, the states stand to lose an increasing proportion of their most 

important source of revenue. This loss was estimated at $20 billion in 2006. The Internet 

Freedom Act was extended for another 7 years in 2007.   

 The Property Tax   Nearly 80 percent of all local tax revenue is derived from the 

property tax. There is some disagreement about whether this is a regressive tax, but it is 

a deduction that you may take on your federal income tax. For example, if you paid 

$3,000 in property tax, you are entitled to a $3,000 deduction on your federal income 

tax return.   

 Are State and Local Taxes Regressive?   Yes! The people with the lowest 20 per-

cent of household incomes—below $18,000—pay 11.4 percent of their income for state 

and local taxes. Those in the top 1 percent—earning over $350,000—pay just 5.2 per-

cent. The prize for most regressive taxes goes to the state of Florida, where the lowest-

income families pay 14.4 percent of their income for state and local taxes, while the 

top 1 percent pay just 2.7 percent. But Washington state can certainly make a valid 

claim that  it  has the most regressive state and local taxes. These taxes cost the poor 

17.6 percent of their income, while the families in the top 1 percent income bracket 

pay just 3.1 percent.  

 Some states have a sales tax, some have an income tax, some have both, and a very few 

have neither. See how heavily the citizens of  your  state are taxed. Go to  www.taxadmin.org  

and click on “State Comparisons” at the top of the left column.   

     The State and Local Fiscal Dilemma 

 Since World War II, state and local governments have been expected to provide an 

increasing number of services, most notably health, welfare, education, and police 

protection. According to the 1940 census, just one-third of all Americans who were 25 

 The sales tax is regressive.  The sales tax is regressive. 

   The taxpayer: Someone who 
works for the government but 
doesn’t have to take a civil 
service exam.  

 —President Ronald Reagan  

   The taxpayer: Someone who 
works for the government but 
doesn’t have to take a civil 
service exam.  

 —President Ronald Reagan  

on the webon the web

sLa75799_ch07_145-170.indd Page 160  4/12/08  12:54:21 PM user-s206sLa75799_ch07_145-170.indd Page 160  4/12/08  12:54:21 PM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08

http://www.taxadmin.org


 The Government Sector 161

or older had gone beyond the eighth grade. Today more than 85 percent of those 25 or 

older are at least high school graduates. Education is perhaps the main job of local 

government, but it is paid for not just by local taxes, but by state and federal taxes as 

well. In 1945 state and local taxes were about 5 percent of GDP; now they are 9 percent 

(see  Figure 6 ). 

    Furthermore, under our federal system, neighboring states and local governments are 

in direct competition with one another for tax dollars. If one government’s tax rates— 

particularly the sales and property taxes—rise too far above the levels of its neighbors, 

its citizens will vote with their feet. They will shop or even move to the areas that have 

lower tax rates. Were there a uniform national sales or property tax, it could be more 

easily raised when necessary. As long as neighboring government units are in direct 

competition, raising the necessary tax revenues will be diffi cult. 

    The federal government has piled new obligations on state and local government, 

without providing nearly enough money to pay for them. The largest unfunded mandate 

is the No Child Left Behind Act of 2001, which requires all public schools to test stu-

dents, in order to improve their education. In theory, the act fully fi nances the new tests, 

but in practice, say local offi cials, implementing the act requires changes in the whole 

educational system, not just adding a few extra tests. The cost, they say, is $35 billion 

a year more than the act provides. 

    The Department of Homeland Security requires states and localities to hire new 

police offi cers, but provides no money to pay their salaries. You may remember the 

Bush-Gore presidential election fi asco in Florida in 2000. The Bush administration now 

insists on nationwide election reform—a state responsibility—but does not provide the 

funding. 

    Another huge drain on state budgets is Medicaid spending, to provide healthcare 

for the poor. The states must fund about 40 percent of Medicaid. In 2008 this came to 

$130 billion; it now accounts for 22 percent of all state spending. 

    Through the 1970s, the 1980s, and the 1990s, the states ran substantial surpluses. 

But the 2001 recession, the events of 9/11, and the recent federal government spending 

mandates have driven many state governments—and with them thousands of local 

governments—into very serious fi nancial diffi culty. Faced with sharply rising projected 

budget defi cits, every state but Vermont was legally obligated to balance its budget. In 

2002 and 2003, state after state slashed services and raised taxes. College tuitions were 

raised in some states by over 20 percent, tens of thousands of state employees were laid 

off, prisoners were released early, and sales, personal income, and property taxes were 

increased across the nation.   

Figure 6

Government Tax Receipts as 

 Percentage of GDP, 1929 and 

2007
Taxes today are about two and a half 
times as high as they were in 1929.

Source: Economic Report of the 
President, 2008; Survey of Current 
Business, March 2008, www.bea.gov.
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162 C H A P T E R  7

 Comparison of Taxes in the United States 
and Other Countries 

 Contrary to popular opinion, Americans are not heavily taxed in comparison with the 

citizens of other industrial countries. As we see in  Figure 7 , our taxes were at the low 

end of the world’s leading rich countries. Keep in mind that these taxes include federal, 

state, and local taxes, and that almost half of that total is redistributed in the form of 

transfer payments, such as Social Security, public assistance, food stamps, and unem-

ployment insurance payments. 

    Who pays the highest taxes in North America? OK, I’ll give you a hint: In which 

 province  do they pay the highest taxes? In case you didn’t know, it’s Quebec, which boasts 

a 51.7 percent tax bite, which includes a sales tax of about 15 percent. So the next time 

you hear someone complaining about high taxes, just tell them to move to Quebec. 

    So what’s our problem? Why all this whining and carrying on about our high taxes 

when people in other countries pay so much more? Much of the dissatisfaction has to 

do with the lack of tangible benefi ts we get in return for our taxes. In many European 

countries medical care is free, college is free, and day care is heavily subsidized. Indeed, 

parents of young children receive $1,000 or more every year in child care allowances 

from their governments. So the United States would defi nitely have many more happy 

campers if its citizens got to see more of what they’ve been paying for. 

    Do you remember the concept of  opportunity cost,  which we covered in Chapter 2? 

Because we’re always having to make choices,  the opportunity cost of any choice is the 
foregone value of the next best alternative . The tax cut debate is really over opportunity 

cost: What do we need to  give up  in exchange for lower taxes? How about a cut in Social 

Security benefi ts? A smaller armed forces? Lower pay for teachers, fi refi ghters, and the 

police? Just as you can’t have your cake and eat it too, the concept of opportunity cost 

shows us that we can’t cut taxes  and  maintain the level of government spending that we 

would like.    

  The Economic Role of Government  

 This chapter has talked a lot about taxes and government spending. In short, the govern-

ment giveth and the government taketh away. 

    One fact that should be readily apparent is that the federal government and, to a 

lesser degree, state and local governments have a tremendous impact on the economy. 

   A tax is a compulsory payment 
for which no specifi c benefi t is 
received in return.  

 —U.S. Treasury  

   A tax is a compulsory payment 
for which no specifi c benefi t is 
received in return.  

 —U.S. Treasury  
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Figure 7

Tax Receipts as a Percentage 

of GDP in United States and 

Selected Countries, 2006
American taxpayers have a 
relatively low burden in comparison 
to taxpayers in other rich nations.

Source: Organization for Economic 
Cooperation and Development.
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This analysis, however, will be confi ned to the federal government. Although there is a 

great deal of overlap, we are going to consider, sequentially, four specifi c economic 

functions of government: provision of public goods and services, redistribution of income, 

stabilization, and economic regulation.  

  (1) Provision of Public Goods and Services 

 Government provides a wide range of goods and services. Private enterprise would sup-

ply few of these because they are not profi table. Back in the 1950s, most of the country 

was served by private intercity bus lines. In New Jersey, when these companies began 

losing money, the state had to subsidize them just to keep the buses running. Finally, 

more than 25 years ago the state was forced to take over all the remaining private bus 

lines. Other states and regions were also forced to form public transportation authorities, 

while the federal government formed Amtrak to take over the national rail lines. Add to 

these all the other government operations and you’re talking about some $2.7 trillion of 

public goods and services. 

    Some of the main services our government provides include defense of the country, 

maintenance of internal order and a nationwide highway network, and provision of a 

money supply to facilitate exchanges of goods and services. While certain services, such 

as public education and the running of the criminal justice system, are very obvious, 

others, such as bank inspections, environmental protection, and the carrying out of sci-

entifi c research are less visible to most citizens. 

    Our interstate highway network is an excellent example of the social infrastructure 

that our government provides. Imagine how much lower our standard of living would be 

without it. Compare our infrastructure with that of a poor country and you’ll have a much 

better appreciation of the economic role of the government.   

  (2) Redistribution of Income 

 The government is sometimes seen as a modern-day Robin Hood, redistributing money 

from rich taxpayers to poor welfare recipients, or from huge corporations to unemploy-

ment benefi t recipients. Food stamps, Medicaid, and disability payments are all programs 

aimed mainly at the needy, while the relatively well-to-do taxpayer foots the bill. 

    Some would argue that there is also welfare for the rich, whether in the form of 

subsidies to corporate farmers and shipbuilders; tax breaks for defense contractors, oil 

companies, and other large corporations; or huge government contracts for missile sys-

tems, aircraft, and highway construction. 

    The top 1 percent of income earners paid about 38 percent of federal income taxes 

in 2007. By contrast, families in the bottom 40 percent of income earners paid little or 

no federal income tax, and millions of them received money back from the government, 

mainly in the form of the Earned Income Tax Credit, which is discussed in the chapter 

on income distribution and poverty near the end of the book. 

    Regardless of whether the rich or the poor are on the receiving end, one thing is 

perfectly clear: The government does redistribute a lot of money. The federal, state, and 

local governments combined provide Americans with $1.7 trillion a year in the form of 

transfer payments such as Social Security, veterans’ pensions, public assistance, and 

unemployment insurance benefi ts.   

  (3) Stabilization 

 Two basic goals of the federal government are stable prices and low unemployment. 

Stated somewhat differently, the goals may be seen as a fairly high rate of economic 

growth (which would hold the rate of unemployment to a minimum) with no infl ation. 

    How the government might go about attaining these goals is the subject of Chapters 10 

through 16. But at this time we can already gauge some of the economic impact of the 

federal budget and how that budget might affect the stability of our economy. 

  Does the government take from 
the rich and give to the poor— 
or is it the other way around?  

  Does the government take from 
the rich and give to the poor— 
or is it the other way around?  

   A government which robs Peter 
to pay Paul can always depend 
on the support of Paul.  

 —George Bernard Shaw  

   A government which robs Peter 
to pay Paul can always depend 
on the support of Paul.  

 —George Bernard Shaw  

  It is the aim of good government 
to stimulate production, of bad 
government to encourage 
consumption.  

 —Jean-Baptiste Say 

  It is the aim of good government 
to stimulate production, of bad 
government to encourage 
consumption.  

 —Jean-Baptiste Say 
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      The $3.2 trillion that the federal government now dispenses annually puts a fl oor 

under our economy’s purchasing power. During the early stages of the Great Depression, 

the federal government was only a minor economic player. The total federal budget was 

less than 5 percent of GDP. Now it’s 23 percent. Thus, no matter how bad things get, 

at least the government will provide a fl oor under total spending.   

  (4) Economic Regulation 

 Another important function of government is to provide the economic rules of the game 

and, somewhat more broadly, the social and political context in which the economy oper-

ates. Some of these rules are easily understood: the fostering of competition among busi-

ness fi rms, environmental protection laws, child labor laws, the setting of a minimum 

hourly wage rate, consumer protection laws, and a court system to adjudicate disputes 

and punish offenders. Beyond these, the government helps provide the social and political 

framework within which individuals and business fi rms are able to function smoothly. 

    In Chapter 3 we talked about the role of competition and the price mechanism in 

our economic system. A competitive system will function only as long as there is com-

petition. If there are only a handful of fi rms in several industries, there is no competition. 

The government’s job is to make sure this doesn’t happen. 

    Government provides the legal framework that enables private ownership and the 

enforcement of contracts. These protections are generally absent in primitive economies 

which lack entrepreneurs willing to create business fi rms. The government also provides 

a reliable money supply, which facilitates specialization and exchange, the development 

of fi nancial markets, and a smoothly functioning banking system. 

    Within our political and social framework, the government must also allow indi-

viduals and business fi rms to operate with the maximum degree of freedom. There are 

those who consider the current level of government regulation blatant interference with 

their economic freedom. 

    Does that freedom imply the right to pollute the environment or to monopolize an 

industry by driving competitors out of business? Perhaps Justice Oliver Wendell Holmes 

put it best when he noted that a person’s freedom to swing his fi st extended only as far 

as his neighbor’s nose. Unfortunately, in the economic environment, there is little agree-

ment as to how far economic freedom may be extended without interfering with society 

as a whole or the economic rights of specifi c individuals or business fi rms.  5  

     Conclusion 

 Adam Smith, in his monumental  The Wealth of Nations,  published in 1776, summed up 

the dos and don’ts of economic endeavor: “Every man, as long as he does not violate 

the laws of justice, is left perfectly free to pursue his own interest his own way, and to 

bring both his industry and capital into competition with those of any other man, or order 

of men.”  6  

           Smith went on to defi ne the economic role of government:  

 According to the system of natural liberty, the sovereign has only three duties to attend 

to; three duties of great importance, indeed, but plain and intelligible to common 

understandings: fi rst, the duty of protecting the society from the violence and invasion 

of other independent societies; secondly, the duty of protecting, as far as possible, every 

member of the society from the injustice or oppression of every other member of it, or the 

duty of establishing an exact administration of justice; and, thirdly, the duty of erecting and 

maintaining certain public works and certain public institutions, which it can never be for 

  Adam Smith’s dos and don’ts    Adam Smith’s dos and don’ts  

5We discuss these issues in the chapter on corporate mergers and antitrust in Economics and in Microeconomics.
6Adam Smith, The Wealth of Nations (London: Methuen, 1950), p. 208.

sLa75799_ch07_145-170.indd Page 164  4/12/08  12:54:22 PM user-s206sLa75799_ch07_145-170.indd Page 164  4/12/08  12:54:22 PM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08



 The Government Sector 165

the interest of any individual, or small number of individuals, to erect and maintain; 

because the profi t could never repay the expense to any individual or small number of 

individuals, though it may frequently do much more than repay it to a great society.  7  

      If we were to take Adam Smith’s description of the government’s economic role as 

our starting point, let’s see how far it might be expanded. Should the government try to 

curb air and water pollution? What about prohibiting the dumping of toxic waste or 

regulating the disposal of nuclear waste? One can only wonder what Smith would have 

said about Medicare’s drug prescription program. 

    How much should the government be involved in helping the homeless and the 37 mil-

lion Americans offi cially classifi ed as poor?  8   Or the 47 million people without medical 

insurance? And what more should be done about crime and drugs? The government’s 

economic role has grown tremendously these last seven decades, and it will continue to 

grow in coming years. Indeed, when your children take macroeconomics, the author of 

their textbook may look back at the fi rst decade of the 21st century as a period when 

the economic role of government was still relatively small. 

  Current Issue: Will Social Security 
Be There for You? 

 Please answer these two questions:  

   1.   Do you believe in fl ying saucers?  

   2.   Do you believe you will be able to collect Social Security benefi ts when you’re 65?   

  Surveys conducted over the last dozen years found that more people in their 20s 

believe that there are fl ying saucers than that they will be able to collect Social Security 

benefi ts. 

  When you reach the age of 65, will you be able to collect Social Security benefi ts? 

After all, you will pay Social Security taxes your entire working life. And ditto for 

Medicare. There’s no question that you’re entitled. But will you be able to  collect ? 

  My own guess is that before mid-century there will be a watered down version of 

both programs. You’ll receive  some  benefi ts, but not at nearly the level that your grand-

parents received. 

  Right now we’re paying about $150 billion more in Social Security taxes than we’re 

spending on Social Security benefi ts. That surplus is deposited in the Social Security 

trust fund, which consists of trillions of dollars of U.S. government securities. But what’s 

also happening is that the government, which has been running humongous budget def-

icits, is using the Social Security surpluses each year to offset the defi cits. Each year, 

then, the U.S. Treasury spends the surplus and places its i.o.u.’s into the Social Security 

trust fund. 

  In 2011 the baby boomers (born between 1946 and 1964) will begin retiring, and 

by 2017, the annual Social Security surplus will disappear. But don’t worry, because we 

can just draw down the trust fund until it runs out of money around 2042. The only 

problem is that the trust fund consists of U.S. treasury bills, bonds, notes, and certifi cates. 

The trust fund administrators aren’t going to send people these U.S. government securi-

ties every month instead of checks. No problem, the administrators can just go out and 

sell the securities to the public. But they’d soon be selling hundreds of billions of U.S. 

government securities on top of fi nancing our huge—and probably growing—federal 

budget defi cit. 

7Ibid., pp. 208–9.
8Poverty is the subject of a later chapter.

sLa75799_ch07_145-170.indd Page 165  4/12/08  12:54:22 PM user-s206sLa75799_ch07_145-170.indd Page 165  4/12/08  12:54:22 PM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08



166 C H A P T E R  7

  Long before the trust fund runs out of money around 2042, this massive government 

borrowing will very likely push up interest rates to record levels and possibly precipitate 

a fi nancial crisis. That’s if no strong measures are taken to raise Social Security taxes 

and lower benefi ts. 

  OK, that’s the good news. The bad news is Medicare, which is even more seriously 

underfunded than Social Security. By 2028, Medicare spending will surpass Social 

 Security spending. Remember all those retiring baby boomers? Medicare is a lot more 

complex than Social Security, so I promise that you’ll soon be hearing more about an 

impending Medicare crisis. 

  In 2008 the fi rst of the 77-million-strong baby boom generation began to collect 

Social Security retirement benefi ts, and by 2011, when they reach the age of 65, they 

will begin enrolling in Medicare. Healthcare costs, which have been rising much faster 

than the rate of infl ation may begin rising even faster. Already health care spending 

accounts for one of every six dollars of GDP. And so, as your grandparents, and then 

your parents reach retirement age, your generation will be called upon to pay an increas-

ing share of your income—most likely in the form of higher taxes—to ensure that they 

receive everything their government has promised them.       

  Questions for Further Thought and Discussion  

   1.    If a political candidate said that if she were elected to Congress, she would work 

toward cutting federal government spending by one-third over the next four years, 

would she stand much chance of fulfi lling her promise? Why or why not?  

   2.    When you retire, will you be able to collect Social Security benefi ts? Give the 

 reasons why you might not be able to collect.  

   3.   Discuss the pros and cons of having a high cigarette excise tax.  

   4.   Make up a numerical example to show why the Social Security tax is regressive.  

   5.    If Adam Smith were alive today, to what degree would he approve of the present 

 economic role of the American government?  

   6.    What additional goods and services do we expect from government today as opposed 

to 60 years ago?  

   7.    Some politicians say that Americans pay too much in taxes. Explain why you agree 

or disagree with them.  

   8.   Describe the growth of the economic role of the federal government since the 1930s.  

   9.    Explain the difference between government spending and government purchases of 

goods and services.  

   10.   Give two examples of public goods or services that you use.  

   11.     Practical application:  If you could order a cut of $100 billion in federal spending, 

which programs would you cut and why would you cut them?    

sLa75799_ch07_145-170.indd Page 166  4/12/08  12:54:22 PM user-s206sLa75799_ch07_145-170.indd Page 166  4/12/08  12:54:22 PM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08



   Multiple-Choice Questions 

 Circle the letter that corresponds to the best answer.  

   1.   The role of government grew most rapidly during the 

period   . ( LO1 )  

  a)   1920–1933     c)   1945–1960  

  b)   1933–1945     d)   1960–1975    

   2.   The seeds of the expansion of the federal 

government’s economic role were sown during the 

administration of   . ( LO1 )  

  a)   Franklin Roosevelt     c)   Richard Nixon  

  b)   Dwight Eisenhower     d)   Ronald Reagan    

   3.   Which couple pays the most in federal taxes? (LO5  )  

  a)    Todd Lhuillier and Stacey Lhuillier derive their 

entire $100,000 income from dividends and have 

two young children, Chloe Lhuillier and Taylor 

Lhuillier.  

  b)    Eric Church and Kim Swanson Church each have 

jobs that pay $50,000; they have no children.  

  c)    Teodor Barnett and Miriam Barnett each have jobs 

that pay $51,000 and have two dependent 

grandchildren living with them—Sarah Jones and 

Emma Jones.  

  d)    Patricia Judge has a job paying $55,000 and her 

husband, John Judge, has one that pays $52,000. 

They have fi ve dependent grandchildren living 

with them—Jack Alaska Watt, William Watt, 

Matthew Watt, Blake Armstrong, and Susan 

Armstrong.    

   4.   Which is the most accurate statement? (LO5  )  

  a)    The rich pay most of the federal personal 

income tax.  

  b)    President George W. Bush raised taxes that the 

poor must pay.  

  c)    As a result of the events of 9/11, Americans are 

very supportive of tax cuts.  

  d)    Government spending on defense declined 

between 2001 and 2006.    

 Workbook for Chapter 7 

Name    Date 

   5.   The federal government’s fi scal year begins 

on   . (LO1  )  

  a)   January 1     c)   October 1  

  b)   July 1     d)   November 1    

   6.   Transfer payments to individuals are    

percent of the federal budget. (LO1  )  

  a)   25     c)   65  

  b)   50     d)   85    

   7.   Which statement is true? (LO5  )  

  a)    Bill Gates pays more Social Security tax than 

most American workers.  

  b)    The rich pay a higher proportion of their income 

in Social Security tax than in federal personal 

income tax.  

  c)    Most wage earners pay more in federal personal 

income tax than in Social Security tax.  

  d)    The rich pay Social Security tax on nearly their 

entire income.    

   8.    Compared to federal spending, state and local 

spending is   . (LO1  )  

  a)   almost twice as large  

  b)   about the same  

  c)   half as large  

  d)   one-quarter as large    

   9.   The largest federal government purchase of fi nal 

goods and services is   . (LO1  )  

  a)   Social Security  

  b)   defense  

  c)   interest on the national debt  

  d)   foreign aid    

167

sLa75799_ch07_145-170.indd Page 167  4/12/08  12:54:23 PM user-s206sLa75799_ch07_145-170.indd Page 167  4/12/08  12:54:23 PM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08



  10.   If Kathie Barnes earns $50,000 and Katie Harvey 

earns $500,000 a year, they both will pay Social

  Security tax   . (LO5  )  

  a)   at the same average tax rate  

  b)    but Kathie Barnes will pay at a higher average 

tax rate  

  c)    but Katie Harvey will pay at a higher average 

tax rate  

  d)    but it is impossible to tell what their average tax 

rates are    

  11.   The most progressive tax listed here is 

the   . (LO3  )  

  a)   Social Security tax  

  b)   federal personal income tax  

  c)   federal excise tax  

  d)   state sales tax    

  12.   Each of the following is a direct tax except the   

 tax. (LO3  )  

  a)   Social Security     c)   corporate income  

  b)   federal personal income     d)   federal excise    

  13.   Which is true? (LO3  )  

  a)    The rich are hurt more than the poor by regressive 

taxes.  

  b)    The poor are hurt more than the rich by 

progressive taxes.  

  c)    The federal personal income tax is a regressive 

tax.  

  d)    None of these statements is true.    

  14.   A tax with an average rate of 20 percent for the 

rich and 2 percent for the middle class is

     . (LO3  ,  4 )  

  a)   progressive    c)  proportional

  b)   regressive         d)   none of these    

  15.   In 2008 Brian Murray earned $300,000; he paid 

Social Security tax on   . (LO5  )  

  a)   none of his income  

  b)   all of his income  

  c)   nearly all of his income  

  d)   less than half of his income    

  16.   Which statement is true? (LO1  ,  5 )  

  a)    There is no overlap between the duties of local 

government and private businesses.  

  b)    Medicare and Medicaid spending account for over 

20 percent of the federal budget.  

  c)    We spend as much on defense than do the rest of 

the world’s nations combined.  

  d)    Although President Bush has cut the tax rates of 

the rich, they generally end up paying more taxes 

because they are willing to work more hours.    

  17.   Which would be the most accurate description of 

the top marginal tax rate of the federal income 

tax? (LO4  )  

  a)   It is higher than it has ever been.  

  b)   It is lower than it has ever been.  

  c)   It is much lower than it was in 1980.  

  d)   It is much higher than it was in 1980.    

  18.   The most important source of federal tax revenue is 

the   . (LO5  )  

  a)   personal income tax  

  b)   corporate income tax  

  c)   federal excise tax  

  d)   payroll tax    

  19.   Until 1981 the maximum marginal tax rate on the 

federal income tax was    percent. (LO5  )  

  a)   70     c)   40  

  b)   50     d)   33    

  20.   Taxes (including federal, state, and local) are about 

   of our GDP. (LO5  )  

  a)   10 percent     c)   30 percent  

  b)   20 percent     d)   40 percent    

  21.   The most important source of local tax revenue 

is the    tax. (LO5  )  

  a)   property     c)   excise  

  b)   income     d)   sales    

  22.   Compared with the citizens of other rich countries, 

Americans are   . (LO5  )  

  a)   much more heavily taxed  

  b)   somewhat more heavily taxed  

  c)   taxed at about the same rate  

  d)   not as heavily taxed    
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  23.   Adam Smith endorsed each of the following roles of 

government except   . (LO6  )  

  a)   providing for defense  

  b)   establishing a system of justice  

  c)   erecting a limited number of public works  

  d)    guaranteeing a job to every person ready, willing, 

and able to work    

  24.   An example of a public good is   . (LO1  ,  6 )  

  a)   a Honda Accord     c) a Boeing 747    

  b)   a movie theater     d)   a lighthouse    

  25.   Which statement is true? (LO6  )  

  a)   Americans pay the highest taxes in the world.  

  b)   Public goods are provided by private enterprise.  

  c)    The economic role of the federal government has 

shrunk over the last 30 years.  

  d)    In 1990 and in 1993 taxes for the rich were 

increased substantially.    

  26.   Major league baseball stars like Derek Jeter, 

Alex Rodriguez, and Pedro Martinez all pay

    . (LO5  )  

  a)   more Social Security tax than Medicare tax  

  b)   more Medicare tax than Social Security tax  

  c)   neither Medicare tax nor Social Security tax    

  27.   Gasoline taxes in the United States are   

  than they are in other leading industrial 

nations. (LO5  )  

  a)   much higher  

  b)   a little higher  

  c)   a little lower  

  d)   much lower    

  28.   State and local taxes are basically (LO5  )  

  a)   progressive.  

  b)   proportional.  

  c)   regressive.    

  29.   Which is the most accurate statement about the 

federal personal income tax top MTR? (LO5  )  

  a)   It has been higher than 90 percent.  

  b)   It is now the lowest it has ever been.  

  c)   It is nearly the highest it has ever been.  

  d)   It was at its highest in the 1980s.  

  e)   It was at its lowest in the 1950s.       

 Fill-In Questions  

   1.   The economic role of the federal government began

  to get very large in the year   . (LO1  )  

   2.   Name basic economic infl uences of the federal 

government: (1)   ; (2)   ; and 

(3)   . (LO6  )  

   3.   Fiscal year 2007 began on    (fi ll in month, 

day, and year). (LO1  )  

   4.   The largest federal government transfer payment 

is   . (LO5  )  

   5.   The average tax rate is found by dividing    

by   . (LO4  )  

   6.   Progressive taxes place the greatest burden on 

the   . (LO3  )  

   7.   Examples of regressive taxes include    

and   . (LO3  )  

   8.   In 2008 the Social Security tax rate was    

percent. (LO5  )  

   9.   The most important source of federal tax revenue is 

the    tax. (LO5  )  

   10.   The maximum marginal tax rate of the federal 

personal income tax today is    

percent. (LO5  )  

   11.   If you earned $10,000 in 2008, how much did the

  federal government collect in payroll tax?

  $   . (LO5  )  

  (Hint: both you and your employer pay this tax.)  

   12.   If Adam Smith were alive today, he would say that 

our government is too   . (LO6  )  

  13.   As disposable income rises, C � I � G 

.   (LO2  )     

169

sLa75799_ch07_145-170.indd Page 169  4/12/08  12:54:24 PM user-s206sLa75799_ch07_145-170.indd Page 169  4/12/08  12:54:24 PM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08



 Problems  

   1.   If Cayden Noel earned $80,000 in 2008, how much 

Social Security tax did he pay? (LO5  )  

   2.   If Haley My Hang Althaus earned $10,000 in 2008, 

how much Social Security tax did she pay? (LO5  )  

   3.   If Taryn Goulding had earned a taxable income of 

$20,000 and paid $1,000 in federal income tax, how 

much was her average tax rate? (LO4  )  

   4.   If Mike DelMastro had a marginal tax rate of 28 per-

cent and earned an extra $10,000, how much tax 

would he pay? (LO5  )  

   5.   If Alex Lawson Ballard earned an extra $1,000 and 

paid $150 in taxes on that income, how much would 

his marginal tax rate be? (LO4  )  

   6.   If Kyle Rollings Cavedo were in the lowest personal 

income tax bracket, how much personal income tax 

would he have to pay on $5,000 of taxable 

income? (LO5  )  

   7.   Suppose that Bill Gates’s income were to increase by 

$100 million. How much more personal income tax 

would he have to pay? (LO5  )  

   8.   If Christian Collins’ taxable income rose from 

$30,000 to $40,000 and his tax bill rose from $4,500 

to $7,000, how much is his marginal tax rate? (LO4  )  

   9.   If Terry Horn pays $5,000 on a taxable income of 

$40,000, how much is her average tax rate? (LO4  )  

   10.   The Speedy Delivery Service paid its 10 drivers 

$30,000 each. How much did the company owe in 

payroll tax? (LO5  )  

   11.   If Tanner Church earned $100,000, how much would he 

pay in Social Security tax and in Medicare tax? (LO5  )  

   12.   Prove that a married person with three dependents 

(including himself) and an income of $12,000 pays 

more in Social Security tax than in federal income 

tax. (LO5  )  

  13.   If Cynthia Moore were the only working member of a 

family of a husband, wife, and their two children and 

earned $15,000, (a) approximately how much federal 

personal income tax would she pay? (b) How much 

Social Security and Medicare tax would she 

pay? (LO5  )  

  14.   If Jack Swanson paid $1,000 in federal income tax, 

how much is his marginal tax rate and his total tax 

rate? (There is enough information for you to fi gure 

out the answer.) (LO4  )  

  15.   Caroline Krause earned a salary of $1,000,000. 

(a) How much Social Security tax did she pay? 

(b) How much Medicare tax did she pay? (c) What 

is her marginal tax rate on her federal personal 

income tax? (LO4  ,  5 )  

  16.   How large a salary would you need to earn in order 

to be paying more in Medicare tax than in Social 

Security tax? (LO5  )                                           
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   Chapter 8 

  T
 he American economy is, by far, the largest and most productive in the world. Conse-

quently, we are by far, the world’s largest importer of goods and services. Until 2004, 

when Germany overtook the U.S., we were also the largest exporter.1 Yet foreign trade 

is less important to the U.S. economy than it is to those of nearly all other industrial nations. 

But in spite of the relatively small percentage of U.S. GDP accounted for through foreign 

trade, we have become thoroughly integrated into the global economy. 

  So far we’ve looked at the three main sectors of GDP—C (consumption), I (investment), 

and G (government spending). Now let’s consider X n  (net exports). X n  5 exports 2 

imports. 

 The Export-Import Sector  

   1.   The basis for international trade.  
   2.   U.S. imports and exports.  
   3.   A summing up: C 1 I 1 G 1 X n .  
   4.   Specialization and exchange.  

   5.   The world’s leading trading nations.  
   6.   World trade agreements and free-trade 

zones.  
   7.   Outsourcing and offshoring.   

  LEARNING OBJECTIVES 

  In this chapter we’ll cover:  

    The Basis for International Trade  

 Let’s look at trading, fi rst between individuals, and then between nations. There are a 

lot of people who like to putter around the house, doing their own repairs. So how would 

you feel about doing a really  big  job, like building a 129 3 209 deck in your backyard? 

If you’re really good with tools, it might take you 60 hours from start to fi nish. 

    Let’s say you’re a very successful attorney, who earns $300 an hour. Now you could 

hire a carpenter to do the deck for you at $20 an hour. And to make things interesting, 

let’s say that this person will also need 60 hours to complete the deck. Question: Should 

you hire him or her or build the deck yourself? 

    I’m sure that, unless you would rather do carpentry than anything else in the world, 

you would hire this person to build your deck. The labor will cost you $1,200. You could 

make $1,200 in just four hours by practicing law. 

    By the way, can you fi gure out the opportunity cost of building the deck yourself? It 

would be $18,000 (60 hours 3 $300). So you would save yourself $16,800 (the $18,000 that 
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172 C H A P T E R  8

you earned 2 the $1,200 you paid the deckbuilder). If this sounds at all familiar, it may be 

because we talked about this in the section on specialization and exchange in Chapter 3. 

    Back in 1776 Adam Smith made  this  observation:  

 It is the maxim of every prudent master of a family, never to attempt to make at home 

what it will cost him more to make than to buy. The taylor does not attempt to make his 

own shoes, but buys them of the shoemaker. The shoemaker does not attempt to make his 

own clothes, but employs a taylor. The farmer attempts to make neither the one nor the 

other, but employs those different artifi cers. . . .  

    What is prudence in the conduct of every private family, can scarce be folly in that of 

a great kingdom. If a foreign country can supply us with a commodity cheaper than we 

can make it, better buy it of them with some part of the produce of our own industry, 

employed in a way in which we have some advantage.  2  

     Specialization and Exchange  

 We could not have a modern, highly productive economy without specialization and 

exchange. Imagine if we all had to be self-suffi cient. Each of us would live on a farm 

where we would grow our own food, weave our own cloth, build our own homes, make 

our own tools and clothes—even our pins and needles and nails. 

    In modern economies, virtually everyone specializes. We can sell whatever good or 

service we produce. By specializing, we get good at producing something, and we are able 

to sell it for a relatively low price. So instead of spending hours trying to make your own 

nails, you can buy all the nails you need at the hardware store for less than a dollar. 

    When people specialize, they are usually far more productive than if they attempt 

to be generalists. Doctors, lawyers, accountants, engineers, and, of course, college profes-

sors, all specialize. 

    People specialize in every fi eld of learning. Your economics professor, for example, 

may have specialized in banking, and not only can tell you all the dirt on the 1980s savings 

and loan scandal, but can explain exactly how banks operate, how they determine the 

creditworthiness of borrowers, and even how you can wire money to other countries. 

    We’ve seen that, when you specialize in a certain type of work, you can get very 

good at it and have a much higher standard of living than you would as a jack-of-all-

trades. In this case, what makes sense for individuals also makes sense for nations. Nations 

generally export the goods and services they can produce effi ciently (that is, cheaply), 

and they import the goods and services that other nations produce more effi ciently. 

    Because of our abundant fertile farmland and eventually our tremendous stock of 

farm equipment, we have been a major exporter of wheat, corn, cotton, and soybeans 

since colonial times. Today we are the world’s leading exporter of computer software 

and entertainment goods and services. We were a major exporter of steel and textiles, 

but now that other nations can produce these more cheaply, we are a major importer of 

these products. Similarly, immediately after World War II we produced more than 60 per-

cent of the world’s oil, much of which we exported. Now that we have exhausted most 

of our easily extractable reserves, we import over 60 percent of our oil. 

    Tables 1, 2, and 3 provide a hypothetical example of two countries that can benefi t 

from specialization and trade. Assume that both Algeria and Zaire produce just two 

2Adam Smith, The Wealth of Nations (New York: Modern Library, 1937), p. 424. (Originally published in 1776.)

TABLE 1   Production of Trains and 
Planes before Specialization 

  Trains   Planes 

 Algeria   5   10 

 Zaire   10    5 
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 The Export-Import Sector 173

goods—planes and trains.  Table 1  shows how many trains and planes both countries cur-

rently produce.  

     The citizens of Algeria and Zaire spend all of their income taking train trips and 

plane trips. Now suppose that Algeria decided to devote all its resources to building 

planes, while Zaire used all its resources to build trains. Their new production totals are 

shown in  Table 2 .  

     Algeria specializes in building planes because it is especially good at it. Similarly 

Zaire specializes in building trains at which it excels. 

    What if in the world market trains and planes were sold for an identical price? Then 

Zaire could trade one train for each plane it received from Algeria. Suppose, then, that 

Zaire traded 10 trains for 10 of Algeria’s planes.  Table 3  shows how the two countries 

would end up.  

     Compare the numbers in Tables 1 and 3. Did both nations gain from specialization 

and trade? They certainly did. 

    This extremely simplifi ed model makes the case for free trade. In Chapter 31 you’ll 

fi nd a more detailed presentation of the argument for free trade.   

  U.S. Exports and Imports  

 From the earliest days of our nation’s history, we engaged in trade. As colonies of England 

in the 17th and 18th centuries, Americans were expected to provide her with raw mate-

rials and to buy England’s manufactured goods. Indeed, we were largely prohibited from 

competing with her own manufacturers. 

    However, after independence, we became increasingly self-suffi cient. As we noted 

back in Chapter 1, we were not only self-suffi cient agriculturally, but by the time of the 

Civil War we had built a powerful manufacturing base in the North. 

    Our self-suffi ciency in food production and our huge manufacturing base were important 

factors in helping us win World Wars I and II. America was called “the arsenal of democracy” 

because of the vast quantity of armaments we sent our allies, especially Great Britain and 

the Soviet Union during World War II. This self-suffi ciency continued until well into the 

1970s, when our relatively small export-import sector began to grow signifi cantly. 

     Figure 1  provides a summary of our changing relationship to the global economy. 

For the fi rst three-quarters of the 20th century we exported more than we imported virtu-

ally every year. But then we began importing more than we exported. You’ll notice also 

that trade has become much more important to our economy than it was in 1970. In that 

year, our imports and exports together were just over one-tenth of our GDP; now they 

TABLE 2  Production of Trains and
Planes with Specialization

 Trains Planes

Algeria  0 20

Zaire 20  0

TABLE 3  Consumption of Planes 
and Trains after Trade

 Trains Planes

Algeria 10 10

Zaire 10 10
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174 C H A P T E R  8

are over one-quarter of our GDP. In 2005 our imports were 16.2 percent of our GDP, 

while our exports were just 10.4 percent. 

    We’re going to be using a couple of new terms: positive balance of trade and nega-

tive balance of trade.  We run a positive balance of trade when we export more than we 
import.  You can easily fi gure out, then, what a negative balance of trade is.  We run a 
negative balance of trade when we import more than we export.  In recent years the 

United States has been running huge and growing negative trade balances. We have been 

buying a lot more goods and services from foreigners than they have been buying from 

us. Sometimes we refer to a negative trade balance as a trade defi cit. 

    What do we import and what do we export? We import and export both goods and 

services. The goods we import include cars, DVD players, TVs, microwave ovens, com-

puter chips, cameras, wine, oil, toys, clothing, and steel. Among the goods we export 

are cotton, wood, wheat, cars, chemicals, computer software, cigarettes, pharmaceuticals, 

tractors, and airplanes. In 2007 we imported $708 billion more in goods from foreigners 

than we exported to them. 

    We import and export services such as hotel stays, restaurant meals, and car rentals 

for tourists, plane trips, movies, TV programming, compact discs, banking, insurance, 

legal, and accounting services. In recent years we have been running a large positive 

balance of trade in services. In 2007 we exported $118 billion more in services to for-

eigners than we imported from them. 

    When foreign tourists fl y to the United States on U.S.-owned airlines and spend 

billions of dollars on hotels, meals, and local transportation, they are contributing to our 

positive balance of trade in services. That spending is added to our export of services. So 

the next time you see Japanese tourists snapping pictures of one of our national monuments, 

please thank them. They might even ask you to pose with them. 

    In the fi nal chapter of this book we’ll talk quite extensively about foreign exchange 

rates, but for now, let’s consider how they might affect you. If you happen to be planning 

a trip to Europe, you’ll certainly be very concerned about the exchange rate between 

dollars and euros. Let’s say that on your fi rst night in Paris, your restaurant bill comes 

to 40 euros. In recent years the exchange rate between dollars and euros has fl uctuated 

between about $0.85 to about $1.60 for 1 euro. So do the math and fi gure out how much 

that meal would have cost at each of these exchange rates. 

   Solution: 

   If you could get 1 euro for $0.85, then your meal would have cost you just $34 (0.85 3 40). 

But if the euro were exchanged for $1.60, that same meal would have set you back $64 

(1.60 � 40).    

Figure 1

U.S. Imports and Exports as 

 Percentage of GDP, 1970–2007
Note the growing gap between 
imports and exports. In 2007 imports 
were 16.8 percent of GDP, while 
exports were just 11.6 percent.

Source: Economic Report of the 
President, 2008.
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 The Export-Import Sector 175

     The cost of all the foreign goods and services will vary with the dollar’s exchange 

rate with euros, Japanese yen, British pounds, Canadian dollars, Mexican pesos, Chinese 

yuan, and a variety of other currencies. The fi nancial section of most daily newspapers 

lists these exchange rates. 

    One of the services we provide to foreigners is education. There are more than 

500,000 foreign college students in the United States spending over $13 billion, 75 per-

cent of which is funded by overseas sources. Over half of these foreign students are 

studying management, mathematics, the sciences, or computer science. At some of our 

leading engineering schools, such as New Jersey Institute of Technology and Stevens 

Institute of Technology, over 70 percent of the doctoral degrees are awarded to foreign-

ers. At the Polytechnic University of New York, one of the nation’s leading engineering 

schools, the Russian students often complain that they cannot understand the English 

spoken by their Chinese professors. 

    Our balance of trade in goods is a completely different story. From the outbreak of 

World War I until 1970 we maintained a positive trade balance in merchandise. By the 

late 1970s we were beginning to run substantial defi cits. 

     Table 4  summarizes our balance of trade in 2007. As you’ll notice, we imported 

more goods than we exported. And we exported more services than we imported. But our 

positive balance of trade in services (1$118 billion) was far outweighed by our negative 

balance of trade in goods (2$827 billion). That left us with a balance of trade in goods 

and services, X n , of 2$708 billion (after rounding to the nearest billion).   

  Outsourcing and Offshoring  

 Many companies contract out some of their jobs to other fi rms. For example, Wal-Mart 

hires local janitorial fi rms to clean their stores at night. Magazine and newspaper sub-

scriptions are sold by telemarketers who are employed by companies that specialize in 

telephone soliciting. Briefs for law fi rms may be typed by people in the West Indies. 

    All of these jobs are outsourced. But if they are performed abroad, then they are also 

offshored. When a company shuts down a textile mill in South Carolina and replaces it 

with one in China, those jobs were not just outsourced but offshored as well. 

    As long as outsourced jobs remain in the United States, one American’s job loss is 

another American’s job gain. But when a job is offshored, our employment goes down 

by one. While most of those whose jobs are offshored do eventually fi nd other jobs, it 

may take them months or even years to do so, and then the new job will generally pay 

less than the job that was lost. 

    Since 1970 at least fi ve million relatively high-paying factory jobs—in autos, steel, 

textile, apparel, and consumer electronics—have been offshored. Today nearly 85 percent 

of our labor force is employed in the service sector, and now these jobs, too, are being 

sent abroad. Huge call centers are springing up in India to provide American customers 

with technical support. When you need help with your computer, you may get to talk 

with “Randy” in Bangalore, or perhaps “Samantha” in New Delhi. 

    A survey by McKinsey and Robbins indicates only about 10 percent of all service 

jobs are vulnerable to offshoring, and only a small fraction of these will actually be 

offshored in the foreseeable future. Still, who would have ever imagined that physicians 

TABLE 4 U.S. Balance of Trade, 2007 (in billions of dollars)*

Exports of goods $1153 Imports of goods $1979

Exports of services $490 Imports of services $372

Exports of goods and services $1643 Imports of goods and services $2153

Xn 5 2$708

*Numbers may not add up due to rounding.

Source: www.bea.gov.
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176 C H A P T E R  8

in India would be reading MRIs sent over the Internet, and doing so at just one-tenth 

the price charged by American physicians. 

      And yet, in the whole scheme of things, how much do we really have to fear off-

shoring? Every year about 40 percent of all the jobs in our economy change hands. Since 

only a fraction of one percent is sent offshore every year, it is certainly something that 

we can live with. But if  your  job is offshored, then that’s another story.   

  A Summing Up: C 1 I 1 G 1 X n   

 The last three chapters examined the three main components of GDP: C, or consumption; 

I, or investment; and G, or government spending. One more variable goes into GDP—net 

exports, or X n .  Net exports  5  Exports  2  Imports.  If we subtract all the money the United 

States spends on foreign goods and services from what foreigners spend on U.S. goods 

and services, we get net exports. This number represents the difference between what 

we sell to foreigners and what they sell to us. 

    Until recently many economists more or less ignored this last item in the GDP equa-

tion. The fi gure for net exports, while positive, was usually less than 1 percent of GDP. 

For the fi rst seven decades of the 20th century, we sold more to foreigners every single 

year than they sold to us. But in the early 1970s our balance of trade turned negative, 

with net exports totalling $708 billion in 2007. Why did net exports turn negative in the 

early 1970s, and what accounts for our growing negative trade balance since then? You’ll 

fi nd out when you reach the next-to-last chapter, “International Trade.” 

    Now we’re going to graph the C 1 I 1 G 1 X n  line. Keep in mind that X n  has been 

negative since the early 1970s and will probably continue to be negative for decades. In 

 Figure 2 , why did we draw the C 1 I 1 G 1 X n  line  below  the C 1 I 1 G line? Because X n  

is a negative number, so the sum of C 1 I 1 G 1 X n  is  less  than the sum of C 1 I 1 G.   

  World Trade Agreements and Free Trade Zones  

 Since the end of World War II in 1945 there has been an accelerating movement toward 

free trade. The formation of the European Common Market, renamed the European 

Union, and of NAFTA (the North American Free Trade Agreement) has placed most of 

  Subtract imports from exports 
to get net exports.  
  Subtract imports from exports 
to get net exports.  

X n  5 Exports 2 ImportsX n  5 Exports 2 Imports

  Why is the C 1 I 1 G 1 X n  
line drawn below the C 1 I 1 
G line?  

  Why is the C 1 I 1 G 1 X n  
line drawn below the C 1 I 1 
G line?  
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the industrial world within two virtual free trade zones. In addition, the General Agree-

ment on Trade and Tariffs (GATT), now the World Trade Organization, has reduced trade 

barriers worldwide.  

 Free Trade Zones  

 NAFTA   The North American Free Trade Agreement, which was ratifi ed by Congress 

in 1993, created a free trade area including Canada, the United States, and Mexico, a 

market of over 400 million consumers. Here is how the agreement is described in the 

1994  Economic Report of the President:   

 In addition to dismantling trade barriers in industrial goods, NAFTA includes agreements 

on services, investment, intellectual property rights, agriculture, and strengthening of trade 

rules. There are also side agreements on labor adjustment provisions, protection of the 

environment, and import surges.  3  

    How well has the agreement worked so far? Has a fl ood of cheap Mexican goods 

resulted in “the sound of jobs being sucked out of the United States”? Hardly. But the 

threat of moving operations to Mexico, where hourly wages and fringe benefi ts average 

about $1.50 an hour, has had a depressing effect on American factory wages. But there 

is little evidence that the agreement has cost more than 200,000 jobs, which is less than 2 

one-thousandths of our total employment. Nevertheless, our trade defi cits with both 

Mexico and Canada have gone up substantially since the passage of NAFTA. 

  Mexico is becoming a manufacturing export platform. Over 60 percent of all U.S. 

exports to Mexico are eventually re-exported back to the United States—up from 40 percent 

before NAFTA. Mexican autoworkers performing sophisticated, highly productive manu-

facturing work that used to be done in America do it at one-eighth the U.S. wage. 

  Currently the United States absorbs over 80 percent of Mexico’s exports. This fi gure 

should fall substantially during the next decade, especially after the trade deal negotiated 

between Mexico and the European Union, which will abolish most tariffs between them 

by 2007. Volkswagen, which makes the New Beetle solely in Mexico, currently pays a 

7 percent duty when it ships to Europe, but under the new pact, these cars will be shipped 

to Europe duty-free. 

  NAFTA was an extension of an earlier trade agreement with Canada. We import 

more from Canada than any other country, and we export more to Canada than any other 

country. Because of our mutual interdependence—and because of the integration of our 

economies—it would be unthinkable for either country to erect trade barriers to keep out 

imports from the other. Under the agreement, duties on most goods will be phased out 

within the next few years. 

   Table 5  summarizes the change in our trade position with Mexico and Canada between 

1993 (the year before NAFTA went into effect) and 2007. While our trade with both nations 

expanded sharply, our trade defi cit with both nations went up still faster. During this same 

period, however, our trade defi cit with the rest of the world also rose very rapidly. 

  Our trade defi cit with China reached $256 billion in 2007, which was, by far, our 

largest defi cit in history with any nation, more than double our recent defi cits with Japan. 

Just as many Americans engaged in Japan-bashing in earlier years, now Chinese trade 

practices have been targeted. One wonders if our trade defi cits with Mexico and Canada 

continue to mount, whether there will be more demands that we disband NAFTA. 

  There has been talk of expanding NAFTA to include all 34 nations of the Western 

Hemisphere (except Cuba), a grouping tentatively called the “Free Trade Area of the 

Americas.” The leaders of these nations met in Quebec in April 2001 at the third summit 

of the Americas, and agreed in principle to put the pact into operation no later than 2005. 

But we’re still waiting.  

 Canada is our most important 
trading partner. 
 Canada is our most important 
trading partner. 

3See page 225 of the Report.
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    CAFTA   The Central American–Dominican Republic Free Trade Agreement is a trade 

agreement between the U.S. and the Dominican Republic as well as fi ve small Central 

American nations—Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua. Pushed 

through Congress by President George W. Bush, this agreement will eventually eliminate 

all tariffs among the seven nations. But its immediate impact will be very small, since 

80 percent of Central American products were already entering the U.S. duty-free.   

 The European Union (EU)   Although this free trade association of 27 nations (see 

 Figure 3 ) can trace its origins back to the 1950s, it wasn’t until 1992 that a truly com-

mon market was formed. Freight was now able to move anywhere within the EU without 

checkpoint delays and paperwork. So-called “quality” codes such as German beer-purity 

regulations and Belgian chocolate-content restrictions were ended. Workers from any EU 

country could work in any other member country. 

  With a population and GDP comparable to those of the United States, the EU is 

already an economic powerhouse. In 1999, 11 EU countries formed the European Monetary 

Union, which established the euro as a common currency,  4   making trade among participat-

ing member nations much easier to conduct. A German tourist buying a meal in a Parisian 

restaurant no longer has to convert her marks into francs, and a Dutch businessman buying 

Italian wine no longer has to convert his guilders into lira.

    Mercosur   Much less well known than NAFTA and the EU, this free trade zone 

includes Argentina, Brazil, Paraguay, Uruguay, and Venezuela, and associate members 

Bolivia, Chile, Columbia, Ecuador, and Peru.       It is the fourth largest integrated market 

after NAFTA, the EU, and Japan. Mercosur is an acronym for Mercado Común del Sur, 

or Common Market of the South. Formed in 1991, it has succeeded in eliminating all 

internal tariffs while imposing a common external tariff on goods imported from coun-

tries outside the union. However, some trade restrictions—especially between Brazil and 

Argentina—still persist.    

 World Trade Agreements  

 GATT   The General Agreement on Trade and Tariffs was drafted in 1947 and has 

since been signed by more than 150 nations. GATT is a uniform system of rules for 

the conduct of international trade. Its latest version, which was ratifi ed by Congress in 

1994, was the culmination of years of negotiations. It will reduce tariffs worldwide by 

an average of 40 percent, lower other barriers to trade such as quotas on certain prod-

ucts, and provide patent protection for American software, pharmaceuticals, and other 

industries. 

TABLE 5  U.S. Trade with Mexico and Canada, 1993 and 2007 
(in billions of U.S. dollars)

Year Exports to Mexico Imports from Mexico U.S. Trade Balance with Mexico

1993  42  40   2

2007 138 212 274

Year Exports to Canada Imports from Canada U.S. Trade Balance with Canada

1993 100 111 211

2007 252 316 264

Source: Offi ce of Trade and Economic Analysis, U.S. Dept. of Commerce.

4Twelve countries are now members.
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    Will GATT hurt our trade balance, unleash a fl ood of cheap foreign imports, and 

result in the loss of millions of American jobs? Although some industries will be affected 

adversely, the positive appears to outweigh the negative. On the average, foreign coun-

tries have more trade restrictions and tariffs on U.S. goods than we have on theirs, so 

GATT should help us much more than it hurts us. For the fi rst time intellectual property 

rights like patents, trademarks, and copyrights will be protected. GATT will also open 

markets for service industries such as accounting, advertising, computer services, and 

engineering—fi elds in which Americans excel. 

Figure 3

European Union: Member Countries and Candidates for Membership, 8/1/08
Members: Austria, Belgium, Bulgaria, Cyprus, Czech Republic, Denmark, Estonia, Finland, France, 
Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Poland, 
Portugal, Romania, Slovakia, Slovenia, Spain, Sweden, and United Kingdom. Croatia, Macedonia, and 
Turkey are membership candidates.
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  GATT brings agriculture under international trade rules for the fi rst time. Many 

countries heavily subsidize their farmers (in 2005 the United States spent over $20 billion 

in crop subsidies), but European subsidies dwarf those paid to American farmers. Presi-

dent Clinton’s Council of Economic Advisors noted that, “Since the United States has a 

strong underlying comparative advantage in agriculture, the mutual reduction in trade 

barriers and subsidization will be to the distinct advantage of U.S. producers.”  5         Propor-

tionately, the Europeans will have to reduce their subsidies a lot more than we’ll have 

to, making American crop exports even more competitive.   

 WTO   The World Trade Organization has sometimes been confused with the Interna-

tional Monetary Fund (IMF) and with the World Bank. Each has been the target of 

massive protests against globalization. The accompanying box provides a brief descrip-

tion of the purposes and functions of each of these organizations. 

  The World Trade Organization was set up in 1995 as a successor to GATT. It is 

based on three major principles: (1) liberalization of trade; (2) nondiscrimination—the 

most-favored-nation principle; and (3) no unfair encouragement of exports. Let’s consider 

each principle in detail. 

  Trade barriers, which were reduced under GATT, should continue to be reduced. 

Incidentally, barriers have been falling  within  free trade zones such as NAFTA and the 

European Union. 

  Under the most-favored-nation principle, members of the WTO must offer all other 

members the same trade concessions as any member country. Which is a lot like when 

the teacher says that if you bring candy to class, you must bring some for  everyone . 

  Finally, no unfair encouragement of exports encompasses export subsidies, which 

are considered a form of unfair competition. American and European governments have 

long subsidized their farmers, who, in turn, have exported much of their crops. Subsidies 

enable American and European producers to sell their crops well below their cost of 

production. This sets the world price of corn and other agricultural staples so low that 

small farmers in developing countries can’t compete. How bad  is  this problem? Three-

quarters of the world’s poor scratch out a living working small farms. As they are forced 

off their land by subsidized grain imports, they have no means to survive. 

  At the WTO meeting in Cancun, Mexico, in September 2003, the world’s poor 

nations demanded that the richer nations cut their agricultural subsidies to create a more 

level playing fi eld. But the United States, the European Union, Japan, and the other rich 

nations refused to lower their subsidies and the meeting ended abruptly. Since then there 

have been a few more unsuccessful attempts to lower subsidies. 

  The WTO has a Dispute Settlement Body to handle trade disagreements among 

member nations. Many of the disputes involve the charge of the dumping of products 

below cost. Although many politicians in the United States have very reluctantly accepted 

the jurisdiction of the WTO, we have won almost all the more than two dozen cases in 

which we have been the complaining party. 

  If you’ve ever been to a major protest demonstration, it’s usually pretty clear what 

all the demonstrators are  against . Beginning with the Seattle protest in late 1999 during 

the WTO meeting, there have been major protests in Washington, Prague, Quebec City, 

Genoa, and elsewhere targeting the WTO, the IMF, the summit of the Americas, and the 

World Bank. 

   BusinessWeek  outlined the reasons for the protests:  

 Environmentalists argue that elitist trade and economic bodies make undemocratic decisions 

that undermine national sovereignty on environmental regulation. Unions charge that unfettered 

trade allows unfair competition from countries that lack labor standards. Human rights and 

student groups say the IMF and the World Bank prop up regimes that condone sweatshops and 

pursue policies that bail out foreign lenders at the expense of local economies.  6  

5Economic Report of the President, 1995, p. 208.
6BusinessWeek, April 24, 2000, p. 40.
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          The most potent argument against globalization is that workers in poorer countries 

are exploited to produce goods that are shipped to the United States and other relatively 

rich countries. This view was summarized by Tina Rosenberg.  

 In many of the factories in Mexico, Central America and Asia producing American-brand 

toys, clothes, sneakers and other goods, exploitation is the norm. The young women who 

work in them—almost all sweatshop workers are young women—endure starvation wages, 

forced overtime and dangerous working conditions.  7  

    Many Americans, as well as citizens of other leading industrial nations, have strong 

reservations about ceding their national sovereignty to international organizations, espe-

cially the WTO. Much of their concern centers on the possible loss of jobs and the reduc-

tion of wages in their countries if their workers were forced to compete with low-wage 

What do the WTO and the IMF stand for, and what do 

they do? And what is the World Bank? You don’t have 

a clue? Don’t worry—you are not alone.

 The WTO stands for the World Trade Organization, 

which was set up to encourage world trade by bringing 

down existing trade barriers.

 The International Monetary Fund (IMF), an organi-

zation of more than 150 nations, was set up in 1944 as 

a lender of last resort to discourage member nations 

from devaluating their currency. For example, the IMF 

would lend dollars to Japan if the Japanese yen were 

falling relative to the dollar. Let’s say that 100 yen were 

trading for one dollar and the yen fell to 105 for one 

dollar, and then to 110 for one dollar. The IMF would 

lend reserves to Japan to stabilize the yen.

 The IMF has played an increasing role in provid-

ing loans to countries in fi nancial crisis. For example, 

in 1997, when it became clear to international lenders 

that Korean banks and corporations were unable to 

repay the loans they had taken on, the IMF arranged 

for $55 billion in loans. But IMF loans do come with 

certain strings attached, such as a balanced budget and 

a tight monetary policy.* Some critics feel that by 

standing by as an international lender of last resort, 

the IMF actually encourages irresponsible behavior. 

Borrowers may take risks they would have otherwise 

not taken, knowing that the IMF stood ready to bail 

them out.

 The World Bank, also created in 1944, makes 

long-term, low-interest loans to developing countries, 

mainly to build highways, bridges, dams, power gen-

erators, and water supply systems. In addition, it acts 

as a guarantor of repayment to encourage some private 

lending.

 Joseph Stiglitz, a Nobel Prize–winning economist 

and former chief economist for the World Bank, wrote 

a highly critical book about the practices of the IMF, 

and, to a lesser degree, the World Bank and the WTO.

Over the years since its inception, the IMF has 
changed markedly. Founded on the belief that 
markets often worked badly, it now champions 
market supremacy with ideological fervor. Founded 
on the belief that there is a need for international 
pressure on countries to have more expansionary 
economic policies—such as increasing expenditures, 
reducing taxes, or lowering interest rates to 
stimulate the economy—today the IMF typically 
provides funds only if countries engage in policies 
like cutting defi cits, raising taxes, or raising interest 
rates that lead to a contraction of the economy.†

 Since countries approach the IMF only when they 

are desperate for money, the fund has a good deal of 

leverage, which it uses to force governments to cut their 

budget defi cits and shut down or sell off government 

enterprises. While these reforms are sometimes neces-

sary, Stiglitz maintains that the IMF’s representatives 

are often oblivious to the human suffering they cause.

on the web
If you would like to learn more about what these three 

organizations do, go to www.imf.org, www.wto.org, and 

www.worldbank.org.

*Tight monetary policy and a balanced budget will be discussed in 
Chapters 12 and 14, respectively.
†Joseph Stiglitz, Globalization and Its Discontents (New York: W. W. 
Norton, 2002), pp. 12–13.

The WTO, the IMF, and the World Bank

7Tina Rosenberg, “Globalization, the Free-Trade Fix,” New York Times Magazine, August 18, 2002, p. 32.
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workers in the world’s poorer countries, most of whom earn just one or two dollars a day. 

Is it fair to make American factories, which uphold relatively high environmental stan-

dards, compete with Third World factories that are not similarly burdened? If the United 

States and other industrial countries were subject to the rules and regulations of the WTO, 

their own governments would be unable to prevent a fl ood of cheap imports. 

  Most economists as well as most business leaders supported the establishment of 

NAFTA as well as of GATT. Like rock ’n’ roll back in the 1950s, globalization is here 

to stay. Still, there are growing reservations about some of its outcomes, even among 

those who call themselves “free traders.” 

  Tim Harford, in  The Undercover Economist,  agrees that sweatshop employees endure 

terrible working conditions, long hours, and pitiful wages.  But  sweatshops are the symp-

tom, not the cause, of shocking global poverty. Workers go there voluntarily, which 

means—hard as it is to believe—that their alternatives are even worse. Turnover rates of 

multinational-owned factories are low, because conditions and pay, while bad, are better 

than those in factories run by local fi rms.  8  

   Current Issue: Is Your School Sweatshirt 
Sewn in a Sweatshop?  

  I felt it was a fairly small thing, just hitting and swearing at the workers and not 
giving them wages.  

 —Heng Tinghan, who was accused of virtually enslaving workers in 

Shanxi Province, China  

 Your school does not manufacture any of the products bearing its name. College names are 

licensed to apparel makers and other companies for a royalty of about 7 percent of the retail 

price of each T-shirt, sweatshirt, or key chain. Indeed, no one at your school has any idea of 

just who makes the products that bear the school’s name. A global supply chain stretches 

from the licensee companies to large-scale factories in China, Mexico, Thailand, Indonesia, 

and dozens of other low-wage countries, to small-scale subcontractor factories everywhere in 

between, and in some cases, all the way to women stitching garments in their living rooms. 

  There are two questions that colleges have only begun to ask. How well are these 

workers paid and how decent are their working conditions? If well under a dollar an hour 

is satisfactory—the prevailing wage rate in these countries—then few college administra-

tors are losing much sleep over this issue. Even the fact that many workers are forced to 

work over 300 hours a month—in violation of local law—does not seem to be too much 

cause for concern. 

  Various colleges as well as other organizations have banded together to inspect the actual 

factories. In addition, Nike, Adidas, Levi-Straus, Liz Claiborne, and Philips Van Heusen use 

monitors to check up on the factories producing their goods. But the inspectors rarely witness 

day-to-day conditions in these factories. Often the managers are tipped off about impending 

inspections and sometimes the contractors themselves choose the factories to be visited. 

 Nevertheless here are some of the common working conditions inspectors have found:  

  •   Lack of guards on sewing and cutting machines.  

  •   High levels of cotton dust.  

  •   Blocked aisles and fi re exits.  

  •   No running water in toilets.  

  •   No information about hazardous chemicals workers are using.  

  •   Restricted bathroom break times.   

8Tim Harford, The Undercover Economist (New York: Oxford University Press, 2006), p. 222.
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  College administrators and the students themselves are indirectly responsible for 

these abysmal working conditions—not to mention the measly pay—of the workers mak-

ing their college paraphernalia. In the words of Bob Dylan’s 1962 classic folk song, 

 Blowin’ in the Wind:   

 An’ how many times can a man turn his head, 

 An’ pretend that he just doesn’t see?         

  Questions for Further Thought and Discussion  

   1.   Explain how and why trade barriers have come down in recent decades.  

   2.    Do you think we should have joined NAFTA? Try to argue this question from 

both sides.  

   3.    List the reasons why our trade defi cit has grown so quickly since the mid-1990s. 

What can we do to help bring it down?  

   4.    Identify the goods and services that you purchase that are imported. How would your 

lifestyle change if these imports were unavailable?  

   5.    How would your life change if the United States were no longer the world’s leading 

exporter?  

   6.    Explain how international trade (exports and imports) affects a nation’s output, 

 employment, and income.  

   7.     Practical Application:  Should the United States pull out of NAFTA? Explain why we 

should or why we should not.    
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   Multiple-Choice Questions 

 Circle the letter that corresponds to the best answer.  

   1.   Today world trade is regulated by 

  . (LO6)  

  a)   NAFTA   c)   WTO    

  b)   GATT     d)   EU    

   2.   Which statement is true? (LO7)  

  a)   Offshoring is a type of outsourcing.  

  b)   Outsourcing is type of offshoring.  

  c)   Outsourcing and offshoring are identical concepts.  

  d)   Outsourcing is the opposite of offshoring.    

   3.   Which is the most accurate statement? (LO2)  

  a)   Our trade defi cit has narrowed since 1995.  

  b)    We export more merchandise than services (in 

terms of dollars).  

  c)    The largest service purchase that foreigners make 

from the United States is educational services.  

  d)    In recent years foreigners have generally refused 

to accept U.S. dollars in payment for their goods 

and services.    

   4.   Since the early 1990s our trade defi cit has 

  . (LO2)  

  a)   fallen substantially     c)   risen slightly  

  b)   fallen slightly     d)   risen substantially    

   5.   In the 20th century our balance of trade was positive 

until the   . (LO2)  

  a)   1950s     d)   1980s  

  b)   1960s     e)   1990s  

  c)   1970s    

   6.   Statement I: The European Union was formed as 

a trading counterweight to NAFTA.

    Statement II: Since the formation of NAFTA, the 

United States has lost millions of jobs to Mexico. (LO6)  

  a)   Statement I is true, and statement II is false.  

  b)   Statement II is true, and statement I is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    

 Workbook for Chapter 8 

Name    Date 

   7.   The basis for international trade is that   

. (LO1)  

  a)    a nation can import a particular good or service at 

a lower cost than if it were produced domestically  

  b)    we stand to gain if we can sell more to other 

nations than they buy from us  

  c)   there are winners and losers  

  d)    it pays to trade, provided we remain independent 

by producing all our necessities    

   8.   Adam Smith believed that . (LO1)  

  a)    people should never buy anything if they can 

make it themselves  

  b)    what makes sense in the conduct of a private 

family’s economic endeavors also makes sense in 

those of a nation  

  c)    trading with other nations promotes full 

employment  

  d)    a nation will gain if its citizens trade among 

themselves, but it will probably lose if it trades 

with other nations    

   9.   GDP 5 C 1 I 1 G 1 X n . If X n  were not included, 

our GDP would be . (LO3)  

  a)   higher  

  b)   about the same  

  c)   lower    

  10.   The most-favored nation clause of the WTO 

agreement stipulates that   . (LO6)  

  a)    no member nation may impose a tariff on the 

goods of any other member nation  

  b)    all member nations must offer all other member 

countries the same trade concessions as any 

member country  

  c)    each member may designate another member as a 

favored nation, providing that nation with trade 

concessions  

  d)    all member nations must sell their goods to other 

member nations at cost    

185

sLa75799_ch08_171-188.indd Page 185  4/12/08  10:45:29 AM user-s206sLa75799_ch08_171-188.indd Page 185  4/12/08  10:45:29 AM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/12:04:08



   11.   Statement I: The United States has a much larger 

population and GDP than the European Union. 

Statement II: The European Union has attained a 

higher degree of economic integration than 

NAFTA. (LO6)  

  a)   Statement I is true, and statement II is false.  

  b)   Statement II is true, and statement I is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    

  12.   Statement I: Our trade defi cit, although still high, is 

lower than it was fi ve years ago. (LO2)  

  Statement II: Taken together, our imports and exports 

are over one-quarter of our GDP.  

  a)   Statement I is true, and statement II is false.  

  b)   Statement II is true, and statement I is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    

   13.   Most economists and people in the business 

community supported the establishment

  of   . (LO6)  

  a)   both NAFTA and GATT  

  b)   neither NAFTA nor GATT  

  c)   NAFTA but not GATT  

  d)   GATT but not NAFTA    

  14.   Which statement is true? (LO3)  

  a)   X n  has always been positive.  

  b)   X n  has always been negative.  

  c)    X n  had been positive from the turn of the century 

until the 1970s.  

  d)    X n  had been negative from the turn of the century 

until the 1970s.  

  e)   None of these statements is true.    

  15.   Statement I: Since the late 1990s, our negative 

balance of trade has become much larger.  

  Statement II: The United States has the world’s 

largest negative balance of trade. (LO2)  

  a)   Statement I is true, and statement II is false.  

  b)   Statement II is true, and statement I is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    

  16.   In 2007 which number is closest to our balance of 

trade? (LO2)  

  a)   $700 billion     d)   2$350 billion  

  b)   $350 billion     e)   2$700 billion  

  c)   0  

    17.   Since the passage of NAFTA our trade defi cit with 

Mexico has gone    and our trade defi cit 

with Canada has gone   . (LO6)  

  a)   up, up     c)   up, down  

  b)   down, down     d)   down, up    

  18.   Statement I: The United States has a much less self-

suffi cient economy than those of countries in Western 

Europe.  

  Statement II: Mexico sends the United States more 

than 80 percent of its exports. (LO2, 6)  

  a)   Statement I is true, and statement II is false.  

  b)   Statement II is true, and statement I is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    

  19.   Which one of these statements is true? (LO7)  

  a)    To save money, most colleges manufacture their 

own sweatshirts.  

  b)    Most college administrators are well informed 

about the pay and working conditions of the 

people who sew their college’s sweatshirts.  

  c)    Most of the people who sew college sweatshirts 

work in what may be termed sweatshops.  

  d)    Manufacturers of college sweatshirts in poor 

countries are usually under strict supervision to 

ensure that they don’t violate local laws regulating 

pay, overtime hours, and working conditions.    

  20.   Each of the following is a characteristic of the 

European Union EXCEPT that   . (LO6)  

  a)    workers from any EU country can seek work in 

any other member country  

  b)    the euro replaced the domestic currencies (for 

example, francs, marks, lira) in 1999  

  c)    its population and GDP are comparable to those of 

the United States  

  d)    freight is able to move anywhere within the EU 

without checkpoint delays and paperwork    

  21.   The trading bloc that has eliminated all internal tariffs 

is   . (LO6)  

  a)   the European Union  

  b)   NAFTA  

  c)   Mercosur  

  d)   the World Trade Organization    
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  22.   Which one of these statements best describes the 

complaints of the protesters at meetings of the WTO, 

IMF, and World Bank? (LO6)  

  a)    They opposed military aid to Third World 

dictatorships.  

  b)    They opposed trade with poor countries because 

of the exploitative nature of that trade.  

  c)    They opposed free trade with nations whose 

people worked under sweatshop conditions and 

opposed ceding national sovereignty to an 

international group.  

  d)    They opposed strict environmental standards, 

which they felt would increase our cost of living.    

  23.   Which was NOT an argument of the protesters 

against the IMF, WTO, and World Bank? (LO6)  

  a)    We are exploiting factory workers in poor 

countries.  

  b)    Our subsidized grain exports are sold below cost 

in poor countries, driving local farmers out of 

business.  

  c)    Globalization is hurting the American standard of 

living.  

  d)    Globalization is lowering American wages and 

exporting high-paying jobs.    

  24.   Which statement would best describe the situation of 

the American economy? (LO1  ,  2 )  

  a)    We are more dependent on foreign trade than most 

other nations.  

  b)    We are much more dependent on foreign trade 

than we were 30 years ago.  

  c)    We are much less dependent on foreign trade than 

we were 30 years ago.  

  d)    We are virtually self-suffi cient.    

  25.   Which statement is false? (LO2)  

  a)    During World War I and World War II, the sum of 

our imports and exports as a percent of GDP rose 

sharply.  

  b)    Foreign trade in goods is much more important to 

the American economy than foreign trade in 

services.  

  c)    Because the American economy is much larger than 

any other economy, we can continue running larger 

and larger trade defi cits for as long as we like.  

  d)    We pay for a large chunk of our trade defi cit with 

U.S. dollars.    

  26.   The main criticism Joseph Stiglitz levels at the IMF is 

that   . (LO6)  

  a)   it provides too many loans that are not repaid  

  b)    it no longer promotes economic growth, but rather 

contraction  

  c)   it does not provide enough loans  

  d)   it does not suffi ciently promote the market system    

  27.   Of the policy actions by richer countries shown 

below, which one would be most favored by poor 

countries? (LO6)  

  a)   The elimination of agricultural subsidies  

  b)   The elimination of tariffs on industrial goods  

  c)   More vigorous enforcement of environmental laws  

  d)    Government promotion of labor union membership    

  28.   Which would be the most accurate statement? (LO1  ,  6 )  

  a)    Globalization has helped almost everyone and hurt 

almost no one.  

  b)    Aside from a few malcontents who turn up at 

demonstrations, there is almost no opposition to 

globalization in the United States.  

  c)    It can be argued that globalization has hurt many 

poorer countries.  

  d)    Globalization is an unmitigated economic disaster 

and should be reversed.    

  29.   A characteristic of a modern economy 

is   . (LO4)  

  a)   self-suffi ciency  

  b)   specialization and exchange  

  c)    a high percentage of people who make their living 

as jacks-of-all-trades  

  d)    a high proportion of people employed in 

agriculture    

  30.   Which statement is true about the European 

Union? (LO6)  

  a)    It has not taken in any new member nations since 

its formation.  

  b)    All of its members must use the euro as its offi cial 

currency.  

  c)    It is essentially a free trade area.  

  d)   It has been basically a failure.    
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  31.   Which is the most accurate statement? (LO7)  

  a)    The agricultural subsidies paid to American and 

European farmers have benefi ted farmers in 

poorer countries as well.  

  b)    Agricultural subsidies have been largely phased 

out since the turn of the century.  

  c)    Agricultural subsidies are a matter of great 

contention between rich and poor nations.  

  d)    Agricultural subsidies are paid by rich nations to 

poor nations.    

  32.   Specialization and exchange can result in each of the 

following except   . (LO4)  

  a)   a higher standard of living  

  b)   free trade  

  c)   more output  

  d)   more national self-suffi ciency    

  33.   Which statement would you agree with? (LO4)  

  a)    The exchange rate between the dollar and foreign 

currencies has no effect on our standard of living.  

  b)    The exchange rate between the dollar and foreign 

currencies affects our standard of living only when 

we travel abroad.  

  c)    Our standard of living is raised when we can get 

more yen, yuan, pounds, and euros for our dollars.  

  d)    Most Americans closely follow changes in the 

exchange rate between the dollar and foreign 

currencies.    

  34.   Suppose that in the year 2012 C 5 $12 trillion, I 5 

$2 trillion, and G 5 $3 trillion. Which would be your 

estimate of GDP? (LO3)  

  a)   $16 trillion     c)   $18 trillion  

  b)   $17 trillion     d)   $19 trillion       

 Fill-In Questions  

   1.   X n  5    2   . (LO3)  

   2.   The three members of NAFTA are   ,  

 , and   . (LO6)  

   3.   In the year 2007 we ran a trade defi cit of 

$    billion. (LO2)  

   4.   Farmers in poor countries with foreign grain imports 

have been most hurt by American and European

     . (LO7)  

   5.   Our exports of goods and services are about   

 percent of our GDP. (LO2)  

   6.   The only trading bloc that has eliminated all its 

internal tariffs is   . (LO6)  

   7.   The main concern of the labor union members who 

were protesting against the WTO, the IMF, and the

  World Bank was   . (LO6)  

   8.   The world’s biggest exporting nation is   

. (LO5)               
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   Chapter 9 

 I
magine that you’re at a college football game and your school has just won the national 

championship. Tens of thousands of fans are jabbing their index fi ngers in the air and 

chanting, “We’re number  one ! We’re number  one !” 

  Well, it just so happens that the United States has had the largest GDP in the world 

for probably 100 years. We’re so used to being number one that we kind of take it for 

granted. But we may not be number one for too much longer. China, with more than 

four times our population, has been rapidly gaining on us, and may pass us in another 

25 or 30 years. 

 Gross Domestic Product  

   1.   What is GDP?  
   2.   How is GDP measured?  
   3.   What are the national income 

accounts?  
   4.   What is the difference between 

nominal GDP and real GDP?  

   5.   How does our GDP compare to those 
of other nations?  

   6.   How is per capita GDP calculated?  
   7.   What are the shortcomings of GDP 

as a measure of national economic 
well-being?  

   8.   What is the Genuine Progress Index?   

  LEARNING OBJECTIVES 

  When you have fi nished this chapter, you will know the answers to these questions:  

    What Is Gross Domestic Product?  

 What is GDP?  It is the nation’s expenditure on all the fi nal goods and services pro-
duced during the year at market prices . For example, if we spent $18,000 per car on 

10 million American cars, that $180 billion would go into GDP. We’d add in the 15 bil-

lion Big Macs at $3 for another $45 billion, and the 1.8 million new homes at $175,000 

each for $315 billion. Then, for good measure, we’d add the 5 billion visits to doctors’ 

offi ces at $90 apiece for $450 billion and the 20 billion nightclub admissions at $15 

each for $300 billion. Add everything up and we’d get nearly $13,841,300,000,000 in 

the year 2007. 

    An alternate defi nition of GDP is  GDP is the value of all the fi nal goods and services 
produced within a nation’s boundaries during the year.  This would include the wages, 

rent, interest, and profi ts earned by the few million foreigners who work in the United 

States. For example, there are a lot of Japanese in Tennessee and a lot of Germans in 

  Defi nition of GDP    Defi nition of GDP  
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190 C H A P T E R  9

South Carolina who make cars. But our GDP would not include the wages, rent, interest, 

and profi ts earned by Americans living abroad. 

    Did you notice the word  fi nal  in the defi nition of GDP? We include only those goods 

and services that consumers, businesses, and governments buy for their own use. So when 

you buy a telephone answering machine or you get your hair cut, or if the government 

repaves a highway, we count those goods and services in GDP. But if Liz Claiborne buys 

10,000 yards of fabric to make dresses, that purchase is not recorded in GDP. When the 

dresses are sold,  then  they’re counted in GDP. 

      Why is the C 1 I 1 G 1 X n  line  below  the C 1 I 1 G line? It’s because X n  is 

negative, so when it’s added to C 1 I 1 G, it reduces its value. 

    Over the last four chapters we worked our way toward the graph in  Figure 1  that 

depicts GDP. We began with the consumption function in Chapter 5, added invest-

ment in Chapter 6, government spending in Chapter 7, and fi nally, net exports in 

Chapter 8. 

    Let’s get back to our GDP equation: 

  GDP 5 C 1 I 1 G 1 X n   

    Substituting the year 2007 data into this equation, we get: 

  GDP  1   5 9,734 1 2,125 1 2,690 2 708  

  GDP 5 13,841  

    In 2007 we produced over $13.8 trillion worth of fi nal goods and services. Seventy 

percent were consumer goods and services, followed in size by government purchases, 

investment spending, and, fi nally, net exports, which were negative. Now we’ll draw a 

few graphs and then move on to how GDP is measured. 

    About seven out of every ten dollars of our GDP is spent on consumer goods.  Fig-

ure 2  shows the percentage share of each of the four components of GDP. You’ll notice 

that X n  is negative. 

  GDP 5 C 1 I 1 G 1 X n     GDP 5 C 1 I 1 G 1 X n   

1The numbers don’t add up exactly because of rounding.
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    How GDP Is Measured  

     From time to time we will go back to the defi nition of GDP:  the nation’s expenditure 
on all the fi nal goods and services produced during the year at market prices.  Only 

“fi nal” goods and services are counted. These include those goods and services pur-

chased by their ultimate consumers. They are represented by the variables in our 

equation: 

  GDP 5 C 1 I 1 G 1 X n   

    Substituting the year 2007 data for these variables, we get: 

  13,841 5 9,734 1 2,125 1 2,690 2 708  

  Two ways to measure GDP are 
the fl ow-of-income approach 
and the expenditures approach.  

  Two ways to measure GDP are 
the fl ow-of-income approach 
and the expenditures approach.  

TABLE 1  The Components of GDP, 2007 
(in $ billions)*

Consumption:

 Durable goods 1,078

 Nondurable goods 2,833

 Services 5,823

    C  9,734

Investment:

 Plant, equipment, and software 1,482

 Residential housing 640

 Inventory change 3

    I  2,125

Government purchases:

 Federal 976

 State and local 1,714

    G 2,690 2,690

Net exports:

 Exports 1,643

 2Imports 2,351

    Xn 2708 2708

GDP  13,841

*Figures may not add up due to rounding.

Source: Economic Report of the President, 2008; www.bea.gov.

Figure 2

The Components of GDP as a 

Percentage of GDP*, 2007
*Figures may not add up to 100.0 
percent due to rounding.

Source: See Table 1.
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    Many economists are unhappy with the concept of gross domestic product. 

It’s simply too gross. They much prefer net domestic product (NDP) (see the box, 

“ Why NDP Is Better than GDP ”). What’s the difference? The main difference is 

depreciation. 

  Gross domestic product 2 Depreciation 5 Net domestic product  

   Using 2007 data and applying this formula, we can fi nd our Net Domestic Product:

 GDP 2 Depreciation 5 NDP

 13,841 2 1,590 5 12,251

  GDP includes, among other things, $1,590 billion worth of spending on plant, equip-

ment, and computer software spending. This is money spent on new offi ce buildings, 

shopping malls, factories, stores, assembly lines, offi ce machines, computers, computer 

software, and a host of other machinery and equipment. 

    Why are we so anxious to get rid of depreciation? Depreciation represents the build-

ings and machinery (plant and equipment) that have worn out or become obsolete over 

the course of the year. Usually these are replaced with new plant and equipment, but this 

  GDP 2 Depreciation 5 NDP    GDP 2 Depreciation 5 NDP  

Although people commonly use GDP when they talk about 

national output, most economists prefer NDP. Why? Be-

cause it allows for depreciation of plant and equipment. 

Let’s illustrate this with two hypothetical countries in the 

table below:

Why NDP Is Better than GDP

A D V A N C E D W O R K

player to earn more than Herbert Hoover, the president of 

the United States. “Why not? I had a better year than he 

did,” the Babe replied. And so, we too may ask, who had 

a better year, North or South Atlantis? Based on GDP, 

they did equally well; based on NDP, North Atlantis did 

better.

 South Atlantis had a lower NDP because it had to 

devote twice as much production to replacing worn-out 

and obsolete plant and equipment as did North Atlantis. 

When you are devoting such a large portion of your re-

sources to replacing plant and equipment, these resources 

can’t go toward adding to your stock of plant and equip-

ment or, for that matter, to producing consumer goods and 

services.

 Suppose North Atlantis devoted that extra $50 billion 

to production of more plant and equipment. It would now 

have $50 billion worth of additional plant and equipment. 

Or if it had produced $50 billion worth of consumer goods 

and services, its citizens would have enjoyed a much higher 

standard of living.

 So who enjoyed a better year? Virtually every econo-

mist would tell you that North Atlantis did because it had 

a higher NDP. Stated differently, it’s not as signifi cant to 

know how much a country grossed as to know how much 

it netted.

*Economists use this shorthand way of writing billions (for example, 
50 5 $50 billion; 100 5 $100 billion).

 We see that North Atlantis and South Atlantis had 

identical GDPs, but that North Atlantis had depreciation 

of $50 billion while South Atlantis’s depreciation was 

$100 billion.* Consequently, North Atlantis ended up with 

an NDP of $450 billion, while South Atlantis had an NDP 

of just $400 billion.

 This distinction is important. North and South 

 Atlantis had the same GDP, but North Atlantis’s NDP 

was $50 billion greater than that of South Atlantis. Why? 

Because South Atlantis had to replace $100 billion of 

worn-out or obsolete plant and equipment that year, 

while North Atlantis had to replace just $50 billion of 

plant and equipment.

 In 1930 Babe Ruth held out for a salary of $80,000. 

A reporter asked him if it would be fair for a baseball 

North Atlantis South Atlantis

GDP 500 GDP 500

−Depreciation 50 −Depreciation 100

NDP 450 NDP 400
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doesn’t represent a net gain because the company ends up right where it started. For 

example, if a fi rm begins the year with eight machines and replaces three that wore out 

during the year, it still has eight machines at the end of the year. 

    Similarly, when we measure a nation’s GDP, one of the things we are counting is 

the replacement of plant and equipment, which can lead to some dubious conclusions 

about a nation’s economic well-being. For example, suppose Sweden and Canada each 

have a GDP of 200, but depreciation in Sweden is 50, while in Canada it is only 30. 

The NDP of Sweden would be 150 (GDP of 200 2 Depreciation of 50); Canada’s NDP 

would be 170 (GDP of 200 2 Depreciation of 30). A more elaborate example appears 

in the box, “Why NDP Is Better than GDP.” 

    Are you ready for a big question? All right then, here it comes. What’s the difference 

between gross investment and net investment?  Gross  investment is the total amount we 

invest in new plant and equipment (as well as new residential housing and additional 

inventory).  Net  investment is the additional plant and equipment with which we end up 

by the end of the year. So we have this equation: 

  Gross investment 2 Depreciation 5 Net investment  

    The  I  in the equation GDP 5 C 1 I 1 G 1 X n  is  gross  investment. We distinguished 

between  gross  investment and  net  investment back in Chapter 6. 

    Now we need to subtract indirect business taxes (mainly general sales taxes and 

taxes on specifi c items such as gasoline, liquor, and cigarettes) and add subsidies (such 

as government payments to farmers). 

  NDP 2 Indirect business taxes and subsidies 5 National Income  

   12,251 2 30 5 12,221  

    Two Things to Avoid When Compiling GDP  

 Two mistakes are commonly made when GDP is compiled. First we’ll talk about 

multiple counting, that is, counting a particular good at each stage of production. 

Then we’ll look at the inclusion of transfer payments. To compile GDP correctly, 

we count each good or service only once, and we don’t count transfer payments as 

part of GDP.  

 Multiple Counting 

 We need to avoid multiple counting when we compile GDP. Only expenditures on fi nal 

products—what consumers, businesses, and government units buy for their own use— 

belong in GDP. This is clearly illustrated by the journey wheat makes from the farm to 

the supermarket. 

    The farmer gets about 2 cents for the wheat that goes into a loaf of bread. This wheat 

is ground into fl our at a mill and is now worth, say, 4 cents. When it is placed in 100-pound 

packages, it is worth 5 cents, and when it is shipped to a bakery, it is worth 10 cents. 

Baked bread is worth 20 cents, packaged baked bread is worth 23 cents, and bread 

delivered to the supermarket is worth 35 cents. The supermarket sells it for 89 cents. 

    How much of this goes into GDP? Do we add up the 2 cents, 4 cents, 5 cents, 10 cents, 

20 cents, 23 cents, 35 cents, and 89 cents? No! That would be multiple counting. We 

count only what is spent on a fi nal good, 89 cents, which is paid by the consumer. Of 

this entire process, only 89 cents goes into GDP. 

 We could also avoid multiple counting be taking the  value-added  approach.  Value 
added is the market value of a fi rm’s output less the value of the inputs the fi rm has 
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194 C H A P T E R  9

bought from the previous seller.  Using our bread example, we’ve illustrated the value-

added approach in  Table 2 .  

     GDP, then, counts only what we spend on fi nal goods and services—not those of an 

intermediate nature. We are not interested in the money spent on wheat or fl our, but only 

that which the buyer of the fi nal product, bread, spends at the supermarket. If we count 

intermediate goods, we will greatly infl ate GDP by counting the same goods and services 

over and over again. 

        Just as we don’t include intermediate goods in GDP, we don’t count used goods 

either. If you buy a used car, a 10-year-old house, or almost anything at a fl ea market 

or on eBay, your purchase does not go into GDP. Remember, we count only fi nal goods 

and services that were purchased in the current year. 

    However, anything done this year to make a used product salable is counted (for 

example, a paint job for a used car). What if you add a room to your house? If you do 

it yourself, then the cost of materials will be included in GDP. If you pay someone to 

build the addition, then we’ll include the full cost of the job.   

 Treatment of Transfer Payments and 
Financial Transactions 

 At fi rst glance, transfer payments appear to belong in GDP. When the government issues 

a Social Security or unemployment insurance check, isn’t this a form of government 

spending? Shouldn’t it be part of G, like defense spending or the salaries paid to govern-

ment employees? 

    GDP includes only payments for goods and services produced this year. A person 

receiving a Social Security check is not being reimbursed for producing a good or service 

this year. But a government clerk or the employee of a defense contractor  is  providing 

a good or service this year so their pay would therefore be included under government 

purchases, designated by the letter G. 

    Because Social Security, public assistance, Medicare, Medicaid, and other gov-

ernment transfer payments—which now make up more than half of the federal 

 budget—are not payments for currently produced goods and services, they are not 

included in GDP. However, those who receive these payments will spend nearly 

all of that money, so, ultimately, the payments will go toward GDP in the form of 

consumer spending for the purchase of fi nal goods and services produced in the cur-

rent year. 

    Something else not counted in GDP is fi nancial transactions. The purchase of  corporate 

stocks and bonds does not add anything to GDP. Isn’t it an investment? It certainly 

GDP counts only what we 
spend on fi nal goods and 
services.

GDP counts only what we 
spend on fi nal goods and 
services.

Transfer payments don’t go 
directly into GDP.
Transfer payments don’t go 
directly into GDP.

  Financial transactions don’t go 
into GDP.  
  Financial transactions don’t go 
into GDP.  

TABLE 2  Value Added in the Process of 
Producing and Selling Bread

 Sales Value
 of Materials
 or Product Value
 $0.00 Added

Farmer produces wheat 0.02 $0.02

Flour mill grinds wheat into fl our 0.04 0.02

Flour mill packages fl our 0.05 0.01

Flour shipped to bakery 0.10 0.05

Flour baked into bread 0.20 0.10

Bread is packaged 0.23 0.03

Bread delivered to supermarket 0.35 0.12

Bread is sold 0.89 0.54
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is from an individual’s point of view; but in strictly economic terms, the purchase of 

corporate stocks and bonds, government securities, real estate, and other fi nancial 

assets does not constitute investment because it does not represent the purchase of new 

plant and equipment. But aren’t these funds used to buy new plant and equipment? 

Perhaps. If and when they are, those purchases qualify as investment and therefore as 

part of GDP. 

         Nominal GDP versus Real GDP  

 Every July 4 we order a large pizza. After all, what could be more American? In 2002 

the pie cost $8. Each year it went up a dollar, so by 2006 we were paying $12 for the 

same size pizza. Question: If the price of pizza went from $8 to $12, by what percentage 

did it go up? 

   Solution: 

  
 Percentage change 5

Current price 2 Original price

Original price   

   
 5

$12 2 $8

$8
5

$4

$8
5

1

2
5 0.50 5 50%

  

        You’re going to have to calculate percentage changes in this chapter and the next, 

so please work your way through the accompanying box, “Calculating Percentage 

Changes,” if you need some extra help. 

    Think of our GDP as a pizza. In this example our GDP went up a dollar a year from 

2002 through 2006. We’ll call that our nominal GDP. Our real GDP would be the actual 

pizza we produce each year. Between 2002 and 2006 we produced the same size pizza 

each year. So real GDP stayed the same. 

    Nominal GDP has gone up virtually every year since the late 1940s and real GDP 

has gone up every year, except during recessions. You can fi nd annual GDP fi gures and 

real GDP fi gures on the inner front cover of this book. Suppose nominal GDP grew by 

8 percent in 2019 and there was a 3 percent rate of infl ation. Can you guess by how 

much real GDP grew that year? 

    It grew by 5 percent. All we did was subtract the infl ation rate (3%) from the GDP 

growth rate (8%). We can say, then, that nominal GDP rose by 8 percent but real GDP rose 

by just 5 percent. 

    GDP is the basic measure of how much the country produced in a given year. How-

ever, comparisons of GDP from one year to the next can be misleading. We need to be 

able to correct GDP for price increases so we can measure how much actual production 

rose. To do this we use the GDP defl ator, which is calculated quarterly by the Department 

of Commerce. 

    In the base year the GDP defl ator is 100. If the GDP defl ator is 120 in the current 

year, prices have risen 20 percent since the base year. 

  The GDP defl ator    The GDP defl ator  
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    Problem: GDP rises from $10 trillion in 2004, the base year, to $15 trillion in 2009, 

the current year. If the GDP defl ator is 125 in 2009, fi nd real GDP in 2009. 

   Solution: 

  
 Real GDP 5

Nominal GDP

GDP deflator
3 100

  

  
 5

15,000

125
3 100 5

120

1
3 100 5 12,000

  

E X T R A

H E L P
When we go from 100 to 120, that’s an increase of 

20 percent. From 150 to 200 is an increase of 331⁄3 

percent. When we go from 50 to 25, that’s a percentage 

decline of 50 percent. How do we know? We use this 

formula:

% change 5
Change

Original number

 Using the fi rst example, from 100 to 120 is a change 

of 20, and as our original number is 100, we have 20⁄100. 

Any number divided by 100 may be read as a  percentage—

in this case, 20 percent.

 Another way of fi guring this out—and we’ll need this 

method most of the time because 100 will rarely be the 

original number—is to divide the bottom number into the 

top number. Remember, whenever you have a fraction, you 

may divide the bottom number into the top:

Change

Original number
5

12

50
5 0.24

 0.24 5 24 percent. Any decimal may be read as a per-

cent if you move the decimal point two places to the right 

and add the percent sign (%).

 Now let’s do the other two. First, the percentage 

change when we go from 150 to 200. Work it out yourself 

in the space provided here, and then go on to the last 

one—when we go from 50 to 25.

Change

Original number
5

50

150
5

5

15
5

1

3
5 33

1

3
%

 Finally, fi nd the percentage change when we go from 

50 to 25.

Change

Original number
5 2

25

50
5 2

1

2
5 20.50 5 250%

Calculating Percentage Changes

196
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    Next question: Find the percentage increase in real GDP between 2004 and 2009. 

   Solution: 

  
 Percentage change 5

Current real GDP 2 Original real GDP

Original real GDP   

   
 5
112,000 2 10,0002

10,000
5

2,000

10,000
5 0.20 5 20% 

  

    Here’s one more problem: GDP rises from $3 trillion in 1982 to $6 trillion in 1988. 

The GDP defl ator in 1988 is 150. Find the real GDP in 1988. Find the percentage 

increase in real GDP between 1982 and 1988. 

   Solution: 

  
 Real GDP 5

Nominal GDP

GDP deflator
3 100

  

  
 5

6,000

150
3 100 5

40

1
3 100 5 4,000

  

  
 Percentage change 5

Current real GDP 2 Original real GDP

Original real GDP   

  
 5

4,000 2 3,000

3,000
5

1,000

3,000
5

1

3
5 33

1

3
% 

  

     Figure 3  provides an eight-decade record of real GDP. According to U.S. government 

measurements, we produce about 14 times as much as we did in 1930 and about 5 times 

as much as we did in 1955. Although real GDP comparisons over 50- and 75-year peri-

ods cannot be made with precision, they certainly give us a fair approximation of the 

growth of our national output. 

    Real GDP measures our output, or production. Output, or real GDP, falls during 

recession years. But GDP, by defi nition, is  the nation’s expenditure on all fi nal 
goods and services produced during the year at market prices.  If prices rise by a 

larger percentage than output falls, then GDP will increase. For example, if output 
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goes down by 4 percent and prices go up by 7 percent, by what percentage does GDP 

go up? 

    It goes up by 3 percent. GDP measures changes in output  and  prices. Real GDP 

measures just changes in output. 

    Now let’s see if you can work out some verbal GDP problems. If GDP rose and 

real GDP fell, explain what happened. 

    Answer: The GDP defl ator (or, rate of infl ation) rose more than real GDP fell. For 

instance, if GDP rose by 3 percent, while real GDP fell by 2 percent, then the GDP 

defl ator must have risen by 5 percent. 

    Next problem: Real GDP remains unchanged, while GDP falls. What happened?

 Answer: What happened was defl ation, or a decline in the price level (that is, the 

GDP defl ator dropped below 100). While those of us born after the administration of 

Herbert Hoover never experienced defl ation, it  does  happen. In the next chapter we’ll 

consider whether we might soon be seeing some defl ation. 

    One more problem: GDP doubles and the price level doubles. What happened to 

real GDP? 

    Answer: Real GDP stayed the same. Let’s make up a problem with real numbers: 

GDP rises from 1000 to 2000, and the GDP defl ator is 200 in the current year. What 

happened to real GDP? 

  
 Real GDP 5

Nominal GDP

GDP deflator
3 100

  

  
 5

2,000

200
3 100 5 10 3 100 5 1,000

  

    Real GDP remained at a level of 1000. If you’re still confused about the difference 

between a change in GDP and a change in real GDP, please see the Extra Help box, 

“Read Only if You’re Still Confused.” 

Figure 3

GDP, 1930–2007, in billions of 2000 dollars
Real GDP fell during the Great Depression and again after World War II. Since the late 1940s there has 
been a steady upward climb of real GDP.

Sources: Statistical Abstract of the United States: 2008; Economic Report of the President, 2008; www.bea.gov.
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    In recent years which grew faster—GDP or real GDP?  Think  about it. OK, what’s 

your answer? 

    I hope you said, “GDP.” That’s because GDP was pushed up not just by rising out-

put but by rising prices as well.  Figure 4  illustrates that point. Because real GDP is 

measured in dollars of the year 2000, GDP and real GDP are equal in that year. You’ll 

notice that in the years preceding 2000, real GDP was higher than GDP, and that after 

2000, GDP was higher. 

    Here’s a trick question. Suppose way in the future, the base year is 2050. In 2051 

GDP rises more slowly than real GDP. What must have happened? 

    If GDP measures changes in output and prices, and real GDP measures changes in 

output, what  must  have happened to prices in 2051? They must have fallen. When there’s 

a widespread decline in prices (which is called defl ation), then GDP rises more slowly 

than real GDP.   

199

E X T R A

H E L P
From August 1981 through November 1982 we suf-

fered our worst recession since the Great Depression 

of the 1930s. But GDP actually rose in 1981 and 1982. 

And what happened to real GDP?

 Real GDP went down in 1982. How can you explain 

a rise in GDP accompanied by a decline in real GDP, or 

actual output?

 Prices, measured by the GDP defl ator, must have 

gone up at a higher rate than output declined. In the 

accompanying chart you’ll see that GDP rose by 4.1 per-

cent and that real GDP declined by 2.1 percent.

 By how much did the price level rise from 1981 to 

1982? This rise, measured by the GDP defl ator, was 

6.2 percent.

 There’s a very simple relationship among percentage 

changes in GDP, real GDP, and the GDP defl ator from 

one year to the next:

Percentage change in GDP 5 Percentage change in

real GDP 1 Percentage change in GDP defl ator

 Question: If real GDP rose by 3 percent and the GDP 

defl ator fell by 1.2 percent, what was the percentage 

change in GDP?

 Solution: Percentage change in GDP 5 Percentage 

change in real GDP (3%) 1 Percentage change in GDP 

defl ator (21.2%).

Percentage change in GDP 5 3% 1 (21.2%)

 5 3% 2 1.2% 5 1.8%

 One more question: If GDP rose by 3.8 percent and the 

GDP defl ator rose by 2.5 percent, fi nd the percentage 

change in real GDP.

 Solution: Percentage change in GDP 5 Percentage 

change in real GDP 1 Percentage change in GDP defl ator.

3.8% 5 Percentage change in real GDP 1 2.5%

1.3% 5 Percentage change in real GDP

Read Only if You’re Still Confused 
about the Difference between a 
Change in GDP and Real GDP
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  International GDP Comparisons  

 Which country has the world’s largest GDP? I hope you didn’t forget that the United 

States does.  Figure 5  shows the 2006 GDPs of the world’s eleven trillion-dollar 

 economies. 

    Different countries use different national income accounting systems, and interna-

tional exchange rates fl uctuate (we’ll take up international exchange rates in the last 

chapter of this book). Hence GDP comparisons among countries cannot be made with 

great precision. Yet it’s reasonable to say that such comparisons do give us fairly close 

approximations.   

  Per Capita Real GDP  

 You may still be wondering, how are we doing in comparison to other countries? 

And how are we doing right now, compared to how we were doing 15 years ago—or 

50 years ago? 

    GDP may be used to compare living standards among various countries or living 

standards during different time periods within one country. Such comparisons would 

usually be on a per capita (or per person) basis. Per capita GDP 5 GDP/Population. In 

the United States, per capita GDP in 2007 was: 

  
Per capita GDP 5

GDP

Population
5

$13,844,300,000,000

301,000,000
5 $45,984

  

    This means that in 2007 we produced $45,984 worth of fi nal goods and services for 

every man, woman, and child in this country. 

200 C H A P T E R  9

Figure 4

Nominal GDP and Real GDP, 1995–2007
Source: www.bea.gov.
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    To compare 2007 per capita GDP with that of another year, we would have to cor-

rect for infl ation. In other words, we really need to revise our formula: 

  Per capita real GDP 5
Real GDP

Population
  

    How does our per capita real GDP compare with earlier years? Just take a look at 

 Table 3 . Since World War II per capita real GDP has tripled. The calculation of per 

capita real GDP is shown in the accompanying Advanced Work box. 

    How valid are per capita real GDP comparisons over time? Over the short run, 

say, up to 10 years, they are quite valid. But comparisons over 20, 30, or 40 years 

become more and more like comparing apples and oranges, or, more to the point, like 

comparing video games and pocket calculators with nine-inch RCA TVs and those 

big old offi ce adding machines whose lever you pulled every time you entered a 

number. Or like  comparing Ford T-birds with Model-T Fords. Yale economists 

have calculated that under 30 percent of the goods and services consumed at the 

end  of the 20th century were variants of the goods and services produced 100 years 

earlier. 

          Per capita real GDP is not an accurate measure of international differences in pro-

duction levels, but it does provide a rough measure. Comparisons of countries at similar 

stages of economic development are much more accurate, however, than comparisons of 

countries at different stages. 

  Per capita real GDP 5 Real 
GDP/Population  
  Per capita real GDP 5 Real 
GDP/Population  

  Per capita real GDP 
comparisons over time  
  Per capita real GDP 
comparisons over time  

  International per capita real 
GDP comparisons  
  International per capita real 
GDP comparisons  
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Figure 5

Trillion Dollar Economies, 2006
China, which has the most secretive 
national income accounting system 
of these trillion dollar economices, 
may well have a much larger GDP 
than shown here. By some measures 
it is even larger than Japan’s.

Source: World Development Indicators 
database, World Bank, 1 July 2007.
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    How does our per capita GDP compare with those of other leading industrial 

nations? Thirty years ago, we were clearly number one. By the late 1980s, however, 

we had probably lost our lead. As you can see in  Figure 6 , Luxembourg, Norway, 

Switzerland, Denmark, and Ireland have surpassed us. Still, because of differences in 

how these nations compute their per capita GDP, this measure provides, at best, a 

fairly good appproximation of relative living standards of different nations. 

     If you’d like to fi nd the GDP and GDP per capita of any country in the world, go to 

www.worldbank.org/data.     

on the webon the web

202

Earlier in the chapter we worked out several problems in 

which we converted GDP into real GDP. And we’ve just 

done some per capita GDP problems. So what’s left to do? 

Calculating per capita real GDP.

 Suppose our GDP were to rise from $12 trillion in 2006 

to $18 trillion in 2016, when the GDP defl ator is 120. And 

suppose that our population rose from 280 million in 2006 to 

300 million in 2016. What we want to fi nd is (1) How much 

is per capita real GDP in 2016, and (2) By what percentage 

did per capita real GDP rise between 2006 and 2016?

 See if you can work this out. I would suggest doing 

this problem in four steps: (1) Find real GDP in 2016; 

(2) fi nd per capita real GDP in 2016; (3) fi nd per capita real 

GDP for 2006; and (4) fi nd the percentage rise in per capita 

real GDP between 2006 and 2016.

Calculating Per Capita Real GDP

A D V A N C E D W O R K

Solution:

(1)
 
Real GDP2016 5

Nominal GDP

GDP deflator
3 100

 5
18,000

150

120
1

3 100

 5 15,000

(2)
 

Per capita
real GDP2016

 5
Real GDP2016

Population2016

5
15,000

.3
5 $50,000

(3)
 

Per capita
real GDP2006  

5
Real GDP2006

Population2006

5
12,000

.280

 5
6000

.14
5

3000

.07
5 $42,857

(4)
 

Percentage
change

 5
Change

Original number
5

$7,143

42,857
5 16.7% 

TABLE 3   Per Capita Real GDP, Selected Years, 
1776–2007 (in 2007 dollars)

Year Period

1776 Revolutionary War $ 1,726

1917–19 World War I 7,513

1941–45 World War II 13,961

1969 Vietnam War 22,387

1989 Pre-1990s boom 30,044

2007 Latest year available 45,984

Sources: Economic Report of the President, 2008; Survey of Current Business, 
March 2008; Federal Reserve Bank of Dallas Annual Report, 2001.
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  Shortcomings of GDP as a Measure of National 
Economic Well-Being   

 Production That Is Excluded  

 Household Production   Household production consists mainly of the work done by 

homemakers—care of children, cleaning, shopping, and cooking. Were a housekeeper 

hired to do these tasks, this would be counted in GDP. Were two homemakers to work 

for each other as housekeepers (why, I don’t know), their work would be counted in 

GDP. So why not count homemakers’ work in their own homes? Because no money 

changes hands. No payments are recorded. 

  Food grown in backyard plots, home repairs, clothes made at home, and any other 

do-it-yourself goods and services that people make or do for themselves, their families, 

or their friends are not counted in GDP. (The National Gardening Association reports 

that about 35 million households have garden plots that produce over $1 billion worth 

of food. The most popular crop is tomatoes, which are grown on 85 percent of the plots.) 

When you buy these goods and services from other people, the goods and services are 

counted (assuming they are reported by the sellers as income). 

  For decades, market production has been replacing household production because of 

two trends. As more and more women with children have been joining the labor force, 

some household production has shifted to the marketplace. Mothers’ child care has been 

replaced by daycare and preschool. Five decades ago the large majority of children and 

adults brought their lunch to school or work. Now, of course, when away from home, 

the overwhelming majority of Americans eat out, mainly at fast food restaurants. So what 

had been two mainstays of household production (and not counted in GDP)—child care 

and home-cooked meals—have been largely replaced by paid child care and restaurant 

meals (which  are  counted in GDP). 

  Closely related to household production is bartering, or exchange of services. I’ll tutor 

your children in math if you fi x my car. Or you’ll paint your friend’s house in exchange 

for her free legal advice. We’re performing useful services, but no money is exchanged. 

While there’s no way of quantifying how much all these services are worth, they surely 

must be worth tens of billions of dollars. But none of this is counted in our GDP.   

 Illegal Production   Illegal goods and services are not counted in GDP. The big 

three—dope, prostitution, and gambling—are ignored even though people spend hun-

dreds of billions on these goods and services. Of course, if you place a bet at a racetrack 

   If a man marries his housekeeper 
or his cook, the national 
dividend is diminished.  

 —A. C. Pigou,  
Economics of Welfare   

   If a man marries his housekeeper 
or his cook, the national 
dividend is diminished.  

 —A. C. Pigou,  
Economics of Welfare   
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Figure 6

 Per Capita GDP of the Selected 

Rich Countries, 2006 
   Although the United States is not 
number one, we clearly have one of 
the highest living standards in the 
world. International comparisons 
for per capita GDP are at least 
somewhat suspect because of 
varying national income accounting 
systems as well as fl uctuations 
of foreign exchange rates. 

  Source: World Bank,   www.worldbank.org . 
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or an offtrack betting parlor, it is legal and counts in GDP. But a bet placed with a bookie 

is illegal. If you play the state lottery, your bet is counted toward GDP, but not if you 

play the numbers. 

  California is our leading agricultural state. Do you know its number one crop? Let-

tuce? Grapes? Citrus fruit? Sorry, it’s none of the above. California’s number one crop 

is grass—that’s right, grass, as in marijuana. It is also the number one cash crop in 

Kentucky, Tennessee, and West Virginia. How much do Americans spend on illegal 

drugs? Estimates vary widely, but it is likely that more than $100 billion a year is spent 

on heroin and cocaine alone.   

 The Underground Economy   In every large city, on country roads, in fl ea markets, 

and even in suburban malls, there are people selling everything from watches to water-

melons, and from corn to collectibles. Chances are, the proceeds of these sales are not 

reported to the government. Not only are no taxes paid, but the sales are not refl ected 

in GDP. 

  Some of the items sold were stolen, but most are simply goods produced without the 

government’s knowledge. Together with illegal goods and services, these markets form 

a vast underground economy. How vast? Maybe 10 or 15 percent of GDP. Who knows? 

How much of  your  income is spent in the underground economy? Or perhaps I should 

be asking, how much of your income  comes  from the underground economy? (See the 

box, “ Pirated CDs and Videos. ”) 

  Our underground economy is not composed of only the street peddlers, cabdrivers, 

and low-life entrepreneurs who underreport their incomes. Oh no. The underground 

economy gets a very nice class of people—doctors, dentists, lawyers, and even, heaven 

forbid, accountants. In fact, there is a whole branch of accounting dedicated to the 

underground economy. It’s called creative accounting. Often it involves keeping three 

separate sets of books—one for your creditors (showing an infl ated profi t), one for the 

government, and one for yourself, so you know how you’re doing.  

   The underground economy adds hundreds of billions of dollars of goods and services 

to our national output. In addition, it is a safety valve, a generator of jobs and business 

opportunities that provide a great deal of economic support to the poor and near-poor. 

Go into any low-income housing project and you’ll discover that many people are 

 Not everything sold on the street “fell off the truck.”* 

A lot of those “designer” clothing items are illegal 

“knockoffs” of the real thing. What about those $5 CDs 

and $10 videos? Where do  they  come from? 

  Hollywood producers were amazed to fi nd videos 

of their fi lms being sold in the street just days after they 

opened and months before their own videos were 

released. The mystery was easily solved. When the fi lms 

opened, people with camcorders would seat themselves 

just off the center aisles of the theaters and tape the 

fi lms. These tapes would then be reproduced in quantity, 

put in authentic-looking jackets, and sold on the street. 

  Pirating CDs is even easier. For an investment of 

about $3,000, anyone can buy a “CD burner” and copy 

CDs onto blank disks called CD-recordables, or CD-Rs, 

through a digital process that maintains the quality of the 

recording. Since CD-Rs cost just a dollar, there’s a nice 

$4 markup when the CDs are sold by street peddlers. 

Meanwhile the customer gets a $15 CD of Britney Spears, 

TLC, the Backstreet Boys, or Puff Daddy for just fi ve 

bucks. The only ones who lose are the record companies, 

the recording artists, and the government (assuming that 

no income is declared and no sales taxes are paid). 

  If you download music on your computer, espe-

cially if you use the popular fi le-sharing program called 

KaZaA, you may be guilty of copyright infringement. 

And what if you share these fi les with your friends? 

Then welcome to the underground economy. It would 

be a fair assumption that millions of American families 

have at least one member employed in the underground 

economy. 

   * A euphemism for goods that are stolen.  

 Pirated CDs and Videos 
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engaged in some underground economic activity—whether doing hairstyling, fi xing cars, 

or providing child care. 

  A large proportion of illegal immigrants are heavily employed in activities that can 

easily be conducted off the books. Tens of thousands of women work in garment sweatshops, 

often for substantially less than the legal minimum wage of $7.25 an hour (as of July 24, 

2009). In New York you’ll often fi nd illegal immigrants peddling T-shirts and mood rings 

on the sidewalk in front of the Immigration and Naturalization Service offi ce. 

  How much of  your  family’s income is spent on services provided by the underground 

economy? According to estimates by the U.S. Department of Labor and the University 

of Michigan Institute for Social Research, the underground economy provides 90 percent 

of our lawn maintenance, 83 percent of our domestic help, 49 percent of our child care, 

and 34 percent of our home repair and improvements. 

  If our underground economy is, say, 10 or 15 percent of our GDP, we are underes-

timating our GDP by as much as 15 percent. But that’s tiny compared to the underground 

economies of such countries as Egypt, Nigeria, and Thailand, which are about three-

quarters the size of the offi cial GDP. In other countries, such as Mexico, the Philippines, 

Peru, and Russia, the underground economy is about half the size of the offi cial economy. 

So when we make international comparisons, we are seriously underestimating the GDP 

of these countries. 

  Let’s step back for a minute and look once again at our defi nition of GDP:  the 
nation’s expenditure on all the fi nal goods and services produced during the year at 
market prices.  
  What exactly is production? What we produce? For once economists are in agree-

ment and quite clear about what something means.  Production is any good or service 
that people are willing to pay for . And that means anything! 

  You go to a concert and fall asleep. How much was your ticket? $20? That was $20 

worth of production. 

  You went to a brilliant lecture on the future of the universe. It was free. The speaker 

wasn’t paid. No production. 

  You grow tomatoes in your backyard for your family’s consumption. No production.

 You take a course in philosophy. The professor walks into the room and lies down 

on the fl oor in the front of the class. This happens all term. How much tuition did you 

pay to take this course? That’s how much production took place. 

  Let’s put a number on the production of the underground economy. Edgar L. Feige, a 

retired economics professor at the University of Wisconsin, is an authority on the underground 

economy. He estimates that unreported income in the U.S. more than doubled during the 

1990s, reaching $1.25 trillion in 2000, more than one-seventh of our national income. 

  The problem we have, then, is an inconsistency between the defi nition of GDP and 

the way it is compiled by the U.S. Department of Commerce. There’s a lot of stuff going 

on out there that the department misses. The government not only refuses to count the 

underground economy—legal  or  illegal—but it will not even admit its existence. The 

bottom line is that it does not go into GDP, even as an estimate. So we are grossly (no 

pun intended) undercounting GDP.    

 Treatment of Leisure Time 

 GDP does not take leisure time into account. We have no way of telling if the people of 

a country enjoy a 30-hour week or have to work 60 hours a week. In the United States 

recent immigrant groups, whether the Mexicans or Pakistanis in the 1990s, the Vietnamese 

and Koreans in the 1970s and 1980s, the Cubans in the 1960s, the eastern and southern 

Europeans from the 1880s to the 1920s, or the Irish in the 1840s, have been resented 

for putting in longer hours than native-born Americans. For these immigrants long hours 

were necessary for survival, not only in America, but in their native lands. 

    The rice farmer in Egypt, the factory worker in Mexico, and the manual laborer in 

India do not have seven-hour workdays, paid sick leave, long vacations, 10 paid holidays, 

and a couple of days off for Christmas shopping. 

  Production is any good or 
service that people are willing 
to pay for.  

  Production is any good or 
service that people are willing 
to pay for.  
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    Until the close of World War II, most workers still put in fi ve and a half or six days 

a week. In 1900 the 10-hour day was common, and when you wanted to take a vacation, 

if your boss liked you, he reached into his pocket and gave you $5 spending money. The 

average workweek in the United States, as in the rest of the industrial world, has gradu-

ally declined. 

    In his novel,  The Plot Against America,  Philip Roth described the daily lives of 

people in the years before World War II. For most adults in those times, there  was  no 

such thing as leisure time.  

 The men worked fi fty, sixty, even seventy or more hours a week; the women worked all 

the time, with little assistance from labor-saving devices, washing laundry, ironing shirts, 

mending socks, turning collars, sewing on buttons, mothproofi ng woolens, polishing 

furniture, sweeping and washing fl oors, washing windows, cleaning sinks, tubs, toilets, 

and stoves, vacuuming rugs, nursing the sick, shopping for food, cooking meals, feeding 

relatives, tidying closets and drawers, overseeing paint jobs and household repairs, 

arranging for religious observances, paying bills and keeping the family’s books while 

simultaneously attending to their children’s health, clothing, cleanliness, schooling, 

nutrition, conduct, birthdays, discipline, and morale. A few women labored alongside their 

husbands in the family-owned stores on the nearby shopping streets, assisted after school 

and on Saturdays by their older children, who delivered orders and tended stock and did 

the cleaning up.  2  

      While the average workweek has declined, many more mothers with young children 

have gone to work. Back in 1960, 79 percent of all families with children had at least 

one stay-at-home parent. Forty-eight years later, this percentage has fallen to just 25.   

 Human Costs and Benefi ts 

 Another problem with comparing our GDP with those of other countries, or with our 

own GDP in previous years, is that the physical and psychological costs of producing 

that GDP and any human benefi ts associated with producing it are ignored. 

    First the costs. The strain of commuting long distances along congested routes, the 

tedium, the dangers, the low status, and other unpleasant factors associated with certain 

jobs are some of the costs. Other jobs cause anxiety because the worker is always wor-

rying about getting ahead or just getting along. Advertising account executives, air traf-

fi c controllers, and bomb squad members are all under the gun, so to speak, during most 

of their working hours. Economists call the psychological strain associated with work 

 psychic cost . Psychic costs detract from one’s enjoyment of a job, while  psychic income  

adds to that enjoyment. 

    There are also physical strains and benefi ts associated with work. Not only have we 

shifted nearly completely from human power to mechanical power, but the nature of 

work has also changed from farming and manufacturing to service jobs, most of which 

require no physical labor. This is not to say that there are no longer any jobs requiring 

physical labor or being performed under unpleasant circumstances. Just ask the people 

who work in toy, handbag, textile, or automobile factories. Or talk to coal miners, sand-

hogs, day laborers, printing plant employees, migrant farm workers, slaughterhouse 

workers, and police offi cers. Or watch the mail sorters who work the graveyard shift in 

a large post offi ce. 

    Some people, on the other hand, really enjoy their jobs. Take actors. They are will-

ing to hold all kinds of stopgap jobs—waitress, hotel clerk, theater doorman, short-order 

cook, offi ce temporary—while waiting for that big chance. For most, of course, it never 

comes. In New York, where there are no more than 2,000 people who earn their entire 

livelihood from acting, there are tens of thousands of aspiring actors. Why are they will-

ing to buck such outrageous odds? Because they love acting. The  psychic income  from 

  The decline in the average 
workweek  
  The decline in the average 
workweek  

  Psychic cost    Psychic cost  

   2 Philip Roth,  The Plot Against America  (New York: Vintage Books, 2004), p. 3.  
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working in the theater—the smell of the grease paint, the roar of the crowd, the adula-

tion, the applause—is the compensation they seek. 

    Finally, let’s consider the physical benefi ts from work. Literally. My friend Marty, 

the gym teacher, is always in great shape. What do you expect? But I really want to talk 

about Mr. Spalter, a little bald-headed man who taught gym (how can you  teach  gym?) 

at Brooklyn’s James Madison High School in the 1950s. The guy had to be at least 80. 

Anyway, Mr. Spalter could go up a 30-foot rope in less than 15 seconds—and do it in 

perfect form, with his legs exactly perpendicular to his body. The physical benefi ts of 

being a gym teacher, farmer, or a health club employee are obvious.  3  

     Let’s put psychic costs and benefi ts of work on an even more personal level. The 

Banana Republic and the Duchy of Fenwick have identical per capita GDPs. In the 

Banana Republic every single worker loves her job so much, she would be willing to 

work for half her salary. But in the Duchy of Fenwick, all the workers hate their jobs 

so much that each needs to spend several hours a week getting psychiatric help to deal 

with his or her unhappiness. By just looking at the per capita income fi gures of these 

two countries, you wouldn’t have a clue that the people in the Banana Republic were 

much happier than those of the Duchy of Fenwick. Happiness and sadness are things 

that GDP just doesn’t measure. 

    Today’s GDP is produced by an entirely different type of labor force doing different 

work from that of 50 or 100 years ago. And our labor force works very differently from 

those of developing countries. This makes GDP comparisons that much less valid.   

 What Goes into GDP? 

 Other problems with GDP as a measure of national economic well-being have to do with 

what goes into GDP. When a large part of our production goes toward national defense, 

police protection, pollution control devices, repair and replacement of poorly made cars 

and appliances, and cleanups of oil spills, a large GDP is not a good indicator of how 

we’re doing. And if a large part of our labor force staffs the myriad bureaucracies of state, 

local, and federal governments, as well as those of the corporate world, we’re not all that 

well off. GDP tells us how much we produce. We need to ask: How much of  what?  

    We also need to ask about the production of new goods and services and about 

the improvement of product quality. Let’s use television sets as an example. Very few 

American families had TV sets before the late 1940s, and those who did had 90, 130, 
or the “big screen” 170 black-and-white sets. We counted the $600 170 black-and-white 

Philco, RCA, or Dumont (American TV-makers back in prehistoric times) at its selling 

price in the 1948 GDP. But the $600 Samsung 280 ultra-fl at-screen stereo color TV 

also counts for just $600 in the 2008 GDP, even though television sets today are vastly 

superior to those of the late 1940s. Of course the entire mix of goods and services that 

go into GDP is very different from what was available just 20 or 30 years ago. Personal 

computers, cell phones, DVD players, MRIs, laser surgery, CDs, disposable contact 

lenses, and faxes were not yet even part of our vocabulary, let alone available to the 

American consumer. 

    In general, the problem with using GDP as a measure of national economic well-

being is that GDP is just one number, and no single number can possibly provide us 

with all the information we need. Just as a single number—whether it’s your pulse, your 

weight, your cholesterol, or your blood sugar level—cannot provide a comprehensive 

measure of your health, neither can a single number such as GDP, accurately measure 

our economic well-being. So the next time you hear economists chanting “We’re number 

 one ,” with respect to our GDP, just remind them that GDP is only a partial and imperfect 

measure of our economic performance. 

  Psychic income    Psychic income  

   3 Mr. Spalter must have been doing  something  right. Two Madison graduates have won the Nobel Prize in 
economics. Robert Solow, who graduated in 1940, won it in 1987, and Gary Becker, class of 1948, won it in 
1992. Thus the high school I attended has had more economics Nobel Prize winners than any other high school 
in the country. And who knows, maybe lightning will strike a third time. If you’re curious, I graduated in 1957.  
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  Current Issue: GDP or GPI? 

 As you remember, Hurricane Katrina not only caused a huge loss of life, property, and 

jobs on the Gulf Coast, but it disrupted our oil supply and wreaked havoc with shipping. 

So you would think it slowed the growth of real GDP. But the massive federal spending 

on hurricane relief and recovery far outweighed the negative economic effects of the 

storm. So if we went strictly by our real GDP fi gures, we might conclude that the worst 

natural disaster in U.S. history was actually good for our economy. 

  There is something wrong with our national income accounting system if a natural 

disaster like Hurricane Katrina ends up being recorded as a positive, despite the suffering 

and material loss left in its wake. Similarly, the $10 billion a month we spend on the 

Iraq War is simply added into our GDP, although it certainly builds no schools, highways, 

or oil refi neries on American soil. 

  GDP is compiled from our recorded market transactions. But as we noted earlier in 

this chapter, there are a lot of activities that don’t go through the marketplace, and often 

are not recorded. There is no accounting for leisure time, household production, under-

ground economic production, and the psychic costs and benefi ts of various jobs. In 

addition, the environmental damage committed not just by our production of goods and 

services, but our very lifestyle, don’t fi gure in the calculation of GDP. Nor are the nation’s 

health or its distribution of income. What GDP measures as growth is merely increased 

spending, but it doesn’t indicate whether the spending is good or bad. GDP rises with 

every oil spill, increase in air pollution, and nearly every other environmental disaster. 

  In an article that differentiates GPI from GDP, John Talberth, Clifford Cobb, and 

Noah Slattery sum up the shortcomings of GDP.  4  

   It is merely a gross tally of products and services bought and sold, with no 

distinctions between transactions that enhance well-being and those that diminish it. 

Instead of distinguishing costs from benefi ts, productive activities from destructive 

ones, or sustainable ones from unsustainable ones the GDP simply assumes that every 

monetary transaction adds to social well-being by defi nition. In this way, needless 

expenditures triggered by crime, accidents, toxic waste contamination, preventable 

natural disasters, prisons and corporate fraud count the same as socially productive 

investments in housing, education, healthcare, sanitation, or mass transportation.  

  The Genuine Progress Index (sometimes called the Genuine Progress Indicator) is an 

alternate measure of our national well-being. Using GDP as its starting point, the GPI adds 

in sectors usually excluded from the market economy such as housework and volunteer work, 

and subtracts crime, natural resource depletion, and the loss of leisure time. It also adds in 

crucial contributions of the environment, such as clean air and water, moderate climate, and 

protection from the sun’s burning rays. Agricultural activity that uses replenishing water 

resources, such as river runoff, will score a higher GPI than the same level of agricultural 

activity that drastically lowers the water table by pumping irrigation water from wells. 

  One of the developers of the GPI, Philip Lawn, came up with this list of the “costs” 

of economic activity, which need to be subtracted from GDP:  

  •   Cost of resource depletion.  

  •   Cost of crime.  

  •   Cost of ozone depletion.  

  •   Cost of family breakdown.  

  •   Cost of air, water, and noise pollution.  

  •   Loss of farmland.  

  •   Loss of wetlands.   

   4 Dr. John Talberth, Clifford Cobb, and Noah Slattery, The Genuine Progress Indicator 2006, p. 2. (www.redefi ning 
progress.org).  
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  The next step in the calculation of the GPI is to come up with dollar fi gures for all 

the costs and benefi ts of economic activity. Reasonably accurate estimates may be made 

for housework, child- and elder-care, home repairs, and volunteer work by determining 

how much people are paid to do this work in the private sector. But how do you quantify 

the cost of ozone depletion or of family breakdown? 

  According to GPI calculations, our per capita GPI was less than one quarter of the 

offi cial 2007 per capita GDP of $45,686. And real per capita GPI has fallen by about 

40 percent since the early 1970s. What do  you  think about these conclusions?   

     If you’d like to learn more about the GPI, please go to  www.redefi ningprogress.org.        

  Questions for Further Thought and Discussion  

   1.    Suppose we want to compare this year’s GDP with those of previous years. As we go 

back in time—to 1980, to 1970, to 1960, and to still earlier years—what happens to 

the validity of these comparisons? Why does this happen?  

   2.    If our GDP rose from 11,000 to 11,500, there could be a few different explanations. 

List each of these possibilities.  

   3.   Which has been increasing faster, GDP or real GDP? Explain your answer.  

   4.    GDP is not an ideal measure of national economic well-being. Make a list of all the 

things you would do to improve this concept. Include in your list the goods and 

 services that GDP does not count.  

   5.    “Americans enjoy the highest standard of living in the world.” Discuss why this state-

ment is not perfectly accurate.  

   6.    Under what circumstances could real GDP for a given year be greater than GDP for 

that same year? For example, if 2015 were the base year and 2016 were the current 

year, how could real GDP in 2016 exceed GDP for 2016?  

   7.    Explain how GDP is affected by the sale of   

  a.  a new house.   

   b. an hour session with a physical trainer.   

   c. 1,000 shares of AT&T.  

    d. an antique rolltop desk.    

   8.    If you were comparing the economic well-being of two countries and had a choice of 

using one of the following four measures, which one would you choose and why 

would you choose it?   

  a.  GDP  

  b.   Real GDP    

  c. Per capita GDP    

  d. Per capita real GDP    

   9.    Do you think we should switch from using GDP to GPI as our basic measure of national 

well-being?  

  10.     Practical Application:  Make a list of the dollar value of everything you consume dur-

ing the next seven days. Then fi gure out the percentage that isn’t counted in our GDP. 

Don’t forget home-cooked meals, pirated music, and other goods and services are not 

counted.    

on the webon the web
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 Workbook for Chapter 9 

Name    Date 

   Multiple-Choice Questions 

 Circle the letter that corresponds to the best answer.  

   1.   Nearly all of our output is produced by 

  . (LO1)  

  a)   the government  

  b)   private business fi rms  

  c)   individual consumers    

   2.   GDP may be found by   . (LO2)  

  a)    adding together money spent on goods and 

services and incomes received by the factors of 

production  

  b)    subtracting incomes received by the factors of 

production from the money spent on goods and 

services  

  c)    subtracting the money spent on goods and services 

from the incomes received by the factors of 

production  

  d)    adding the money spent on fi nal goods and services    

   3.   Which equation is correct? (LO2)  

  a)   GDP 2 Depreciation 5 NDP  

  b)   NDP 2 Depreciation 5 GDP  

  c)   GDP 1 NDP 5 Depreciation    

   4.   Which would be the most accurate statement? (LO7)  

  a)    There is almost no underground economy in the 

United States.  

  b)    Nearly half the goods and services that Americans 

consume are produced by the underground 

economy.  

  c)    Most of our lawn maintenance and domestic help 

is supplied by the underground economy.  

  d)    The production of the underground economy is 

included in our GDP.    

   5.   If Mexico had a GDP of 700 and depreciation of 100, 

while Italy had a GDP of 710 and a depreciation of 180,

  most economists would say that   . (LO2)  

  a)   Italy had a better year  

  b)   Mexico had a better year  

  c)    there is no way of determining which country had 

a better year    

   6.   Pirated CDs and videos are . (LO7)  

  a)   part of the underground economy  

  b)   sold only in other countries  

  c)    sold by recording studios and Hollywood movie 

producers  

  d)    encouraged by the federal government because 

their manufacture and sale provides tens of 

thousands of jobs to marginal workers    

   7.   In declining order of size, which of these is the 

proper ranking? (LO2)  

  a)   GDP, NDP, national income  

  b)   NDP, GDP, national income  

  c)   National income, GDP, NDP  

  d)   National income, NDP, GDP  

  e)   GDP, national income, NDP  

  f)   NDP, national income, GDP    

   8.   Which of the following statements is true?   ( LO5 ,  6 )  

  a)    The United States has the world’s largest GDP 

and per capita GDP.  

  b)    The United States has the world’s largest GDP, but 

not the world’s largest per capita GDP.  

  c)    The United States has the world largest per capita 

GDP, but not the world’s largest GDP.  

  d)    The United States has neither the world’s largest 

GDP nor the world’s largest per capita GDP.    

   9.   The largest sector of GDP is   . ( LO1 ,  2 )  

  a)   investment     c)   net exports  

  b)   government spending     d)   consumer spending    

   10.   Which is not counted in GDP? (LO2)  

  a)   A Social Security check sent to a retiree  

  b)   Government spending on highway building  

  c)   Money spent on an airline ticket  

  d)    Money spent by a company to build a new 

offi ce park    

   11.   Which one of these goes into the investment sector 

of GDP? (LO2)  

  a)   The purchase of a new factory  

  b)   The purchase of 100 shares of Intel stock  

  c)   The purchase of a 10-year-old offi ce building  

  d)   The purchase of a U.S. savings bond    

211
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  18.   We would like to compare real per capita GDP. Which 

would be the most valid comparison? ( LO5 ,  6 )  

  a)   China in 2004 and Thailand in 2004  

  b)   Germany in 2002 and 2004  

  c)   The United States in 1980 and 2004  

  d)   Nigeria in 1960 and the United Kingdom in 1990    

  19.   Per capita real GDP is found by   . (LO6)  

  a)   dividing population by real GDP  

  b)   dividing real GDP by population  

  c)   adding population to real GDP  

  d)   multiplying real GDP by population    

  20.   Which statement is true? (LO6)  

  a)    Over longer and longer periods of time, 

comparisons of real per capita GDP become 

increasingly valid.  

  b)    Over the short run, say, up to 10 years, 

comparisons of per capita real GDP are quite valid.  

  c)    International comparisons of per capita real GDP 

may be made with less caution than comparisons 

over time within a given country.  

  d)   None of these statements is true.    

  21.   Since World War II our per capita real GDP 

has   . (LO6)  

  a)   stayed about the same  

  b)   risen by 50 percent  

  c)   more than tripled  

  d)   risen by almost 700 percent    

  22.   Which statement is true? ( LO5 ,  6 )  

  a)    The Japanese have a higher standard of living 

than we do.  

  b)   The Japanese have a larger GDP than we do.  

  c)    The typical Japanese family has more living space 

than the typical American family.  

  d)   None of these statements is true.    

  23.   C 1 I 1 G 1 X n  is    approach(es) to 

GDP. ( LO1 ,  2 )  

  a)   the fl ow-of-income  

  b)   the expenditures  

  c)   both the expenditures and the fl ow-of-income  

  d)   neither the expenditures nor the fl ow-of-income    

  12.   When there is infl ation   . (LO4)  

  a)   real GDP increases faster than GDP  

  b)   GDP increases faster than real GDP  

  c)   GDP and real GDP increase at the same rate  

  d)    there is no way of telling whether GDP or real 

GDP increases faster    

  13.   If GDP rose from $6 trillion to $9 trillion and prices 

rose by 50 percent over this period,   . (LO4)  

  a)   real GDP fell by 100 percent  

  b)   real GDP fell by 50 percent  

  c)   real GDP stayed the same  

  d)   real GDP rose by 50 percent  

  e)   real GDP rose by 100 percent    

  14.   Which of the following is counted in GDP? (LO7)  

  a)   Household production  

  b)   Illegal production  

  c)   Leisure time  

  d)   Government spending    

  15.   Which statement is true? (LO7)  

  a)    There is an inconsistency between the defi nition 

of GDP and the way it is compiled by the U.S. 

Department of Commerce.  

  b)    GDP is an accurate measure of production in the 

United States.  

  c)    U.S. GDP fi gures include estimates for production 

in the underground economy.  

  d)    Our GDP would grow faster if we had less infl ation.    

  16.   Suppose the GDP of Argentina were 10 times that of 

Uruguay. Which statement would be most 

accurate? (LO5)  

  a)    There is no way of comparing the output of 

Argentina and Uruguay.  

  b)    Argentina’s output is greater than that of Uruguay.  

  c)    Argentina’s output is probably around 10 times 

that of Uruguay.  

  d)   Argentina’s output is 10 times that of Uruguay.    

  17.   Which statement is true? ( LO2 ,  7 )  

  a)    GDP tells us how much we produce as well as 

what we produce.  

  b)    GDP tells us neither how much we produce nor 

what we produce.  

  c)   GDP tells us what we produce.  

  d)   GDP tells us how much we produce.    
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  24.   Which statement is true? (LO1)  

  a)    Consumption as a percentage of GDP is higher 

today than it was in 1979.  

  b)    Government purchases are about 30 percent of 

GDP.  

  c)   Real GDP has risen faster than GDP since 1999.  

  d)   Consumption is a little over half of GDP.    

  25.   Which is the most accurate statement about the 

underground economy? (LO7)  

  a)   It adds hundreds of billions of dollars to our GDP.  

  b)    It provides employment to hundreds of thousands 

of illegal immigrants.  

  c)   It is run almost entirely by organized crime.  

  d)   It makes the rich richer and the poor poorer.    

  26.   Which would be the most valid statement? ( LO6 ,  7 )  

  a)    The American standard of living is, by far, the 

highest in the world.  

  b)    The standard of living of the average American is 

about twice that of the average Russian.  

  c)    The standard of living of the average American is 

comparable to that of the average person in 

Switzerland, Germany, and Japan.  

  d)    If the underground economy, illegal production, 

and household production were accurately 

measured and added to GDP, our GDP would 

probably rise by less than 1 percent.    

  27.   Which is the most accurate statement? ( LO5 ,  7 )  

  a)    We may be underestimating our GDP by as much 

as 50 percent by not taking into account the 

underground economy.  

  b)    Bartered goods and services are generally counted 

in GDP.  

  c)    Within the next fi ve years, China will have a 

larger GDP than the United States.  

  d)    Although GDP has many shortcomings, it is still a 

very useful economic concept.    

  28.   GDP is    GPI. (LO8)  

  a)   much higher than  

  b)   about the same size as  

  c)   much lower than    

  29.   Which of the following is the most accurate 

statement? ( LO6 ,  8 )  

  a)   On a per capita basis, GPI is greater than GDP.  

  b)   GPI has more than doubled over the last 40 years.  

  c)    The difference between GDP and GPI is the 

annual rate of infl ation.  

  d)    GPI is about one-quarter of GDP on a per capita 

basis.    

  30.   Which one of the following statements would you 

agree with? (LO7)  

  a)    GDP includes only market transactions, while GPI 

includes both market transactions and other 

factors affecting our national well-being.  

  b)    GPI is a very accurate measure of national 

well-being.  

  c)    As a measure of national well-being, GDP has no 

major shortcomings.  

  d)    GDP takes into account many more economic, 

social, and environmental activities than GPI.       

 Fill-In Questions  

   1.   The nation’s expenditure on all the fi nal goods and 

services produced during the year at market prices

  is   . (LO1)  

   2.   Nearly all our goods and services are produced 

by   . ( LO1 ,  2 )  

   3.   GDP 2    5 NDP. (LO2)  

   4.   NDP 2    5 national income. ( LO2 ,  3 )  

   5.   If Diane Hilgers had been alive during the American 

Revolution, her standard of living would have been 

about    percent of what it would be 

today. (LO6)  

   6.   Had Anne Gindorff Heinz been alive during World 

War I, her standard of living would have been about

    percent of what it would be today. (LO6)  

   7.   GDP includes only payments for   

    . ( LO1 ,  2 )

   8.      measures total production in one 

year. (LO1)  

   9.   Goods and services produced without the government’s 

knowledge are part of the    economy. (LO7)  

213

sLa75799_ch09.indd Page 213  4/23/09  4:58:49 PM User-f494sLa75799_ch09.indd Page 213  4/23/09  4:58:49 PM User-f494 /Users/User-f494/Desktop/Slavin:Reprint/MHDQ148/Users/User-f494/Desktop/Slavin:Reprint/MHDQ148



   8.   GDP rises from $5 trillion in 1990, the base year, to 

$7 trillion in 1994. The GDP defl ator in 1994 is 140. 

Find real GDP in 1994. Find the percentage increase 

in real GDP between 1990 and 1994. (LO4)  

   9.   GDP rises from $20 trillion in 2017 to $21 trillion in 

2018, but the price level remains the same. (a) How 

much is real GDP in 2018? (b) By what percentage 

did real GDP rise between 2017 and 2018? (LO4)  

  10.   Find per capita GDP when population is 100 million 

and GDP is $2 trillion. (LO6)  

  11.   Find per capita GDP when GDP is $1.5 trillion and 

population is 300 million. (LO6)  

  12.   Suppose our GDP were to rise from $10 trillion in 

2007 to $20 trillion in 2027, when the GDP defl ator 

is 125. And suppose that our population rose from 

300 million in 2007 to 330 million in 2027. (a) How 

much is per capita real GDP in 2027? (b) By what 

percentage did per capita real GDP rise between 2007 

and 2027? [Hint: Do the problem in four steps: 

(1) Find real GDP in 2027; (2) fi nd per capita real 

GDP in 2027; (3) fi nd per capita real GDP for 2007; 

and (4) fi nd the percentage rise in per capita real GDP 

between 2007 and 2027.] (LO6)  

  13.   Suppose the GDP of South Korea were to rise from 

$600 billion in 2005 to $1.5 trillion in 2015, when the 

GDP defl ator is 150. And suppose that Korea’s 

population rose from 40 million in 2005 to 50 million 

in 2015. (a) How much is per capita real GDP in 

2015? (b) By what percentage did per capita real 

GDP rise between 2005 and 2015? ( LO4 ,  6 )  

  14.   If GDP rises from $10 trillion to $10.4 trillion and 

real GDP rises from $10 trillion to $10.3 trillion, fi nd 

the percentage change in the GDP defl ator. (LO4)  

  15.   If real GDP goes up by 3.7 percent and the GDP 

defl ator goes up by 1.6 percent, fi nd the percentage 

change in GDP. (LO4)  

  16.   Suppose that in 2012 we were to have a defl ationary 

recession. If GDP in 2010 were $17 trillion predict 

GDP and real GDP in 2012. (LO4)                       

  10.   Economists call any good or service that people are 

willing to pay for   . (LO7)  

  11.   Economists call the psychological strain associated 

with work   . (LO7)  

  12.   Per capita real GDP is found by dividing 

by   . (LO6)  

  13.   Over time, per capita real GDP comparisons become   

 valid. (LO6)     

 Problems  

   1.   Given the following information, calculate NDP 

and national income: GDP 5 $5 trillion, Indirect 

business taxes 5 $300 billion, and Depreciation 5 

$500 billion. (LO2)  

   2.   If national income is $3 trillion, depreciation is 

$400 billion, and indirect business taxes are 

$300 billion, how much are NDP and GDP? (LO3)  

   3.   Given: C � 65 percent of GDP; I � 15 percent of 

GDP; G � 25 percent of GDP. What percent of GDP 

is Xn? (LO2)  

   4.   If GDP doubles from 2023 to 2028, the GDP defl ator 

doubles, and the population remains the same, by what 

percentage does real GDP per capita change? (LO6)  

   5.   If consumption spending is $3 trillion, investment is 

$800 billion, government spending is $1 trillion, 

imports are $1.2 trillion, and exports are $900 billion, 

how much is GDP? ( LO1 ,  3 )  

   6.   If consumption is $3.8 trillion, investment is 

$1.1 trillion, government spending is $1.1 trillion, 

imports are $1.6 trillion, and exports are $1.4 trillion, 

how much is GDP? ( LO1 ,  3 )  

   7.   GDP rises from $4 trillion in 1986, the base year, to 

$5 trillion in 1989. The GDP defl ator in 1989 is 120. 

Find real GDP in 1989. Find the percentage increase 

in real GDP between 1986 and 1989. (LO4)  
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   E
 conomics is not called the dismal science for nothing. Right now we’ll be examin-

ing some of the problems that have contributed to this reputation—recessions, infl a-

tion, and unemployment. It would be wonderful if our economy could grow steadily 

at, say, 3 percent a year, with no recessions, no infl ation, and no unemployment. But as 

you know, the real world is a lot more dismal. 

  Still, for every problem, there may be a solution. For much of the following six 

chapters, we’ll consider how to ameliorate, if not solve, the problems of recession, infl a-

tion, and unemployment. 

 Economic Fluctuations, 
Unemployment, and Infl ation  

   1.   Examine the business cycle.  
   2.   Consider various business cycle 

theories.  
   3.   Show how economic forecasting is 

done.  
   4.   Learn how the unemployment rate is 

computed.  

   5.   Look at the types of unemployment.  
   6.   Construct a consumer price index.  
   7.   Consider the theories of infl ation.  
   8.   Learn about the misery index.   

  LEARNING OBJECTIVES 

  In this chapter we will:  

    Economic Fluctuations  

  Figure 1  shows the country’s economic record since 1960, but before we are in a position 

to analyze that record, we need a little background information on the business cycle.  

 Is There a Business Cycle? 

 Economists and noneconomists have long debated whether there is a business cycle. It 

all depends on what is meant by the term. If  business cycle  is defi ned as increases and 

decreases in business activity of fi xed amplitude that occur regularly at fi xed intervals, 

then there is no business cycle. In other words, business activity does have its ups and 

downs, but some ups are higher than other ups and some downs are lower than others. 

Furthermore, there is no fi xed length to the cycle. For example, as  Figure 1  shows, the 

United States went for nearly the entire decade of the 1960s without a recession but had 

back-to-back recessions in 1980 and 1981.  

  Q:  Why did God create 
economists?  

  A:  In order to make weather 
forecasters look good.  

  Q:  Why did God create 
economists?  

  A:  In order to make weather 
forecasters look good.  
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     Over a 25-year period—from November 1982 through the end of 2007—we had 

just two recessions. The economic expansion that began in March 1991 was the longest 

in history. Can we say that our economy is fi nally recession-proof and that the business 

cycle is obsolete? I’m going to really stick my neck out on  this  one and make a predic-

tion. Every expansion will end. The only question is when. 

    If we defi ne the business cycle as alternating increases and decreases in the level 

of business activity of varying amplitude and length, then there is defi nitely a business 

cycle. What goes up will eventually come down, and what goes down will rise 

again.  

    Cycle Turning Points: Peaks and Troughs 

 At the end of economic expansion, business activity reaches a peak. At the peak real 

GDP, or output, reaches a maximum and then begins to fall. When the economy bottoms 

out, a trough occurs. From this low point, economic recovery sets in, and eventually most 

sectors share in the expansion. 

    Business cycles may be measured from peak to peak, or trough to trough. As we 

have noted, these cycles vary greatly in amplitude and length. Note the severity of the 

1973–75 and 1981–82 recessions in  Figure 1  and the varying lengths of the cycles shown 

in the same graph. 

    Since the end of World War II, the economy’s expansions have been as brief as 

16 months or as long as 10 years. The contractions fall into a much narrower range—

from 6 to 16 months (see  Table 1 ). And so we may conclude that, like snowfl akes, no 

two business cycles are exactly alike. Most of the 10 post-World War II recessions have 

been mild and brief. But two of them—November 1973–March 1975 and July 1981–

November 1982—were relatively severe and lengthy. Both were 16 months long, while 

every other recession lasted less than a year. During both recessions, real GDP fell by 

about 3 percent. In the aftermath of these two recessions, our unemployment rate reached 

its highest levels since the Great Depression. 

    When does an economic downturn qualify as a recession? In general if real GDP 

declines for two consecutive quarters, that’s a recession. But it’s not offi cially a recession 

until the Business Cycle Dating Committee of the National Bureau of Economic Research 

(a private research organization whose members include many prominent economists) 

  Upswings don’t die of old age.  
 —Economics saying 

  Upswings don’t die of old age.  
 —Economics saying 

  Peaks    Peaks  

  Troughs    Troughs  

   A recession is when you get 
socks and underwear for 
Christmas.  

 —Bob Rogers, cartoonist  

   A recession is when you get 
socks and underwear for 
Christmas.  

 —Bob Rogers, cartoonist  

Figure 1

Real GDP 1958–2007, in 2000 dollars
Source: U.S. Dept. of Commerce, in Business Cycle Indicators, March 2008.
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says it is. These six gentlemen take a much more nuanced approach than just waiting 

for two quarterly declines in real GDP.  

     The committee uses four crucial barometers to determine if the economy has reached 

a peak, and will look at other data. The main measure is employment, based on nonfarm 

payrolls. The second is industrial production. The third is personal income minus govern-

ment transfer payments, and the fourth is manufacturing and trade revenue. A recession 

is defi ned by the National Burea u of Economic Research as “a signifi cant decline in 

economic activity spread across the economy, lasting more than a few months.”

    Since October 2003 the committee began using estimates of monthly GDP.  Figure 2  

provides another look at the 10 recessions (11 if you’re counting the one that may have 

begun in early 2008—at least according to the author) since World War II. As you can 

see, they vary in length from just 6 months up to 16 months. In fact, except for the 

1973–75 and 1981–82 recessions, each lasted less than a year. And since 1982 we’ve 

had just two recessions.   

 The Conventional Three-Phase Business Cycle 

 We’ll begin our analysis with the fi rst peak in  Figure 3 . The decline that sets in after the 

peak is called a recession, which ends at the trough. Occasionally there is a false recov-

ery when business activity turns upward for a few months but then turns down again. If 

the next low point is the lowest since the previous peak, then  that  is the trough. 

TABLE 1 Post-World War II Recessions*

  Percentage Peak
 Duration decline in unemployment
Recession dates (months) real GDP rate

Nov. 1948–Oct. 1949 11 21.7% 7.9%

July 1953–May 1954 10 22.7 5.9

Aug. 1957–Apr. 1958 8 21.2 7.4

Apr. 1960–Feb. 1961 10 21.6 6.9

Dec. 1969–Nov. 1970 11 20.6 5.9

Nov. 1973–Mar. 1975 16 23.1 8.6

Jan. 1980–July 1980 6 22.2 7.8

July 1981–Nov. 1982 16 22.9 10.8

July 1990–Mar. 1991 8 21.3 6.8

Mar. 2001–Nov. 2001 8 20.5 6.0

?? Early 2008

*The February 1945–October 1945 recession began before the war ended in August 1945.

Figure 2

Recessions since 1945
*The Business Cycle Dating Committee had not yet declared that a recession had begun before this book went to press. The 
author has gone out on a limb by stating here that a recession began in early 2008.

Source: National Bureau of Economic Research.
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    Recovery begins at the trough, but the expansion must eventually reach the level of 

the previous peak. Occasionally business activity rises without reaching the previous 

peak; unless it does, it does not qualify as a recovery. 

    Once recovery defi nitely  has  set in, real GDP moves upward until it passes the level 

of the previous peak, when it enters the third phase of the cycle: prosperity. This phase 

does not necessarily mean there is full employment, or even that we are approaching full 

employment. As long as production (real GDP) is higher than it was during the previous 

peak, we are in the prosperity phase. 

    Prosperity is the second part of the economic expansion and is accompanied by ris-

ing production, falling unemployment, and often accelerating infl ation. Sooner or later 

we reach a peak and the process starts all over—recession, recovery, and prosperity. 

    This is the conventional three-phase cycle. Some people talk of a fourth phase: depres-

sion. Although depressions are relatively rare—we have not had one since the 1930s—there 

is always talk about the possibility that a recession could turn into a depression. 

    What is the dividing line between a recession and a depression? There is no agreed-

on or offi cial defi nition. Obviously, an unemployment rate of 20 percent would be a 

depression. But would 10 percent qualify? 

    Perhaps the best defi nition was proposed by, among others, the late George Meany, 

longtime president of the AFL-CIO. He said that if his neighbor were unemployed, it 

would be a recession. If  he  were unemployed, it would be a depression!   

 Are Economic Fluctuations Becoming Less Extreme? 

 Are recessions becoming milder and expansions less exuberant? Just a glance at  Figure 4  

will provide the answer. The answer is “Yes!” After the very brief period of conversion 

from wartime to peacetime production immediately after World War II, our economy has 

experienced six decades of relatively stability. Compared to the eight decades preceding 

the war, the recessions have been milder, shorter, and less frequent. While the booms 

have also been less pronounced, it would be fair to say that our economy has been on 

a relatively even keel since the late 1940s. 

   Business Cycle Theories 

 I have stated that business cycles are inevitable; what goes up must come down, and 

what goes down must come back up. Although economists generally agree that business 

cycles exist, they have many competing theories explaining their causes. We’ll briefl y 

consider two types of theories: endogenous (internal) and exogenous (external).  

   Some people say prosperity is 
when the prices of the things that 
you are selling are rising, and 
infl ation is when the prices of 
things that you are buying are 
rising.  

 —Anonymous  

   Some people say prosperity is 
when the prices of the things that 
you are selling are rising, and 
infl ation is when the prices of 
things that you are buying are 
rising.  

 —Anonymous  

  What is the dividing line 
between recession and 
depression?  

  What is the dividing line 
between recession and 
depression?  

Figure 3

Hypothetical Business Cycles
The three-phase business cycle runs 
from peak to peak, beginning with 
a recession, which ends at a trough, 
followed by a recovery. When the 
level of the previous peak is 
attained, prosperity sets in, 
continuing until a new peak is 
reached.

R
ea

lG
D

P

Year

ProsperityPeak

Trough Trough

Peak

Peak

R
ecession

Recov ery

R
ec

e ssion

Recove

ry

Pr
os

pe

rity

2005 2010 2015

218 C H A P T E R  1 0

sLa75799_ch10_215-250.indd Page 218  4/19/08  8:30:43 AM user-s206sLa75799_ch10_215-250.indd Page 218  4/19/08  8:30:43 AM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/19:04:08/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/19:04:08



 Endogenous Theories   These theories place the cause of business cycles within 

rather than outside the economy. We’ll consider fi rst the theory of innovations, which 

was advanced primarily by Joseph Schumpeter. 

  When a businessman attempts to market a new product such as a car or a television 

set, at fi rst he will encounter resistance (“Get that contraption off the road—it’s frighten-

ing my horses!”). But when others perceive the profi ts being made by the innovator, they 

will imitate his new product with their own versions, and production will soar. Eventually 

the market will be saturated—as it was by cars in 1929 and televisions in 1953—and an 

economic downturn will occur. The downturn continues until a new innovation takes hold 

and the process begins anew.   

    A second endogenous theory is the psychological theory of alternating optimism and 

pessimism, which is really an example of a more general theory of the self-fulfi lling 

prophecy. If businessowners are optimistic, they will invest in plant, equipment, and 

inventory. This will provide more jobs and result in more consumer spending, justifying 

still more investment, more jobs, and more spending. But eventually businessowners will 

turn pessimistic, perhaps because they fi gure this prosperity can’t continue. As pessimism 

sets in, investment, jobs, and consumer spending all decline, and a recession begins. The 

contraction continues until businessowners fi gure that things have gone down so far, 

there’s no place to go but back up again. 

  Still another endogenous theory is that of the inventory cycle. During economic 

recovery, as sales begin to rise, businessowners are caught short of inventory, so they 

raise their orders to factories, thus increasing factory employment. As factory workers 

are called back to work, they begin to spend more money, causing businessowners to 

order still more from factories. Eventually the owners are able to restock their invento-

ries, so they cut back on factory orders. This causes layoffs, declining retail sales, 

further cutbacks in factory orders, and a general economic decline. The decline persists 

until inventory levels are depleted low enough for factory orders to increase once 

again. 

  Yet another endogenous theory of the business cycle is the monetary theory. When 

infl ation threatens, the monetary authorities slow or stop the growth of the money supply. 

This causes a recession. When they are satisfi ed that infl ation is no longer a problem—

or if the recession they have caused has become even more of a concern than infl ation—the 

monetary authorities allow the money supply to grow at a faster rate, which brings about 

economic recovery. The monetary theory may well explain the 1980 and 1981–82 reces-

sions, when the Federal Reserve stepped heavily on the monetary brakes, as well as our 

subsequent recoveries, when monetary growth was increased. We’ll have a lot more to 

say about monetary policy in Chapter 14. 

  Innovation theory    Innovation theory  

Psychological theoryPsychological theory

 Inventory cycle theory  Inventory cycle theory 

 Monetary theory  Monetary theory 

Figure 4

Fluctuations in Real GDP, 

1860–2007
Source: Historical Statistics of the 
United States, Colonial Times to 1970, 
and U.S. Department of Commerce 
(www.doc.gov).
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  One last theory and we’re out of here. The underconsumption or overproduction 

theory stipulates that our economy periodically produces more goods and services than 

people want or can afford. A variant is the overinvestment theory, which says that busi-

ness fi rms periodically overinvest in plant and equipment.   

 Exogenous Theories   Just as endogenous theories place the causes of the business 

cycle within the economy, exogenous theories place the causes of the business cycle 

outside the economy. 

  It has long been said that if the American economy catches a cold, many other 

economies catch pneumonia. The Chinese, Mexican, and Canadian economies are very 

dependent on American imports of their goods. If an American recession caused us to 

cut back sharply on imports, this could cause their own economies to go into recession. 

Let’s call this the external demand shock theory. 

  Another external theory is the war theory. The production surge caused by prepara-

tion for war and war itself causes prosperity, and the letdown after war causes a recession. 

Our experiences before, during, and after World War II, the Korean War, and the Vietnam 

War seem to validate this theory. 

  Although nearly all recessions have endogenous causes, the quadrupling of oil prices 

by the OPEC cartel in 1973 was the prime cause of the 1973–75 recession. We can call 

this the price shock theory. In this particular case, the price shock was exogenous. 

  Perhaps no single explanation, whether exogenous or endogenous, can explain each 

of the cycles we have experienced. The best we can do, then, is to treat each cycle 

separately, seeking causes that apply.       

  Business Cycle Forecasting  

 Who was the fi rst person to forecast a business cycle? Here are a couple of hints. You 

can fi nd him in the Book of Genesis and he made his forecast by interpreting the 

 Pharaoh’s dreams. 

    In those dreams the Pharaoh saw seven fat cows and then seven lean cows. Joseph 

told the king that there would be seven fat years—years of good harvests—followed by 

seven lean years—years of very poor harvests. And sure enough, there were seven straight 

good harvests. During this period, some of the grain was set aside. When seven years of 

poor harvests followed, the Egyptians survived by consuming the grain they had stored. 

    Business cycle forecasting has come a long way over the intervening millennia, but 

its objective remains the same—forecasting the turning points of the business cycle. 

    The most widely used forecasting device is the index of leading economic indicators, 

which is compiled monthly by the Conference Board, a private business group. This series, 

which is a weighted average of 10 variables, is a valuable forecasting tool, particularly 

when used with caution. 

    The 10 leading indicators consist of variables that “lead” general economic activity by 

several months. (See the box, “ The Ten Leading Economic Indicators. ”) When the index 

turns downward, particularly for two or three months in a row, there is a good chance the 

economy may be heading into a recession. However, as some pundits have put it, the index 

has predicted 13 of the last 5 recessions. In other words, the index may have turned downward 

for three or four months a total of 13 times, but in only 5 instances did a recession follow. 

    If the index moves steadily upward, there is virtually no chance of a recession in 

the next few months. But when it begins to move downward, watch out! A downturn 

 may  be at hand. 

    Similarly, when the index of leading economic indicators moves down steadily for 

11 months in a row, as it did from April 1981 through March 1982, we were in a reces-

sion, but there was virtually no chance of an upturn until later in the year. And that’s 

exactly what happened. 

    How well did the index of leading economic indicators predict the 2007–2008 reces-

sion? Very well, as it turns out. The index began falling in August 2007, and except for 

  Underconsumption theory    Underconsumption theory  

 The war theory  The war theory 

    An economist is an expert who 
will know tomorrow why the 
things he predicted yesterday 
didn’t happen today.  

 —Laurence J. Peter, 
  Peter’s Quotations  

    An economist is an expert who 
will know tomorrow why the 
things he predicted yesterday 
didn’t happen today.  

 —Laurence J. Peter, 
  Peter’s Quotations  

   To err is human; to get paid for 
it is divine.  

 —William Freund,
economic consultant  

   To err is human; to get paid for 
it is divine.  

 —William Freund,
economic consultant  
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a small increase of 0.2 percent  in September, it fell in each of the next 5 months—a 

very strong prediction of a recession. 

 If economists could accurately forecast business cycle turning points—the peaks and 

troughs—then they’re doing their job. But in a March 2001 survey, 95 percent of  American 

economists said there would not be a recession. Then, in late 2001, that same gang 

predicted that real GDP would grow by just 0.1 percent in the fi rst quarter of 2002, but 

it actually grew at an annual rate of 5 percent. It would be fair to say that economic 

forecasters aren’t always right on the money.    

 Here’s a very reliable way to forecast recessions. Just monitor the number of people 

who are unemployed, which is reported by the U.S. Department of Labor on the fi rst 

Friday of each month. If that number is rising—watch out! And if  the number of people 

who are unemployed rises by at least 13 percent, then a recession has already started, 

or is about to.

 Suppose that there were 10 million people unemployed one year ago, and now there 

are at least 11.3 million people out of work. It’s almost certain, then, that our economy 

has already gone into, or is about to go into, a recession. There have been 10 recessions 

since 1950 in which the annual rise in unemployment was 13 percent or higher. So a 13 

percent annual rise is the magic number; it has been the sign or a recession every time.

    Let’s see how this forecasting tool was used from early 2007 and early 2008, when 

an economic slowdown was developing, as increasing numbers of economists believed 

that a recession was imminent, or that one had already begun. Take a look at the numbers 

in Table 2. Unemployment was trending upward since March 2007. 

    Back in March 2007 our unemployment stood at 6,738,000; by March 2008 it had 

risen to 7,815,000. In all the recessions since 1950, there was an annual rise in the 

number of unemployed of at least 13 percent. From March 2007 through March 2008 

unemployment rose by 16 percent. Because this book will have gone to press well before 

monthly unemployment data became available for the rest of 2008, it would be interest-

ing to add those numbers to Table 2 and then see if unemployment rose by even more 

than 16 percent over a 12-month period. 

   We have two kinds of 
forecasters: Those who don’t 
know . . . and those who don’t 
know they don’t know.  

 —John Kenneth Galbraith  

   We have two kinds of 
forecasters: Those who don’t 
know . . . and those who don’t 
know they don’t know.  

 —John Kenneth Galbraith  

 1. Average workweek of production workers in 
manufacturing When workers get less overtime, 

output may be declining.

 2. Average initial weekly claims for state unemploy-
ment insurance When fi rst-time claims for unem-

ployment insurance benefi ts rise, employment may 

be falling.

 3. New orders for consumer goods and materials 

When manufacturers receive smaller orders, they 

may cut back on output.

 4. Vendor performance (companies receiving slower 
deliveries from suppliers)  Better on-time deliv-

ery by suppliers means they have a smaller backlog 

of orders.

 5. New orders for capital goods If these orders drop, 

then businesses are planning less output.

 6. New building permits issued This provides a 

good indication of how much construction activity 

there will be three or four months from now.

 7. Index of stock prices Declining stock prices may 

refl ect declining prospects for corporate sales and 

profi ts.

 8. Money supply If the Federal Reserve slows the 

growth of the money supply, interest rates will rise, 

and it will be harder for businesses and individuals to 

borrow money.

 9. Spread between rates on 10-year Treasury bonds 
and Federal funds Long-term interest rates are 

usually much higher than short-term interest rates. 

Federal reserve policies designed to slow the 

 economy raise short-term interest rates with little 

effect on long-term rates. So a smaller spread 

 between short-term and long-term interest rates 

implies a restrictive monetary policy and a decline 

in output.

 10. Index of consumer expectations As consumers 

grow less confi dent about the future, they plan to 

make fewer major purchases.

The Ten Leading Economic Indicators
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  Unemployment   

 The Problem 

 One of the most devastating experiences a person can have is to be out of work for a pro-

longed period. Most of us have been unemployed once or twice, but only those who have 

been unable to fi nd work after looking for six to eight months, or even longer, really know 

that feeling of hopelessness and self-doubt, not to mention a depressed standard of living. 

    The Bureau of Labor Statistics (BLS) defi nes “discouraged workers” as those who 

have given up looking for work and have simply dropped out of the labor force. Where 

have all the discouraged workers gone? 

    Walk around the slums of our great cities. Walk through East St. Louis, Camden 

(New Jersey), Watts, Bedford-Stuyvesant, and the Hough district of Cleveland. Walk 

through Flint, Michigan, Gary, Indiana, or central Newark, or through most of our 

nation’s capital. Walk through any of these places in midafternoon and you’ll see block 

after block of teenagers and adults hanging around with nothing to do. 

    Ask them what they want more than anything else. A bigger welfare check? More 

food stamps? A big-screen TV? Most of them would tell you that all they want is a 

decent job. Not a dead-end, minimum-wage, low-status, menial job, but a  real  job. 

    Are these people unemployed? No, these people have given up, dropped out, and 

are, for all intents and purposes, no longer living in the United States. They may reside 

here physically, but they are not part of our society.  

    How the Unemployment Rate Is Computed  

  The unemployment rate is the percentage of people in the labor force who are willing and 

able to work, but who are not working.   

 The Bureau of Labor Statistics (BLS) is in charge of compiling statistics on the number 

of Americans who are employed and unemployed. Where does it get its data? Most 

people believe it gets statistics from unemployment insurance offi ces, but if you stop and 

think about it, less than 40 percent of all unemployed Americans were collecting unem-

ployment insurance benefi ts in 2008. The BLS gets its unemployment statistics by con-

ducting a random survey of more than 60,000 households. 

  How can you expect somebody 
who’s warm to understand 
somebody who’s cold?  

 —Aleksandr Solzhenitsyn, 

  One Day in the Life of 
Ivan Denisovich  

  How can you expect somebody 
who’s warm to understand 
somebody who’s cold?  

 —Aleksandr Solzhenitsyn, 

  One Day in the Life of 
Ivan Denisovich  

  Wanted: a  real  job    Wanted: a  real  job  

  Where unemployment data 
comes from  
  Where unemployment data 
comes from  
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TABLE 2  Unemployed Persons (in thousands),

February 2007–March 2008

Month and Year Unemployed

February 2007 6,837
March 2007 6,738
April 2007 6,829
May 2007 6,863
June 2007 6,997
July 2007 7,137
August 2007 7,133
September 2007 7,246
October 2007 7,291
November 2007 7,181
December 2007 7,655
January 2008 7,576
February 2008 7,381

March 2008 7,815

Source: www.bls.gov
As you’ll notice, the number of unemployed began to rise from 6,738,000 in 
March 2007 to 7,815,000 in March 2008—an increase of 16 percent.
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    Essentially, the bureau asks a series of questions: (1) Are you working? If the answer 

is no, (2) Did you work at all this week—even one day? Anyone who has answered yes 

to questions 1 or 2 is counted as employed. For those who have not been working the 

BLS has one more question: (3) Did you look for work during the last month (that is, 

did you go to an employment agency or union hall, send out a résumé, or go on an 

interview)? If your answer is yes, you’re counted as unemployed. If your answer is no, 

you’re just not counted; you’re not part of the labor force. If you want to work but have 

given up looking for a job, you’re a “discouraged worker,” but you are not in the labor 

force and you are not considered “unemployed.” 

    Are people collecting unemployment insurance counted among the unemployed? Yes! 

To be able to collect unemployment insurance benefi ts, you must be ready, willing, and 

able to work. In addition, you are expected to be actively seeking work. As someone who 

collected unemployment insurance twice for the full 26 weeks, I kept a list of companies 

where I had looked for a job to prove that I was making an effort to fi nd work. 

    The labor force consists of the employed and the unemployed. For example, in May 

2003, 137,487,000 Americans were employed and 8,998,000 were unemployed. We can 

compute the unemployment rate by using this formula: 

  
Unemployment rate 5

Number of unemployed

Labor force   

        How much was the unemployment rate in May 2003? Work it out right here. 

 Did you get 6.1 percent? The key here is to fi gure out how many people are in the 

labor force. Add the employed (137,487,000) and the unemployed (8,998,000), and you’ll 

get a labor force of 146,485,000. So in May 2003 the offi cial unemployment rate was 

6.1 percent. (If you need more practice, see the accompanying  Extra Help box. ) 

    As you can see from the unemployment rates in  Table 3 , teenagers had, by far, the 

highest unemployment rate. The overall unemployment rate was just 4.9, and for whites 

it was 4.4 percent. But the unemployment rate for blacks was 9.2. During our worst 

recessions since World War II the overall unemployment rate only rarely got that high. 

It’s been said that when there’s a recession for whites, it’s a depression for blacks. If 

you traced the unemployment rates for blacks and whites over the last six decades, you 

would fi nd that the rate for blacks was consistently double the rate for whites.

Unemployment
rate

5

Number of
unemployed

Labor force

Unemployment
rate

5

Number of
unemployed

Labor force

  When you lose your job, the 
unemployment rate is not 
5.2 percent; it’s 100 percent.  

 —Thomas Friedman 

  When you lose your job, the 
unemployment rate is not 
5.2 percent; it’s 100 percent.  

 —Thomas Friedman 
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E X T R A

H E L P
In January 2008, 7,576,000 Americans were unemployed 

and 146,248,000 held jobs. Go ahead and calculate the 

unemployment rate:

 Unemployment rate 5
Number of unemployed

Labor force

 5
7,576,000

153,824,000

Read Only if You’re Not Sure How 
to Calculate the Unemployment Rate

OK, where did we get the 153,824,000? That’s the labor 

force—the number of unemployed (7,576,000) plus the 

number of employed (146,248,000).

 The next step is simple division: 153,824,000 into 

7,576,000, which gives us an unemployment rate of 

4.9 percent.

 Incidentally, a common mistake in this type of prob-

lem is to divide 7,576,000 into 153,824,000. Some people 

insist on dividing the smaller number into the larger 

number. But the rule we must always follow is to divide 

the bottom number into the top number.
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On the fi rst Friday morning of each month the U.S. Department of Labor reports the 

previous month’s unemployment rate, and the change in the number of people employed 

and unemployed from the previous month. Go to www.bls.gov.  

      How Accurate Is the Unemployment Rate? 

 When the Bureau of Labor Statistics announced that the unemployment rate dipped from 

5.0 percent in December 2007 to 4.9 percent in January 2008, one might have thought that 

the BLS was so accurate that it can calculate our unemployment rate to within one-tenth 

of a percent of its actual rate. But many liberal economists believe the actual unemploy-

ment rate is substantially  higher  than the offi cial rate, while many conservative economists 

believe the actual rate is substantially  lower . Obviously they can’t  both  be right. 

    The liberal economists (does anyone still call herself a “liberal”?) would say that 

the true rate of unemployment is 2 or 3 percent higher because we should count all the 

jobless people who are ready, willing, and able to work. Let’s ask about the 3 or 4 mil-

lion people who are not working but are not offi cially unemployed. If we asked the BLS, 

it would tell us that they are discouraged workers. 

    The liberals have a couple of additional bones to pick with the BLS defi nition. A 

person who worked one day in the last month is counted as employed. Also, someone who 

works part-time but wants to work full-time is counted as employed. The liberals ask, 

“Doesn’t this sort of measurement overstate the number of employed?” When you put it 

all together, they maintain, the BLS is overstating employment and understating unemploy-

ment. The result is an unemployment rate that is perhaps a couple of points too low. 

    That’s the liberal view. As you would expect, the conservatives say the offi cial 

unemployment rate  over estimates the true rate of unemployment. Using the BLS defi ni-

tion of an unemployed person—someone who has not worked this month and who has 

actively sought work—the conservative focuses on those who are required to report to 

state employment or other government employment offi ces to remain eligible for unem-

ployment insurance, welfare, or food stamps. Is this, asks the conservative, really an 

effort to look for work, or are these guys just going through the motions? 

    Some conservatives also cite the huge numbers of Americans—as well as illegal 

immigrants—working in the underground economy (see the section on this near the end 

of the previous chapter). There are a few million people out there working as hair dress-

ers, livery cab operators, unlicensed plumbers, carpenters, electricians, and auto mechan-

ics, as well as street peddlers, day laborers, and sewing machine operators in illegal 

garment sweat shops. All these people are employed off the books, do not report their 

income, and are not counted as employed by the Bureau of Labor Statistics. 

    The bottom line, according to the conservatives, is that perhaps a couple of million 

of the “offi cially” unemployed are not really looking for work. The liberal bottom line is 

that at least a couple of million people out there want to work but aren’t being counted. 

on the webon the web

  The liberals say the true 
unemployment rate is higher 
than the offi cial rate.    

 Who are the discouraged 
workers? 

  The liberals say the true 
unemployment rate is higher 
than the offi cial rate.    

 Who are the discouraged 
workers? 

  The conservatives say the true 
unemployment rate is lower 
than the offi cial rate.  

  The conservatives say the true 
unemployment rate is lower 
than the offi cial rate.  
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TABLE 3  Unemployment Rate for Selected Groups of 
American Workers, January 2008

 Unemployment rates

All workers 4.9

 Adult men 4.4

 Adult women 4.2

 Teenagers 18.0

 White 4.4

 Black or African American 9.2

 Hispanic or Latino ethnicity 6.3

*Teenagers and African Americans have much higher unemployment rates than the average 
for all workers.

Source: Bureau of Labor Statistics: http://www.bls.gov/ces/.
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    For decades the unemployment rate for blacks has been double that of whites. During 

recessions, the black unemployment rate is rarely below 10 percent. They also make up 

a disproportionate share of discouraged workers. 

    Two major changes have pushed down the unemployment rate—the work require-

ments under the 1996 Welfare Reform Act and the more than quadrupling of the U.S. 

prison population since 1980. 

    Over 2 million Americans are currently occupying cells in federal, state, or local 

prisons. The average convict has a much lower IQ and is considerably less educated than 

the average American. If these folks were not imprisoned, would they be legitimately 

employed? Most would not be. So keeping these people incarcerated has probably low-

ered our unemployment rate by about one percent. 

    The welfare work requirements have moved perhaps two million single mothers into 

low-wage jobs. Although few of these women previously had been in the labor force, 

they have been added to the ranks of the offi cially employed. 

    Illegal immigrants are about 5 percent of our labor force, most of whom are work-

ing off the books for employers who appreciate cheap, compliant labor free of employ-

ment regulations and payroll taxes. They make up at least one in four farm workers, one 

in six cleaning workers, and about one in seven construction workers. And then too, 

many illegal immigrants are self-employed as street peddlers, handymen, car service 

drivers, or small business owners, all part of the underground economy. Were all these 

people counted as employed, the unemployment rate would be much lower. 

    In recent years the children of the baby boomers have been entering the labor 

force. Young adults tend to have a relatively high unemployment rate because, like 

homemakers returning to work, they need time to fi nd a job. Because so many live at 

home or receive help from their parents, there is less pressure to take the fi rst job that 

comes along. Then, they tend to drift from job to job, until, like Goldilocks, they fi nd 

a position that is “just right.” 

    Clearly it would go down. The number of unemployed would remain the same, the 

number of employed would go up, the labor force would go up, so the unemployment 

rate would go down. 

    The next time someone asks you if the offi cial unemployment rate is an accurate 

measure of unemployment, just tell them that even economists can’t agree on whether 

it’s too high, too low, or just right. 

     Figure 5  is a record of the offi cial unemployment rate from 1948 through 2007. 

You’ll notice a marked upward trend from the late 1960s through the mid-1980s. But 

the trend seems to have reversed since then, heading back down again. 

  The rate of unemployment is 
100 percent if it’s you who is 
unemployed.  

 —David L. Kurtz 

  The rate of unemployment is 
100 percent if it’s you who is 
unemployed.  

 —David L. Kurtz 

Figure 5

The Annual Unemployment Rate, 1948–2007
Unemployment trended upward between 1969 and 1982 and trended downward after that.

Source: Economic Report of the President, 2008.
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    How does our unemployment rate compare to those of other industrial nations? It’s 

relatively low. The “Comparative Unemployment Rates” box shows these rates and pro-

vides an explanation for our relatively low unemployment rate.  

    Types of Unemployment  

 Frictional Unemployment   Our economy is far from a well-tuned, effi cient, smoothly 

functioning machine. When a job opening occurs somewhere, it is rarely fi lled instanta-

neously, even when there is someone ready, willing, and able to fi ll it. In a word, our 

economy has a certain degree of friction. 

 The frictionally unemployed are people who are between jobs or just entering or 

reentering the labor market. Because our system of fi lling jobs—newspaper classifi ed 

ads, employment agencies, corporate recruiters, executive headhunters, help-wanted 

signs, Internet postings, and word of mouth—is imperfect, usually weeks or months pass 

before positions are fi lled.  

   At any given time, about 2 or 3 percent of the labor force is frictionally unem-

ployed. Students who are looking for their fi rst full-time jobs, homemakers reentering 

the labor market after 5, 10, or 20 years, and servicemen and -women who have recently 

been discharged by the armed forces are frictionally unemployed until they fi nd jobs. 

In addition, there are those who leave their jobs voluntarily, perhaps so they can spend 

all their time looking for better jobs. Maybe they’re looking in another part of the 

country. Add to these the people who get fi red or quit. These people, too, are between 

jobs, or frictionally unemployed. 

  When people change jobs, they may have time between jobs, or they may leave one 

job on a Friday and start a new one on Monday. Offi cials at the Labor Department 

 estimate that 40 percent of the labor force, or roughly 50 million workers, change jobs 

within a year. But if you happen to be applying for a civil service job, whether with the 

federal, state, or local government, you may need the patience of Job. The time interval 

   The fi nal solution for 
unemployment is work.  

 —Calvin Coolidge  

   The fi nal solution for 
unemployment is work.  

 —Calvin Coolidge  

  About 2 to 3 percent of our 
labor force is always frictionally 
unemployed.  

  About 2 to 3 percent of our 
labor force is always frictionally 
unemployed.  
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Why are the American and Japanese unemploy-

ment rates so low compared to those of other in-

dustrial nations in Western Europe? Europe’s 

cradle-to-grave safety net means not only that being 

out of work has become a  viable way of making a liv-

ing but that there is no longer much stigma attached to 

joblessness. In Denmark workers can collect up to 90 per-

cent as much as they could earn working, while in Spain 

it’s 70 percent, and in France and Germany, 60 per-

cent. But, in the United States and Japan, which also 

has a low unemployment rate, unemployment benefi ts 

are less than 50 percent of what workers would earn on 

the job.

 Less than one-half of workers who are out of work 

qualify for benefi ts in the United States and Japan, where 

newer members of the labor force and temporary workers 

are ineligible. Compare that with 89 percent of unemployed 

workers in Germany and 98 percent in France. While the 

limit for collecting unemployment benefi ts in the United 

States and Japan is 26 weeks, German unemployed work-

ers can collect for at least fi ve years, and in Britain, unem-

ployed people can collect practically forever.

 And then too, Western Europe is much more heavily 

unionized than the United States. Often, by law, their col-

lective bargaining agreements (including job security) 

are extended to all fi rms in the industry, whether or not 

they are unionized. In addition, business fi rms are so tied 

up by government rules and regulations that they fi nd it 

nearly impossible to dismiss employees.

Comparative Unemployment Rates

Unemployment Rate, Selected Countries, 2006

4.2%

4.6%

5.5%

6.9%

7.0%

9.7%France

Sweden

10.4%Germany

Italy

Canada

United States

5.5%Britain

Japan

Source: OECD.
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from when a job is advertised, a test is given and marked, a list is established, applicants 

are interviewed, a job offer is made and accepted, and the employee reports to work is 

often between one and two years.   

 Structural Unemployment   Former U.S. Attorney General Robert F. Kennedy  1   once 

asked, “Have you ever told a coal miner in West Virginia or Kentucky that what he needs 

is individual initiative to go out and get a job where there isn’t any?” A person who is out 

of work for a relatively long period of time, say, a couple of years, is structurally unem-

ployed. The economy does not have any use for this person. The steelworker in Youngstown, 

Ohio, the autoworker from Flint, Michigan, and the coal miner from  Kentucky are no lon-

ger needed because the local steel mills, auto plants, and coal mines have closed. And the 

skills of clerical workers, typists, and inventory control clerks who once staffed corporate 

offi ces have been made obsolete by computer systems. Add to these the people whose 

companies have gone out of business or whose jobs have been exported to low-wage coun-

tries and you’ve got another 2 to 3 percent of the labor force structurally unemployed.   

    Ours is a dynamic economy, and the opportunities for retraining and subsequent 

employment  do  exist. But the prospects for a 50- or 60-year-old worker embarking on a 

second career are not auspicious. To compound the problem, most of the structurally 

unemployed reside in the Rust Belt of the East and Midwest, while most of the new career 

opportunities are in the Sun Belt and in several states on the East and West coasts. 

  One out of fi ve adult Americans is functionally illiterate. These people cannot read, 

write, or do simple numerical computations. In a workplace that increasingly demands 

these minimal skills, more and more of these people are fi nding themselves virtually shut 

out of the labor force. Each year our educational system turns out 1 million more func-

tional illiterates, most of whom will face long periods of structural unemployment. Many 

of these young adults come from very poor families where no one has held a job. They 

have no idea of how to dress for a job interview, what to say, or even the need to show 

up on time. Unless these people are given some kind of vocational training and provided 

with entry-level jobs, they will be out of work for most of their lives. 

  What if someone were “between jobs” for six months, or a year, or even two years? 

When someone is out of work for a long period of time, he or she is classifi ed as “struc-

turally unemployed.” But where do we draw the line between frictional and structural 

unemployment? The answer is that we don’t. There  is  no clear dividing line.   

 Cyclical Unemployment   As you know, our economy certainly has its ups and 

downs, a set of fl uctuations known as business cycles. During a recession, the unemploy-

ment rate sometimes rises to 8, 9, or even 10 percent. During the Great Depression, the 

“offi cial” unemployment rate hit 25 percent, which defi nitely understated the true unem-

ployment picture. 

  If we allow for a certain amount of frictional and structural unemployment, anything 

above the sum of these two would be cyclical unemployment. Let’s say that the sum of 

frictional and structural unemployment is 5 percent. If the actual rate of unemployment 

is 7.7 percent, then the cyclical rate is 2.7 percent. 

  If we take a 5 percent unemployment rate as our working defi nition of full employ-

ment, anything above 5 percent would be cyclical unemployment. You may wonder 

whether 5 percent is a reasonable level for full employment. Surely we can never expect 

our unemployment rate to reach zero, since we’ll always have some frictionally and 

structurally unemployed people. Our unemployment rate did get down to 1.2 percent in 

1944, but as they said back then, “There’s a war going on.” With 12 million men in the 

armed forces and the economy going full-steam ahead, employers were desperate for help, 

and anyone who could walk and spell his or her name had no trouble fi nding a job. 

  There are liberal economists who insist that we could realistically get the unemploy-

ment rate down to 4 percent, while there are conservative economists who consider 

About 2 to 3 percent of our 
labor force is always 
structurally unemployed.

About 2 to 3 percent of our 
labor force is always 
structurally unemployed.

  When men are employed, they 
are best contented.  

 —Benjamin Franklin 

  When men are employed, they 
are best contented.  

 —Benjamin Franklin 

 The “unemployables”  The “unemployables” 

 Fluctuations in our 
unemployment rate are due 
to cyclical unemployment. 

 Fluctuations in our 
unemployment rate are due 
to cyclical unemployment. 

1Robert Kennedy also served as a U.S. senator from 1965 to 1968 and was the brother of President John F. 
Kennedy.
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6 percent the lowest attainable rate. As I’ve said before, we’ll split the difference and 

call 5 percent full employment.   

 Seasonal Unemployment   At any given time a couple of hundred thousand people 

may be out of work because this is their “slow season.” The slack seasons in the ladies’ 

garment industry are in the spring and fall after those seasons’ new fashions have been 

shipped to the stores. The tourist season is slow all summer in Florida, and elsewhere 

some employees at Carvels and Dairy Queen are laid off in the winter. My aunt Betty, 

who worked in the garment industry for nearly 60 years, turned her seasonal  unemployment 

to her advantage by arranging to get laid off each year in early November, registering 

for unemployment insurance benefi ts, and then taking off for Florida. 

  Seasonal unemployment is not nearly as large as frictional, structural, or cyclical 

unemployment, so it hasn’t fi gured in our discussion of total unemployment. But if it 

weren’t mentioned here, someone would be sure to ask why it wasn’t included.  

     Natural Unemployment Rate 

 As the unemployment rate falls, and it becomes increasingly diffi cult to fi nd employees, 

employers will bid up wage rates, pushing up the rate of infl ation. Once the unemployment 

rate falls below its natural rate, which most economists estimate to be 5 or 6 percent, then 

infl ationary wage pressure emerges. 

    Our unemployment rate fell below 6 percent in 1994, below 5 percent in 1997, and 

averaged just 4 percent in 2000 while the rate of infl ation stayed below 4 percent. Could 

it be that the natural rate of unemployment was falling? There are at least fi ve reasons 

to support this view. 

    First, the natural unemployment rate tends to fall when the proportion of youths 

in the labor force is shrinking. The baby boom generation—born between 1946 and 

1964—had all entered the labor force by the mid-1980s, at which point the youth 

contingent began to shrink. However, now that their children have now been entering 

the labor force, this may have tended to push up the natural rate of unemployment. 

    A second factor is the quadrupling of the adult population in prison since 1980—

with 2.3 percent of the male labor force behind bars at last count. Assuming a fair 

number of these inmates would be counted as unemployed if they weren’t locked up, 

this too has pushed down our natural unemployment rate. 

    Worker insecurity, based on massive corporate downsizing and plant closings, as 

well as the offshoring of millions of manufacturing jobs, has also tended to reduce the 

natural unemployment rate. Even though the unemployment rate peaked at just 6.4 per-

cent after the 2001 recession and has since fallen, many workers have been willing to 

accept small pay increases, rather than risk the ire of their employers. 

    Next, there is the rapid growth of the temporary-help industry, whose share of 

employment has jumped from 0.5 percent in the early 1980s, to 2.2 percent today. Not 

only do many people who would otherwise be unemployed now work as temps as they 

look for permanent jobs, but the availability of temp agencies allows employers to fi ll 

vacancies more easily and, in some cases, to minimize wage pressures by keeping the 

new hires on temp payrolls.

 Austan Goolsbee, who served as Barack Obama’s economic advisor during his pres-

idential campaign, believes that the unemployment rate has declined over the last two 

decades as millions of people who might have otherwise been classifi ed as unemployed 

were able to collect Social Security disability payments. As Congress began loosening 

the standards to qualify for these payments in the late 1980s, these millions of Americans, 

rather than being “unemployed,”  were now considered “not in the labor force.”

    Finally, the labor force has been expanding rapidly. The Census Bureau estimates 

more than 6 million illegal immigrants are working here today. In addition, many new 

workers are unmarried mothers with at least one child younger than three years old. The 

percentage of these women now in the labor force rose to 67 percent in 2008 from only 

54 percent in 1995.  
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 Whether or not you’re currently looking for work, it makes sense to keep your résumé 

updated. Increasingly the Internet is becoming a prime meeting place for job seekers and 

prospective employers. 

  Here are three job sites you can fi nd on the Web: 

 America’s Job Bank— http://www.ajb.dni.us  

 The Monster Board— http://www.monster.com  

 Yahoo! Classifi eds—http://classifi eds.yahoo.com     

  Infl ation   

 Infl ation is like toothpaste. Once it is out of the tube, it is hard to get it back in again. 

 –Karl Otto Pohl,

former president of the 

 German Bundesbank–   

 Defi ning Infl ation 

 What exactly  is  infl ation? It is a broadly based rise in the price level.  Generally, we 
consider infl ation a sustained rise in the average price level over a period of years.  In 

our own lifetimes, we have known little  but  infl ation. 

    If the rate of infl ation had been 4 percent, would that mean the price of every good 

and service went up by 4 percent? Of course not! The prices of some things went up by 

much more than 4 percent, and the prices of others rose by less than 4 percent. The prices 

of some things may not have changed. And when the overall price level is rising, the 

prices of some goods and services are actually going down. Can you think of any exam-

ples? In the 1970s and 1980s color TV prices came way down. Average prices of 20-inch 

LCD TVs tumbled from more than $5,000 in 2000 to under $600 today. The prices of 

cell phones, fax machines, laser printers, DVD players, iPods, contact lenses, microwave 

ovens, digital cameras, and graphing calculators have also fallen substantially.   

    U.S. infl ation has been persistent since World War II, particularly in the 1970s when, 

for some of the decade, it was at double-digit proportions. But since 1990, our rate of 

infl ation has remained below 4 percent. 

    Ask the man on the street what infl ation is and he’ll tell you that everything costs more. 

To be more precise, the U.S. Department of Labor’s Bureau of Labor Statistics compiles an 

average of all items that consumers buy—the prices of cars, gasoline, appliances, haircuts, 

TVs, contact lenses, dresses, steaks, medical services, plane tickets, motel rooms, and Big 

Macs—and fi gures out how much it costs the average family to live. Every month several 

hundred BLS employees around the country check the cost of 80,000 items—ranging from 

airline tickets to cat food. Let’s say that in January 2005 it cost the Jones family $20,000 

to maintain a certain standard of living. If it cost the Joneses $22,000 to buy the same items 

in January 2010, we would say that the cost of living went up 10 percent. 

    The consumer price index (CPI), which measures changes in our cost of living, is 

reported near the middle of every month by the Bureau of Labor Statistics. For example, 

you’ll hear on the radio, “There was some good news today on the infl ation front. Con-

sumer prices rose just two-tenths of 1 percent last month, and the consumer price index 

now stands at 136.4.” Before you have a chance to digest this information, the announcer 

is doing sports and weather. 

     Figure 6  provides a record of our year-to-year changes in the Consumer Price Index 

since the end of World War II. Although we suffered serious bouts of infl ation, most 

recently from the late 1960s through the early 1980s, over the last 20 years, the infl ation 

rate has generally stayed below 4 percent. 

    If our consumer price index is 136.4, what does that tell us? Unless you’re familiar 

with the consumer price index, how it’s constructed, and what it measures, you won’t 

  Infl ation is not all that bad. After 
all, it enables us to live in a more 
expensive neighborhood without 
having to move.  

 —Anonymous 

  Infl ation is not all that bad. After 
all, it enables us to live in a more 
expensive neighborhood without 
having to move.  

 —Anonymous 

  The consumer price index is 
based on what it costs an 
average family to live.  

  The consumer price index is 
based on what it costs an 
average family to live.  
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be able to fully appreciate the signifi cance of that number. So let’s see exactly what this 

index is all about. 

    The number 100 is a magic number. It lends itself well to calculating percentage 

changes. Suppose, for example, that we want to fi nd out by what percentage prices rose 

since the base year for the consumer price index. The base year is set at 100. If the CPI 

were 136.4 today, by what percentage did prices rise since the base year? 

    They rose by 36.4 percent. What I did was subtract 100 from 136.4. Try this one: If 

the CPI is now 201.6, by what percentage did prices rise since the base year? Work it out 

right here: 

    They rose by 101.6 percent (201.6 2 100). Now you’re getting it—I hope. You’ll 

notice that we take the CPI in the current year and subtract the CPI in the base year, 

which is always 100. 

    No one would complain if the cost of living rose 2 or 3 percent a year, but during 

the 10-year period from 1972 to 1982 the consumer price index rose from 125.3 to 289.1. 

By what percentage did the cost of living rise? Figure it out here: 

   Solution: 

  
 Percent increase in CPI 5

1CPI in current year 2 CPI in previous year2

CPI in previous year
3 100

  

  
 5
1289.1 2 125.32

125.3
3 100 5

163.8

125.3
3 100 5 130.7%

  

    The cost of living rose by 130.7 percent, so it cost the typical American family more 

than twice as much to live in 1982 as it did just 10 years earlier. 
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Figure 6

Annual Percentage Change in Consumer Price Index, 1946–2007
Since World War II we have had two periods of price stability—from 1952 through 1965, and from 1991 to 
the present.

Source: Economic Report of the President, 2008.
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    That problem was so much fun, let’s try one more. If the CPI rose from 114.3 in 

2013 to 126.1 in 2020, by what percent did the CPI rise? 

   Solution: 

  
Percent increase in CPI 5

1CPI in current year 2 CPI in previous year2

CPI in previous year
3 100

  

  
 5
1126.1 2 114.32

114.3
3 100 5

11.8

114.3
3 100 5 10.3% 

  

    If you had any trouble with these problems, then you can use some help calculating 

percentage changes. You’ll fi nd that help in the box, “Finding Percentage Changes in the 

Price Level.”   

 Defl ation and Disinfl ation  

 Defl ation    Defl ation is a broadly based decline in the price level, not for just a month 
or two but for a period of years.  The last defl ation the United States had was from 1929 

to 1933, when prices fell 50 percent. Signifi cantly, that defl ation was accompanied by 

the Great Depression.  

     Until the infl ationary recessions of the 1970s, business downturns were called defl a-

tions, for they were invariably accompanied by price declines. As much as business 

owners dislike infl ation, particularly that of double-digit proportions, they hate defl ation 

a lot more. 

  Suppose your store sells air conditioners, refrigerators, and other appliances. You 

place orders with manufacturers a few months before delivery and generally hold two 
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Here’s a chance to work out a few problems: Find the 

percentage change in price since the base year if the 

CPI is now 94.7.

 The answer is 25.3 percent. The price level declined 

(94.7 2 100 5 25.3). By what percentage did prices rise 

since the base year if the CPI is now 485.2?

 They rose by 385.2 percent (485.2 2 100 5 385.2). 

So when you’re fi guring out the percentage change in 

prices since the base year, all you have to do is subtract 

100 from the current CPI.

 Now try this one: If the CPI rises from 129.6 in 2029 

to 158.3 in 2045, fi nd the percentage increase in the CPI.

Solution:

Percent increase in CPI

 5
1CPI in current year 2 CPI in previous year2

CPI in previous year
3 100

 

 
 5
1158.3 2 129.62

129.6
3 100 5

28.7

129.6
3 100 5 22.1%

 

Finding Percentage Changes in the 
Price Level
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months’ worth of inventory in your warehouse. If there is a 2 or 3 percent rate of defl a-

tion, instead of the 2 or 3 percent rate of infl ation you had been counting on, you’ll 

probably have to charge 2 or 3 percent less than you had been planning to charge. You 

paid your suppliers more than you should have, and you’ll collect less from your custom-

ers than you had expected to. So even a little defl ation can be very bad news to business 

fi rms, especially retailers. 

  But defl ation is great news to consumers, because it means that they’ll be paying lower 

prices. If you happen to have a lot of money—in the form of currency or bank depos-

its—you will be sitting pretty, because each dollar that you hold will be going up in value. 

And if you’re living on a fi xed income, you’ll be able to buy more for your money. 

  Defl ation may sound like a very appealing state of affairs. Every time we visit super-

markets, department stores, and clothing shops, we fi nd that prices have been reduced 

again and again. Doctors, lawyers, personal trainers, and beauticians charge us less and 

less. The only ones hurting are the business owners. But that’s exactly why defl ation is 

not such a wonderful thing. 

  Business owners would be losing money, cutting the wages of their employees, eventu-

ally laying them off, and even going out of business. Each wave of price and wage decreases 

would set off another wave of decreases, and soon we would be caught in a defl ationary 

spiral. As prices drop, customers would delay their purchases, expecting further price cuts. 

As more and more businesses shut their doors and the unemployment rolls grow larger, we 

would end up with a depression like the one we suffered in the 1930s. In fact, well into the 

1950s, many people still referred to the Great Depression as “the defl ation.” 

  Defl ation has not been a concern in the United States since the 1930s, but it has 

been a problem in Japan where consumer prices fell virtually every month between 

April 1998 and the end of 2005. Defl ation chipped away at asset values, increasing 

credit risks, pinching wages and salaries, and preventing the economy from generating 

any sustained growth after a decade of stagnation. Stocks were trading at the same prices 

in 2005 as they had been in the mid-1980s, and real estate prices had fallen for 

10 consecutive years. Consumer prices were dropping at an annual rate of about 

3 percent in 2003, and the Japanese economy was running the risk of getting caught in 

a defl ationary spiral similar to the Great Depression when prices and wages fell sharply 

throughout the world.  But by 2005, at long last, Japan fi nally had recovered.

  Can defl ation happen again in the United States? Remember, defl ation is a  broad  

decline in the price level. So while the prices of some goods and services are going 

up—gasoline, health care, and college tuition are prime examples—keep in mind that 

the prices of many other goods and services have been falling—personal computers, TVs, 

toys, long-distance phone calls, and audio equipment.  Will  there be defl ation in our 

immediate future? It seems very unlikely. But it  can  happen here.   

 Disinfl ation   Immediately after World War II we had a great deal of infl ation. But 

when recessions occurred, infl ation would disappear and prices actually declined slightly. 

By the late 1950s, even though the rate of infl ation was quite moderate, recessions no 

longer eliminated rising prices. They continued to rise, albeit at a slower rate. This gave 

us our defi nition of disinfl ation:  Disinfl ation occurs when the rate of infl ation declines . 

  For example, during the recession of 1981–82, the rate of infl ation fell from about 

12 percent to about 4 percent. And again, since the recession of 1990–91, the rate of 

infl ation fell from a little more than 4 percent to less than 2 percent (see  Figure 6 ). 

  In  Figure 7  we’ve constructed a hypothetical graph illustrating infl ations, disinfl ation, 

and defl ation.    

 The Post-World War II History of Infl ation 

 During every major war in U.S. history, prices rose sharply. Each war was accompanied 

by a combination of money supply increases and large budget defi cits. 

    In 1945, as World War II ended, a tremendous pent-up demand for consumer goods 

was unleashed as price and wage controls were abolished. Consumer prices rose sharply. 

  At its present cost, life is worth 
about 30 cents on the dollar.  

—Don Herold

  At its present cost, life is worth 
about 30 cents on the dollar.  

—Don Herold
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Too many dollars were chasing too few goods. Just as the infl ation was being brought 

under control, the Korean War broke out. This brought on another wave of consumer 

spending and price increases. 

    President Dwight David Eisenhower took offi ce in 1953, pledging to end the war in 

Korea and the infl ation at home. It took him only a couple of months to end the war, 

but it wasn’t until 1960, three recessions later, that infl ation was fi nally brought under 

control. Until 1965, consumer prices rose at an annual rate of only 1 percent (see again 

 Figure 6 ). Then the Vietnam War, accompanied by huge federal budget defi cits, rekindled 

another infl ationary fi re.  

     By this time most Americans had become conditioned to rising prices; they seemed 

inevitable. When prices have been rising for some time, it is reasonable to assume they 

will keep rising. So what did we do? We ran out to buy still more goods and services 

before prices rose still further. And when businessowners saw that demand for their 

products was high, they were encouraged to raise  their  prices. 

    In 1971, in an effort to combat an escalating rate of infl ation, President Richard 

Nixon imposed wage and price controls. But Nixon’s wage and price freeze didn’t really 

take, perhaps because it was applied only halfheartedly. When OPEC quadrupled oil 

prices in the fall of 1973, infl ation accelerated (see  Figure 6 ). The deep recession that 

followed did damp down the infl ation, but in the late 1970s it returned with renewed 

vigor. Not until the back-to-back recessions of 1980 and 1981–82 was the rate of infl a-

tion fi nally brought down to acceptable levels. 

    In the 1970s we did get to add a new word to our vocabulary— stagfl ation —which 

is a contraction of the words  stagnation  and  infl ation . The new word got a great deal of 

use during the recessions of 1973–75, 1980, and 1981–82, when we experienced the 

worst of both worlds: declining output  and  infl ation. 

    Since 1992, the infl ation rate has stayed at or below 3 percent nearly every year. 

What accounts for this? Five factors come to mind. First is the rising tide of imported 

goods. When these imports compete with goods made in America, the competition drives 

down prices. Imported goods reduce our infl ation rate by 1 or 2 percent. 

    A second factor is the rise of huge discounters, like Wal-Mart, Toys ‘R’ Us, Staples, 

and Price-Costco. In 2008, discount stores sold 50 percent of all general  merchandise, up 

from 37 percent just 18 years earlier. Discounters work closely with suppliers to minimize 

distribution costs, and these savings are largely passed on to consumers as lower prices. 

    A third cause of our low rate of infl ation is the advent of e-commerce, which has 

added a new layer of competition. Nearly every item that can be purchased at a traditional 

retail store is available on the Web, and for cost-conscious consumers, this provides 

unparalleled leverage, because buyers can comparison-shop across dozens of stores at 

the click of a mouse. Books, for example, cost about 20 percent less online than in 

bookstores. For sellers, savings come via lower real estate and rental costs, as well as 

    Hobson’s choice: You lose 
either way—more infl ation or a 
possible recession.  

    Hobson’s choice: You lose 
either way—more infl ation or a 
possible recession.  

So far I haven’t heard of 
anybody who wants to stop 
buying on account of the cost.

—Frank McKinney Hubbard
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—Frank McKinney Hubbard

Figure 7

Hypothetical Annual Rate of 

Increase of CPI, 2016–2040
Notice that after 2034 there was 
defl ation because the annual 
percentage increase in the 
CPI was 0.
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reduced outlays for advertising, inventory, and transportation—items that ordinarily 

account for some 40 percent of the consumer price of goods. 

    A fourth cause is the accelerating pace of technological advance. When color TV 

appeared in 1956, it took two decades before the price dropped in half. It took a decade 

for VCR prices to halve. In contrast, prices for DVD players, launched in 1997 for $700, 

halved in about two years, and now they sell for under $80. 

    Finally, the efforts of business fi rms to become leaner and meaner have been paying 

off in rising effi ciency and productivity. Wage increases have been held down, millions 

of workers have been discharged, and, again, savings have been passed on to consumers. 

Are the bad old infl ationary days of the 1970s and early 1980s behind us, or will infl a-

tion come roaring back again?           

 The Construction of the Consumer Price Index 

 The most important measure of infl ation is the consumer price index. Now we’ll see how 

the Bureau of Labor Statistics goes about constructing this index. 

    First a base year is picked. In early 1998 we used the period 1982–84 as our base, 

setting the average price level of those years equal to 100. By December 1997 the CPI 

stood at 161.3, which meant, of course, that the price level had risen 63.1 percent since 

1982–84. So the CPI measured the rise in the cost of living from the base years to 

December 1997.  2  

     If you’re  really  curious about the mechanics of how the CPI is constructed, it’s 

worked out in the box, “Construction of the Consumer Price Index.” Of course, this is 

a very simplifi ed version containing just six items. The Bureau of Labor Statistics com-

piles a market basket of 80,000 goods and services that the typical urban family buys in 

1987. Assuming they buy that same market basket of goods and services in 1995, the 

BLS fi gures out how much that family would have had to spend. It then comes up with 

an index number for 1995. In fact, it does this every month. 

    The consumer price index tends to overstate the actual rate of infl ation by failing to 

account completely for gains in the quality of the goods and services that people buy as 

well as improvements in technology. Back in 1987, when there were personal computers 

in just 18 percent of all American households, you would have paid a lot more and got-

ten a lot less computing power than you would today. But the CPI utterly fails to take 

into account such improvements in product quality. In the accompanying box, we con-

sider an alternate cost of living measure. (See “ The Declining  Real  Cost of Living. ”) 

    Suppose that in 2008 the CPI is recalculated so that the rate of infl ation is adjusted 

downward by 1 percent. Because Social Security benefi ts are raised by the same percent 

that the CPI rises, the average Social Security recipient would get about $120 less that 

year. In Chapter 12 we’ll look at the effects of an adjustment in the CPI on government 

spending and tax receipts. 

   Anticipated and Unanticipated Infl ation: Who Is Hurt by 
Infl ation and Who Is Helped? 

 Traditionally, infl ation has hurt creditors and helped debtors. Throughout our history, the 

farmers have been debtors. During times of defl ation or stable prices, the farmers’ 

anguished cries were heard loud and clear all the way to Washington; but during times 

of infl ation, there was scarcely a peep out of them. 

    It is easy to see why. Suppose a farmer borrows $100, which he agrees to repay in 

one year along with 4 percent interest ($4). In one year he pays back $104. But what if, 

during the year, prices double? The money he pays back is worth half as much as the 

money he borrowed. 

  To fi nd the CPI in the current 
year, divide the cost of living in 
the current year by the cost of 
living in the base year and 
multiply by 100.  

  To fi nd the CPI in the current 
year, divide the cost of living in 
the current year by the cost of 
living in the base year and 
multiply by 100.  

Why farmers like infl ationWhy farmers like infl ation

   Creditors have better memories 
than debtors.  

 —James Howell, 1659  

   Creditors have better memories 
than debtors.  

 —James Howell, 1659  

2The Bureau of Labor Statistics overhauls the CPI periodically, doing a survey of some 10,000 families to fi nd 
out what they’re buying and how much they’re paying.
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The CPI measures the cost of living in money terms. 

“The real cost of living,” say W. Michael Cox and Richard 

Alm, “isn’t measured in dollars and cents, but in the 

hours and minutes we must work to live.”* For example, 

back in 1916, you would have needed to work 3,162 hours 

to buy a refrigerator, 333 hours in 1958, and just 

68 hours in 1997. And the 1997 model could do a lot 

more tricks. In 1919 you would have worked 80 minutes 

to buy a dozen eggs, but by 1997 you would have 

worked just 5 minutes.

 Of course not everything is cheaper, when mea-

sured in hours worked. Take private college tuition. 

Today it costs about 1500 hours of work; in the mid-

1960s, it cost just 500 hours of work. But if you happen 

to attend the University of Texas, the cost today of just 

over 200 hours’ work is only a bit higher than it was in 

the mid-1930s.

*W. Michael Cox and Richard Alm, “Time Well Spent,” 1997 Annual 
Report of the Federal Reserve Bank of Dallas.

The Declining Real Cost of Living

E X T R A

H E L P
We’re going to calculate how much it cost a family 

to live in March 1987 and in March 1995. In the 

tables below showing hypothetical costs of living for 

these months, Table A has a month’s expenditures for 

1987, the base year. To fi nd these expenditures, we mul-

tiply quantity purchased by price. Then, adding up the 

money spent on each item, we fi nd the total amount of 

money spent in March 1987.

 Now we’ll compare that amount with the amount spent 

in March 1995, which is shown in Table B.* What hap-

pened, then, was that the family spent $848 for these six 

items in 1987 and $994 for these same items in 1995. Obvi-

ously, their cost of living went up. But by how much?

 To fi nd out, we’ll construct a consumer price index. 

To do this, divide the cost of living in the base year, 1987, 

into the cost of living in the current year, 1995. After 

you’ve done that multiply your answer by 100 to convert 

it into an index number.

 Do your work in the space provided and then check 

it with the calculations shown.

 994y848 5 1.172

 1.172 3 100 5 117.2

 That’s our consumer price index for 1995. You’ll 

notice that we’ve carried it to one decimal place, which 

is exactly how the Bureau of Labor Statistics does it and 

how you’ll fi nd it listed in the newspaper.

 One last question. By what percentage did prices rise 

between 1987 and 1995? The envelope please. Prices rose 

by 17.2 percent (117.2 2 100).

 If you’re still having trouble fi guring out percentage 

changes, reread the box titled, “Finding Percentage Changes 

in the Price Level,” a little earlier in this chapter.

Construction of the Consumer 
Price Index

Table A March 1987

Item Quantity Price Quantity � Price

Loaf of bread 10 .70 7.00

Quart of milk 15 .60 9.00

Pair of jeans 2 28.00 46.00

New car 0.02 7800.00 156.00

Mortgage payment 1 590.00 590.00

Movie admission 8 5.00 40.00

Total 848.00

Table B March 1995

Item Quantity Price Quantity � Price

Loaf of bread 10 .90 9.00

Quart of milk 15 .80 12.00

Pair of jeans 2 31.00 62.00

New car 0.02 9000.00 180.00

Mortgage payment 1 675.00 675.00

Movie admission 8 7.00 56.00

Total   994.00

*We’re assuming family has not altered its consumption pattern.
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    Let’s say that when the farmer borrowed the money, wheat was selling at $2 a bushel. 

He would have been able to buy 50 bushels of wheat ($100/$2). But farmers don’t buy 

wheat; they sell it. So one year later, this farmer harvests his wheat and pays back the 

loan. If the price level doubles, assume the price of wheat doubles. How much wheat 

would the farmer need to sell at $4 a bushel to pay off the $104 he owes? He would 

need to sell only 26 bushels ($104/$4). 

    This farmer, who is a debtor, benefi ts magnifi cently from unanticipated infl ation 

because he has borrowed money worth some 50 bushels of wheat and pays back his 

loan—with interest—in money worth only 26 bushels of wheat. Debtors, in general, gain 

from unanticipated infl ation because they repay their loans in infl ated dollars. 

    Just as obviously, those hurt by unanticipated infl ation are people who lend out the 

money—the creditors. We generally think of creditors as banks, but banks are really 

fi nancial middlemen. The ultimate creditors, or lenders, are the people who put their 

money in banks, life insurance, or any other fi nancial instrument paying a fi xed rate of 

interest. And the biggest debtor and gainer from unanticipated infl ation has been the U.S. 

government. The national debt, which is approaching $9 trillion, would be a lot easier 

to pay off if there were a great deal of infl ation. 

    Another group helped by unanticipated infl ation is businessowners. Just as busi-

nesses suffer losses on their inventory during periods of defl ation, during infl ations they 

obtain inventory price windfalls. Between the time inventory is ordered and the time it 

is sold, prices have crept upward, swelling profi ts.   

    Among those who are hurt by unanticipated infl ation are people who live on fi xed 

incomes, particularly retired people who depend on pensions (except Social Security) and 

those who hold long-term bonds, whether corporate or U.S. government bonds. Finally, 

people whose wages are fi xed under long-term contracts and landlords who have granted 

long-term leases at fi xed rent are hurt by unanticipated infl ation. In other words, under 

unanticipated infl ation, some people gain and others lose. In fact, the gains and losses are 

exactly equal. 

    When infl ation is fully anticipated, there are no winners or losers. The interest rate 

takes into account the expected rate of infl ation. Normally, without anticipated infl ation, 

the interest rate would be around 3 or 4 percent. In 1980, and again in 1981, when the 

rate of infl ation ran at close to 15 percent, the prime rate of interest (paid by top credit-

rated corporations) soared over 20 percent. 

    For infl ation to be fully anticipated and built into interest rates, people need to live 

with it for several years. Although the country had relatively high infl ation for most of 

the 1970s, it was only in 1979 that the prime interest rate (which top credit-rated cor-

porate borrowers pay) fi nally broke the 12 percent barrier. Today, however, unanticipated 

infl ation is largely a thing of the past. 

    Creditors have learned to charge enough interest to take into account, or anticipate, 

the rate of infl ation over the course of the loan. This is tacked onto the regular interest 

rate that the lender would charge had no infl ation been expected. In addition borrowers 

have been issuing infl ation-indexed bonds. 

    We’ll work out a few examples. If the real rate of interest (the rate that would be 

charged without infl ation) were 5 percent, and there was an expected rate of infl ation of 

3 percent, then obviously the creditors would charge 8 percent. 

    If the real rate of interest were 4 percent and the expected infl ation rate were 6 per-

cent, how much would the nominal rate (the rate actually charged) be? Good! I know 

you said 10 percent. Thus, the real rate of interest plus the expected rate of infl ation 

equals the nominal rate of interest. 

    Are you ready for a tricky one? If the nominal interest rate is 6 percent and the 

expected rate of infl ation is 8 percent, how much is the real rate of interest? Have you 

found it yet? The real rate of interest is 22 percent. How can a real rate of interest be 

negative? It can be negative if the rate of infl ation is greater than the rate of interest that 

you pay or receive (that is, the nominal rate of interest). 

    If the nominal interest rate accurately refl ects the infl ation rate, then the infl ation has 

been fully anticipated and no one wins or loses. This is a good thing for the economy 

because it means no one is hurt and no one is forced out of business because of  infl ation. 

  The issuers may have, and in the 
case of government paper, always 
have, a direct interest in lowering 
the value of the currency, because 
it is the medium in which their 
own debts are computed.  

 —John Stuart Mill 

  The issuers may have, and in the 
case of government paper, always 
have, a direct interest in lowering 
the value of the currency, because 
it is the medium in which their 
own debts are computed.  

 —John Stuart Mill 

  Who is hurt by infl ation?    Who is hurt by infl ation?  

  If all prices and incomes rose 
equally, no harm would be done 
to anyone. But the rise is not 
equal. Many lose and some gain.  

 —Irving Fisher , 1920 

  If all prices and incomes rose 
equally, no harm would be done 
to anyone. But the rise is not 
equal. Many lose and some gain.  

 —Irving Fisher , 1920 

  Real rate of interest    Real rate of interest  
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    But if the rate of infl ation keeps growing—even if it is correctly anticipated—

our economy will be in big trouble. In a hyperinfl ation there are ultimately only losers. 

    Social Security benefi ts are indexed for infl ation, protecting those who collect Social 

Security from infl ation. Many wage-earners, too, are protected against infl ation by cost-

of-living adjustment clauses (called COLA agreements) in their contracts.  3   One way or 

another, many sectors of our society have learned to protect themselves from at least the 

short-term ravages of infl ation.

    What’s a Dollar Worth Today?  

 What this country needs is a good fi ve-cent cigar. 

 –Franklin Pierce Adams–  

 Some people say that today a dollar is worth only fi fty cents. Others say a dollar today is 

worth only a quarter. And real old-timers claim that a dollar isn’t worth more than a nickel.   

    When you lament the decline of the dollar’s purchasing power, you need to specify 

which year’s dollar you’re comparing with today’s dollar.  Figure 8  shows us the fi ve-year 

changes in the CPI since 1915. Let’s compare prices in 1945 with those in 2007. How 

much higher was the cost of living in 2007? Since the CPI rose from 53.9 in 1945 to 

629.0, the cost of living was almost 12 times as high in 2007. So we could say that a 

dollar today could buy less than what a dime could buy in 1945. 

     Theories of the Causes of Infl ation  

 Demand-Pull Infl ation   When there is excessive demand for goods and services, we 

have demand-pull infl ation. What is excessive? When people are willing and able to buy 

more output than our economy can produce. Something’s gotta give. And what gives are 

prices. 

  Excessive demand causes 
demand-pull infl ation.  
  Excessive demand causes 
demand-pull infl ation.  

3About one worker in four is covered by a COLA. See Chapter 29 of Economics (or Chapter 17 of Macro-
economics).

Figure 8

Consumer Price Index, 1915–2007 (1967 5 100)
Source: U.S. Bureau of Labor Statistics, http://stats.bls.gov.
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  Demand-pull infl ation is often summed up as “too many dollars chasing too few 

goods.” The problem is that we can’t produce any more goods because our economy is 

already operating at full capacity. 

  What happens next if demand keeps rising? What if people have money in their 

pockets and the desire to spend it? Again, something’s gotta give. Output can’t rise any 

more. There’s only one thing that can go up: prices. 

  This usually happens during wars. The government spends a lot of money on  uniforms, 

tanks, planes, rifl es, bullets, bombs, and missile systems. Private citizens want more con-

sumer goods and services. Business fi rms are also bidding for resources to build more 

plant and equipment, expand their inventories, buy more raw materials, and hire more 

employees. So everyone’s out there spending a lot of money to buy what they want. 

  At very low levels of output—depression levels—it is easy to increase output with-

out raising prices. After all, with high unemployment and idle plant and equipment those 

resources can be put back to work without raising costs much. For example, if a person 

who has been out of work for several months is offered a job at the going wage rate, 

she will jump at the chance to get back to work. 

  As output expands, most of the idle resources will be back in production. Firms that 

need more plant and equipment will have to buy them. Employers will have to raise wages 

to induce new employees to work for them. In effect, then, businesses will have to bid for 

resources, and in doing so, they will bid up the prices of land, labor, and capital. 

  As their costs go up, business fi rms will be forced to raise their prices. We’re mov-

ing closer and closer to full employment. It becomes increasingly diffi cult to get good 

help. New workers have to be lured away from other employers. There’s only one way 

to do this—pay them more. 

  This pushes costs up still further until fi nally we’ve reached the full-employment 

level of output. Any further spending on goods and services will simply bid up prices 

without any corresponding increase in output. 

  Both depressions and runaway infl ations are relatively rare occurrences, though they 

 do  happen. The twin goals of macroeconomic policy are to avoid these extremes, or 

anything approaching them. But runaway infl ations in particular are sometimes unavoid-

able. This happens when macroeconomic policy must subordinate itself because of mil-

itary necessity. During World War II, for example, the federal government bought up 

almost half the national output for military use. The only problem was that private citi-

zens had plenty of money to spend and not enough output to spend it on. So civilians 

and the government had a bidding war for the country’s limited resources. It was a classic 

case of too much money chasing too few goods. 

  It would not be unreasonable to ask, Just  where  did all this money come from? 

The late Milton Friedman, a Nobel laureate in economics, who was the world’s  leading 

exponent of monetary economics, rounded up the usual suspects: the seven governors 

of the Federal Reserve System, which controls the money supply’s rate of growth. 

Chapter 14 provides a detailed account of how the Board of Governors exercises that 

control.   

 Cost-Push Infl ation   There are three variants of cost-push infl ation. Most prominent 

is the wage-price spiral. Because wages constitute nearly two-thirds of the cost of doing 

business, whenever workers receive a signifi cant wage increase, this increase is passed 

along to consumers in the form of higher prices. Higher prices raise everyone’s cost of 

living, engendering further wage increases. 

  Imagine a 3 percent rise in the cost of living. Labor unions will negotiate for a 

3 percent catch-up increase and a 3 percent increase on top of that for an anticipated 

cost-of-living increase  next  year. That’s 6 percent. If every labor union gets a 6 percent 

increase, prices will undoubtedly rise not 3 percent but you guessed it—6 percent! In 

the next round of labor negotiations, the unions might want not just a 6 percent catch-up 

but 12 percent, to take care of next year as well.  4  

  Infl ation is a form of taxation 
that can be imposed without 
legislation.  

—Milton Friedman

  Infl ation is a form of taxation 
that can be imposed without 
legislation.  

—Milton Friedman

The wage-price spiralThe wage-price spiral
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  All of this can be described as the wage-price spiral. Regardless of who is to blame 

for its origin, once it gets started the wage-price spiral spawns larger and larger wage 

and price increases. Round and round it goes, and where it stops, nobody knows. 

  This variant of cost-push infl ation may well explain a great deal of the infl ation the 

country experienced through the early 1970s. However, in recent decades the membership 

and bargaining power of U.S. labor unions have been sharply declining, so the wage-price 

spiral would serve today, at best, as a partial explanation for infl ation. 

 The second variant of cost-push infl ation is profi t-push infl ation. Because just a hand-

ful of huge fi rms dominate many industries (for example, computer software, publishing, 

cigarettes, detergents, breakfast cereals, cars, and oil), these fi rms have the power to 

administer prices in those industries rather than accept the dictates of the market forces 

of supply and demand. To the degree that they are able to protect their profi t margins by 

raising prices, these fi rms will respond to any rise in costs by passing them on to their 

customers. 

 Finally, we have supply-side cost shocks, most prominently the oil price shocks of 

1973–74 and 1979. When the OPEC nations quadrupled the price of oil in the fall of 

1973, they touched off not just a major recession but also a severe infl ation. When the 

price of oil rises, the cost of making many other things rises as well, for example, elec-

tricity, fertilizer, gasoline, heating oil, and long-distance freight carriage. And as we’ve 

seen again and again, cost increases are quickly translated into price increases. Cost-push 

infl ation is shown graphically in the Advanced Work box, “Graphing Demand-Pull and 

Cost-Push Infl ation.”   

      Infl ation as a Psychological Process 

 Once infl ation gets under way, the initial cause is of little consequence because the 

process takes on a life of its own. If people believe prices will rise, they will act in a 

way that keeps them rising. The only way to curb infl ation is to counter infl ationary 

psychology. Various things can set off an infl ationary spiral—wars, huge federal budget 

defi cits, large increases in the money supply, sudden increases in the price of oil—but 

once the spiral begins, infl ationary psychology takes over. 

  One man’s wage rise is another 
man’s price increase.  

 —Sir Harold Wilson, 1970  

  One man’s wage rise is another 
man’s price increase.  

 —Sir Harold Wilson, 1970  

Profi t-push infl ationProfi t-push infl ation

Supply-side cost shocksSupply-side cost shocks

Demand-pull infl ation is set off by an increase in demand 

for goods and services without any increase in supply. The 

left graph shows how prices rise.

Graphing Demand-Pull and Cost-Push Infl ation

A D V A N C E D W O R K

 Cost-push infl ation happens when production costs 

rise. Sellers can no longer supply the same output at cur-

rent prices. This results in a decrease in supply. We see how 

prices go up in the right graph.
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    When prices have been jolted upward, the original cause no longer matters; other 

forces are activated. Labor unions seek catch-up wage increases. Businesspeople raise 

their prices to keep up with costs—primarily wage increases. Consumers with money in 

their pockets spend it before prices rise further. To stop infl ation, then, we need to con-

vince workers, businesspeople, and consumers that prices will stop rising. If we can do 

that, prices  will  stop rising. 

    Once we attain a period of price stability, the psychology of infl ation will be 

destroyed. We will enjoy that stability as long as we can avoid triggering another round 

of infl ation. In the early 1960s we attained such a period of stability, but then came the 

Vietnam War and its attendant federal budget defi cits. 

    To break the back of the infl ationary psychology is to bring down the rate of infl a-

tion for a suffi ciently long period of time for people actually to expect price stability to 

continue. It took four recessions over a 13-year period (1969–1982) to wring infl ation 

out of the economy. To date, this has been the only cure we’ve come up with, and obvi-

ously it’s a cure with some unpleasant side effects, particularly for those who lose their 

jobs during these recessions. After we examine creeping infl ation and hyperinfl ation, 

we’ll return to the problem of unemployment. 

   Creeping Infl ation and Hyperinfl ation 

 An annual rate of increase in the consumer price index of 1 or 2 percent is something that 

virtually everyone would agree is creeping infl ation. Very few people would be alarmed 

by this price-level increase. Businesspeople would generally like it because it would swell 

profi ts and be good for business. And as we have seen, many wage-earners and all Social 

Security recipients are protected from infl ation by cost-of-living increases. 

    While there is no clear dividing line between creeping infl ation and hyperinfl a-

tion, why don’t we say that once the annual rate of infl ation reaches double digits, 

say 10 or 12 percent,  that’s  hyperinfl ation. Once hyperinfl ation sets in, it becomes 

increasingly diffi cult to conduct normal economic affairs. Prices are raised constantly. 

It becomes impossible to enter into long-term contracts. No one is sure what the 

government might do. 

    Prices serve as a signal system for business fi rms. If prices are rising, business fi rms 

will produce more goods and services. But what if costs are rising faster? 

    Suppose Nucor Steel agrees to supply General Motors with 50,000 tons of steel at 

$300 a ton. Suddenly Nucor’s costs rise by 50 percent. Would GM go along with a $150 

increase, raising the price from $300 to $450 a ton? Would  you ? Not if you had signed 

a contract calling for only $300 a ton. 

    Meanwhile, the government—meaning Congress, the president, and the Federal 

Reserve Board  5  —may decide to act precipitously. On August 15, 1971, President 

Nixon suddenly announced the imposition of wage and price controls—based on a law 

he said he would never use. In October 1979 the Federal Reserve Board suddenly 

stopped monetary growth, sending interest rates through the roof and touching off a 

sharp recession.

     The classic hyperinfl ation took place in Germany after World War I. You may think 

that double-digit infl ation (10 percent or more per year) is hyperinfl ation, but in Germany 

prices rose 10 percent an hour! The German government had to print larger and larger 

denominations—100-mark notes, then 1,000-mark notes, and, eventually, 1 million-mark 

notes. The smaller denominations became worthless; parents gave them to children as 

play money. 

    The German infl ation eventually led to a complete economic breakdown, helped 

touch off a worldwide depression, and paved the way for a new chancellor named 

Adolf Hitler. No wonder the Germans get nervous whenever their infl ation rate begins 

to inch up. 

  Breaking the back of the 
infl ationary psychology  
  Breaking the back of the 
infl ationary psychology  

  Creeping infl ation in one 
country would be hyperinfl ation 
in another.  

  Creeping infl ation in one 
country would be hyperinfl ation 
in another.  

  Having a little infl ation is like 
being a little pregnant.  

 —Leon Henderson 

  Having a little infl ation is like 
being a little pregnant.  

 —Leon Henderson 

  The German infl ation    The German infl ation  

5Technically, the Federal Reserve Board is not part of the government. We’ll consider its role in regulating the 
rate of growth of our money supply in Chapter 14.
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    Another classic example is what happened in Hungary during and after World War II. 

Before the war, if you went into a store with a pengö, you had some money in your pocket. 

In those days a pengö was a pengö. But by August 1946, you needed 828 octillion pengös—

that’s 828 followed by 27 zeros—to buy what one pengö bought before the war. 

    More recently, there have been runaway infl ations in Nicaragua (a 12 billion percent 

rise in prices between June 1986 and March 1991), in Zimbabwe, which currently has 

a 150,000 percent infl ation rate, and in Bolivia, which attained an annual infl ation rate 

of 116,000 percent in 1985. Here is how the Bolivian infl ation was described by a  Wall 
Street Journal  article:  6    

  A courier stumbles into Banco Boliviano Americano, struggling under the weight of a huge 

bag of money he is carrying on his back. He announces that the sack contains 32 million 

pesos, and a teller slaps on a notation to that effect. The courier pitches the bag into a 

corner. “We don’t bother counting the money anymore,” explains Max Lowes Stah, a loan 

offi cer standing nearby. “We take the client’s word for what’s in the bag.” Pointing to the 

courier’s load, he says, “That’s a small deposit.”   

    When infl ation really gets out of hand, people begin to refuse to accept money as a 

means of payment. Society is reduced to a state of barter, making it extremely diffi cult 

for the economy to function. If you don’t have what I want or I don’t have what you 

want, we can’t do business. 

      Those of us old enough to remember the relatively high rates of infl ation in the 

1970s and early 1980s tend to worry that such infl ationary times may return. Is there 

any reason to worry? During wartime and during times of very heavy government bor-

rowing, we have tended to have infl ation. But not during the current war and the current 

record-setting government defi cits. Maybe history is not repeating itself—at least not 

yet—because the massive infl ux of low-priced imported goods has held down infl ation. 

And then, too, the hundreds of billions of dollars that foreigners lend us each year have 

held down interest rates, and indirectly, the cost of buying a home, a car, and the cost 

of other interest-sensitive goods and services. 

    So the big question is this: Will our luck continue to hold—or will we soon be 

seeing another bout of infl ation? What do  you  think? And what does your professor 

think?    

  The Misery Index  

 One thing the economy has rarely been able to attain simultaneously is a low unem-

ployment rate and stable prices. A British economist, A. W. Phillips, even had a curve 

named after him illustrating that there is a trade-off between price stability and low 

unemployment. 

    As Phillips showed, in the 1950s and 1960s we attained price stability at the cost 

of higher unemployment and vice versa. In the 1970s, though, we had high unemploy-

ment  and  rapidly rising prices. During the presidential campaign of 1976, Jimmy Carter 

castigated President Gerald Ford with his “misery index,” which was the infl ation rate 

and the unemployment rate combined.  7   Anything over 10 was unacceptable, according 

to Carter.

 During the 1980 presidential debates, Ronald Reagan resurrected the misery index 

for the voters, reminding them that it had risen by more than 50 percent since President 

Carter took offi ce. 

    Although the misery index has obvious political uses, it also provides us with 

a snapshot view of our economic performance over the last four decades. From 

  The misery index    The misery index  

Hungary’s pengö provides an 
example of infl ation.
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6Sonia L. Nazario, “When Infl ation Rate is 116,000 Percent, Prices Change by the Hour,” The Wall Street 
Journal, February 7, 1985, p. 1. 
7During the 1960s Arthur Okun, while he was President Lyndon Johnson’s chairman of the Council of Eco-
nomic Advisors, coined the term economic discomfort index, which Jimmy Carter renamed the misery index. 

sLa75799_ch10_215-250.indd Page 241  4/18/08  11:43:05 AM user-s206sLa75799_ch10_215-250.indd Page 241  4/18/08  11:43:05 AM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/18:04:08/MHBR019/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/18:04:08/MHBR019



 Figure 9  we can gauge just how stable our economy has been during this period. Which 

were the best two extended periods? I would say from the late 1950s through the late 

1960s and since 1993. During both stretches our misery index stayed well below 10. 

    Whatever else might be said about Bill Clinton’s two terms as president (January 1993–

January 2001), he enjoyed great popularity and was overwhelmingly reelected in 1996. Why 

was he so popular? We need look no further than  Figure 9 . Both infl ation and unemploy-

ment were not only quite low during his presidency, but the misery index declined almost 

steadily during both his terms. As his campaign slogan put it, “It’s the economy, stupid!” 

In other words, no matter how else a president might sin, if our economy prospers, then all 

may be forgiven. 

    Whatever else might be said about President George W. Bush’s economic steward-

ship, he would receive an “A” for helping to keep the misery index under 10—at least 

for the fi rst 7 years he held offi ce. But that grade will certainly go down if the misery 

index breaks 10 in 2008. 

  Current Issue: Where Are All the Jobs? 

 Every month at least 150,000 people enter or reenter the labor force, so we need to create 

that many new jobs. During the presidential administration of George W. Bush, we averaged 

a monthly gain of less than 70,000 jobs. So we need to ask: Where are all the jobs? 

 A large part of the explanation is that during this period, we lost nearly 5 million 

manufacturing jobs. For decades, these jobs have been sent abroad to low-wage coun-

tries or eliminated through automation. The problem is that, at least since the new 

millennium, factory jobs have not been replaced by service sector jobs paying compa-

rable wages. 

 Many Americans believe that there has been a great offshoring of jobs in recent 

years, but this is a case of perception leading reality. While the loss of manufacturing 

jobs has been very real, to date relatively few service jobs have been sent abroad. While 

we hear about all those calling centers in India, in fact we are losing just a few hundred 

thousand jobs a year to offshoring. But these numbers will very likely increase over the 

next few years as employers scramble to cut labor costs. 

242 C H A P T E R  1 0

Figure 9

The Misery Index, 1948–2007
You’ll note that this combined rate of unemployment and infl ation rose to a peak in 1979 and has declined 
substantially since then.

Source: Economic Report of the President, 2008.
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 The March–November, 2001 recession, although quite mild, gave way to what was 

termed a “jobless recovery.” And then, too, the terrorist attacks of 9/11 and the vast 

destruction wrought by Hurricane Katrina in the late summer of 2005 also depressed 

employment. 

 High productivity rates and soaring health costs may also have contributed to the 

slow pace of hiring new workers. Employers, especially during the jobless recovery, 

managed to squeeze more production from their current workers, rather than hire new 

ones. And they were also reluctant to take on the expensive healthcare insurance pay-

ments for new employees. But high productivity growth and rapidly rising health costs 

are nothing new. Still, during the administration of Bush’s predecessor, Bill Clinton, we 

added an average of 230,000 jobs per month. 

 So where  are  all the jobs? And to what extent is the Bush administration to blame 

for our poor record of job creation? If you look at the opinion polls about the president’s 

economic stewardship, you’ll see that we don’t all agree. Fortunately we have presiden-

tial elections every four years.      

  Questions for Further Thought and Discussion  

   1.   Why is a high rate of infl ation bad for the economy?  

   2.    Right now, our economy is going through what phase of the business cycle? How do 

you know this?  

   3.   Explain the difference between defl ation and disinfl ation.  

   4.    Being unemployed means different things to different people. Illustrate this by 

 making up examples of three different unemployed people.  

   5.    How would you improve upon the way the Bureau of Labor Statistics computes the 

unemployment rate?  

   6.   How much is our misery index right now? How did you compute it?  

   7.   Leo Krause is laid off. How does he make ends meet until he fi nds another job?  

   8.    If we succeeded in setting up a computer-based national job bank with listings of 

 virtually every job opening, what type of unemployment would this nearly eliminate? 

Explain how this would happen.  

   9.    Practical Application: How were you and your family affected by the recession of 2001?    
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   Multiple-Choice Questions  

Circle the letter that corresponds to the best answer.  

   1.   If the CPI rose from 160.5 in 1998 to 168.7 in 1999 

to 173.4 in 2000, this would be an example of   

  . (LO6)  

  a)   defl ation  

  b)   disinfl ation  

  c)   infl ation    

   2.   Disinfl ation generally occurs during 

  . (LO6  ,  7 )  

  a)   recessions  

  b)   economic booms  

  c)   periods of hyperinfl ation  

  d)   times of defl ation    

   3.   In the three-phase business cycle, the prosperity 

phase is always followed immediately by   

  . (LO1)  

  a)   recovery    c)  depression

  b)   the trough         d)   recession    

   4.   If our economy is at full employment, the cyclical rate 

of unemployment would be   . (LO4  ,  5 )  

  a)   0     c)   5 percent  

  b)   2 percent     d)   impossible to fi nd    

   5.   During the Great Depression most unemployment 

was   . (LO5)  

  a)   frictional     c)   cyclical  

  b)   structural     d)   seasonal    

   6.   If the CPI rose from 100 to 500, the price level rose 

by   . (LO6)  

  a)   100 percent     d)   400 percent  

  b)   200 percent     e)   500 percent  

  c)   300 percent    

 Workbook for Chapter 10 

Name    Date 

   7.   Which would be the most accurate statement? (LO7)  

  a)   Most business owners prefer defl ation to infl ation.  

  b)   In recent years Japan has suffered from defl ation.  

  c)    Defl ation is very likely in the United States over 

the next few years.  

  d)   Defl ation is a form of disinfl ation.    

   8.   If there are 90 million people employed, 10 million 

unemployed, 5 million collecting unemployment 

insurance, and 5 million discouraged workers, there

  are    in the labor force. (LO4)  

  a)   90 million     d)   105 million  

  b)   95 million     e)   110 million  

  c)   100 million    

   9.   During the 1970s, we experienced 

  . (LO8)  

  a)   high infl ation and high unemployment  

  b)   low infl ation and low unemployment  

  c)   high infl ation and low unemployment  

  d)   low infl ation and high unemployment    

   10.   The misery index was highest in which of these 

years? (LO8)  

  a)   1960     d)   1990  

  b)   1970     e)   2000  

  c)   1980    

   11.   The last entire year we had full employment was   

. (LO4  ,  8 )  

  a)   1945     c)   1969  

  b)   1957     d)   2007    

  12.   We have business cycles of   . (LO1)  

  a)   the same length and amplitude  

  b)   the same length but different amplitudes  

  c)   the same amplitude but different lengths  

  d)   different lengths and amplitudes    
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  13.   During business cycles   . (LO1)  

  a)   troughs are followed by recessions  

  b)   troughs are followed by peaks  

  c)   peaks are followed by troughs  

  d)   peaks are followed by recessions    

  14.   The second part of the expansion phase of the cycle is 

  . (LO1)  

  a)   recovery     c)   recession  

  b)   prosperity     d)   depression    

  15.   An example of an exogenous business cycle theory 

would be   . (LO2)  

  a)   overinvestment     c)   money  

  b)   inventory     d)   war    

  16.   In 2025 the CPI rose 10 percent; in 2026 it rose 

6 percent; and in 2027 it rose 2 percent. We could

  describe 2027 as a year of   . (LO6)  

  a)   infl ation  

  b)   disinfl ation  

  c)   defl ation    

  17.   The Business Cycle Dating Committee of the 

National Bureau of Economic Research would most 

likely classify which one of the following as a 

recession? (LO3)  

  a)    A one-tenth of 1 percent decline in real GDP for 

two consecutive quarters  

  b)    An increase in the unemployment rate for two 

consecutive months  

  c)    A decline in nonfarm payrolls, industrial 

production, and personal income over six months  

  d)    A 1 percent rate of defl ation over at least three 

months accompanied by rising interest rates    

  18.   Which one of the following best describes a 

recession? (LO1  ,  2 )  

  a)   A slowing of real GDP growth  

  b)    A rise in unemployment accompanied by a decline 

in total employment  

  c)    A decline in real GDP for two consecutive 

quarters  

  d)   A decline in GDP for two consecutive quarters    

  19.   The unemployment rate is computed by the   

. (LO4)  

  a)   nation’s unemployment insurance offi ces  

  b)   Bureau of Labor Statistics  

  c)   Department of Commerce  

  d)   Offi ce of Management and Budget    

  20.   If the number of unemployed stays the same and 

the number of people in the labor force rises,

     . (LO4)  

  a)   the unemployment rate will rise  

  b)   the unemployment rate will fall  

  c)   the unemployment rate will stay the same  

  d)    there is not enough information to determine what 

will happen to the unemployment rate    

  21.   Which statement is true? (LO4  ,  5 )  

  a)    Both liberals and conservatives feel that the 

offi cial unemployment rate is too high.  

  b)    Both liberals and conservatives feel that the 

offi cial unemployment rate is too low.  

  c)    The liberals believe that the offi cial 

unemployment rate is too high, and the 

conservatives feel that it is too low.  

  d)    The conservatives feel that the offi cial 

unemployment rate is too high, and the liberals 

feel that it is too low.    

  22.   Which is the most accurate statement? (LO3)  

  a)    Business cycle forecasting dates back to biblical 

times.  

  b)    Business cycle forecasts are nearly always 

inaccurate.  

  c)    Business cycle forecasts are almost always 

accurate.  

  d)    It is virtually impossible to forecast business cycle 

turning points.    

  23.   Which statement is false? (LO5)  

  a)    Over the last two decades there has been an 

upward drift in the unemployment rate.  

  b)    The unemployment rate for blacks is about twice 

that for whites.  

  c)    The offi cial unemployment rate includes 

“discouraged” workers.  

  d)    None of the above is false.   
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 Answer questions 24 through 29 by using one of these 

three choices:  

  a)   frictionally unemployed  

  b)   structurally unemployed  

  c)   cyclically unemployed    

  24.   Ella Jillian Fosnough, an autoworker who is still out 

of work two years after her plant closed, is

     . (LO5)  

  25.   Sophia King, a homemaker returning to the labor 

market after an absence of 10 years and looking for

  work, is   . (LO5)  

  26.   Brian Horn, a factory worker who is laid off until 

business picks up again, is   . (LO5)  

  27.   Austin Noorda, Mark Noorda, and Debbie Noorda 

are “between jobs.” They are   . (LO5)  

  28.   Brad Peterson, a man in his mid-50s whose skills 

have become obsolete, would be   . (LO5)  

  29.   When the unemployment rate goes above 5 percent, 

anything above that 5 percent level is

    . (LO5)  

  30.   An example of defl ation since the base year would be 

a CPI in the current year of   . (LO7)  

  a)   90     c)   110  

  b)   100     d)   200    

  31.   Infl ation generally occurs   . (LO7)  

  a)   during wartime     c)   during recessions  

  b)   before wars     d)   during peacetime    

  32.   The period of greatest price stability was 

  . (LO6)  

  a)   1950–56     c)   1968–76  

  b)   1958–64     d)   1976–82    

  33.   Traditionally, those hurt by infl ation have been 

  . (LO7)  

  a)   creditors and people on fi xed incomes  

  b)   debtors and people on fi xed incomes  

  c)   debtors and creditors    

  34.   Farmers have generally been    by 

infl ation. (LO7)  

  a)   hurt  

  b)   helped  

  c)   neither helped nor hurt    

  35.   Creditors generally do better when infl ation is 

  . (LO7)  

  a)   anticipated  

  b)   unanticipated  

  c)   neither anticipated nor unanticipated    

  36.   Businesspeople generally like a little    but 

dislike a little   . (LO7)  

  a)   infl ation, defl ation  

  b)   defl ation, infl ation    

  37.   Infl ationary recessions fi rst occurred in the   

. (LO6)  

  a)   1950s     c)   1970s  

  b)   1960s     d)   1980s    

  38.   Most post-World War II recessions lasted less than   

. (LO1)  

  a)   three years     c)   one year  

  b)   two years     d)   six months    

  39.   According to the Book of Genesis, Joseph may have 

been the fi rst person to   . (LO3)  

  a)   forecast a business cycle  

  b)   collect unemployment insurance benefi ts  

  c)   formulate the misery index  

  d)    differentiate between demand-pull infl ation and 

cost-push infl ation    

  40.   The 1996 Welfare Reform Act has pushed   

 our unemployment rate; our high 

prison population has pushed    our 

unemployment rate. (LO4  ,  5 )  

  a)   up, up     c)   down, up  

  b)   down, down     d)   up, down    

  41.   During the mid-1980s, both Bolivia and Nicaragua 

experienced   . (LO7)  

  a)   creeping infl ation     c)   disinfl ation  

  b)   hyperinfl ation     d)   defl ation    
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  42.   The rate of job creation during the administration of 

George W. Bush has been   . (LO5)  

  a)   relatively low  

  b)   relatively high  

  c)   about average    

  43.   There are over 2 million Americans in prison. This 

tends to    the offi cial unemployment 

rate. (LO5)  

  a)   raise  

  b)   lower  

  c)   have no effect on    

  44.   Which is the most accurate statement? (LO4)  

  a)    The monthly rate of job creation during the 

administration of George W. Bush has been faster 

than that during Bill Clinton’s administration.  

  b)    We need to create at least 150,000 new jobs every 

month to accommodate the people entering or 

reentering the labor force.  

  c)    Every year millions of American jobs are 

offshored.  

  d)    There are as many manufacturing jobs in the 

United States today as there were when 

George W. Bush became president.    

  45.   Which would be the most accurate description of the 

six decades since the late 1940s compared to the 

eight decades preceding the 1940s? (LO1)  

  a)    The recessions were milder and the booms less 

pronounced.  

  b)    The recessions were more severe and the booms 

more pronounced.  

  c)    The recessions were more severe and the booms 

less pronounced.  

  d)    The recessions were milder and the booms more 

pronounced.

46.  In recent years, which one of the following has 

tended to push up our natural unemployment 

rate? (LO5)  

  a)    Our increasing disability roles  

  b)    The quadrupling of our prison population  

  c)    The rapid growth of the temporary-help industry  

  d)    Growing worker insecurity

e)  The entry of  millions of teenagers into the labor 

force          

 Fill-In Questions  

   1.   The worst recessions since World War II began in the 

year    and the year   . (LO1)  

   2.   Stagfl ation is a contraction of the words    

and   . (LO7)  

   3.   To fi nd the number of people in the labor force we need 

to add the    and the   . (LO4)  

   4.   To fi nd the unemployment rate we need to divide the 

   by the   . (LO4)  

   5.   A person who is functionally illiterate faces long 

periods of    unemployment. (LO5)  

   6.   When the overall unemployment rate is 6.5 percent, 

the cyclical unemployment rate is   . (LO5)  

   7.   The upper turning point of a business cycle just 

before the onset of a recession is called the   

  . (LO1)  

   8.   In the year    the OPEC nations quadrupled 

the price of oil. (LO7)  

   9.   The low point of a business cycle is the   ; 

the high point is the   . (LO1)  

   10.   Theories that place the cause of business cycles 

within the economy rather than outside are known as

     theories. (LO2)  

  11.   According to the inventory theory of the business 

cycle, a recession is set off when retailers 

    . (LO2)  

  12.   The monetary theory of the business cycle 

hypothesizes that recessions are set off when   

   and recoveries begin when the monetary 

authorities   . (LO2)  

  13.   Liberals say the unemployment rate is actually   

 than the BLS says it is; conservatives 

say it is really   . (LO4)  

  14.   Between the mid-1970s and the mid-1980s, our 

unemployment rate never dipped below    

percent. (LO4)  

  15.   The unemployment rate for blacks is about    

times the white unemployment rate. (LO4)  
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  16.   The misery index is found by adding the    

and the   . (LO8)  

  17.   Since President George W. Bush took offi ce the 

misery index has been below   . (LO8)  

  18.   During a very severe recession when more than 

11 percent of the labor force is out of work, most 

  of the unemployment is    

  unemployment. (LO4)  

  19.   Two exogenous business cycle theories are the   

 theory and the    

theory. (LO2)  

  20.   According to A. W. Phillips, there is a trade-off 

between    and   . (LO8)  

  21.   If the consumer price index rises from 150 to 180, the 

cost of living rose by    percent. (LO6)  

  22.   Once infl ation is under way, a(n)    takes 

over. (LO7)  

  23.   To stop infl ation, we need to convince people that   

. (LO7)   

     Problems  

   1.   If the unemployment rate is 7 percent, how much is 

cyclical unemployment? (LO5)  

   2.   Compute the unemployment rate given the following 

information: 8 million unemployed, 117 million 

employed. (LO4)  

   3.   Given the following information, how many people 

are in the labor force? 3 million people are collecting 

unemployment insurance; 7 million people are 

offi cially unemployed; 2 million people are 

discouraged workers; and 110 million people are 

employed. (LO4)  

   4.   How much would the nominal interest rate be if the 

real rate of interest were 6 percent and the expected 

rate of infl ation were 7 percent? (LO7)  

   5.   How much would the real rate of interest be if the 

nominal interest rate was 12 percent and the expected 

rate of infl ation was 4 percent? (LO7)  

   6.   If the CPI is currently 178.9, by what percentage did 

prices rise since the base year? (LO6)  

   7.   If the CPI rose from 200 in 1991 to 240 in 1997, by 

what percentage did prices increase? (LO6)  

   8.   If the rate of infl ation is 5 percent, the prime rate of 

interest is 6 percent, and the unemployment rate is 

7 percent, how much is the misery index? (LO7)  

   9.   If the overall rate of unemployment is 8.3 percent, 

what is the rate of cyclical unemployment? (LO5)  

  10.   Label the graph in  Figure 1  with respect to the three 

phases of the business cycle and the cycle turning 

points. (LO1)  

  11.   Answer these questions, given the information that 

follows: (a) How many people are in the labor force? 

(b) What is the unemployment rate?   Employed: 

90 million; discouraged workers: 4 million; 

unemployed: 10 million; people collecting 

unemployment insurance: 8 million. (LO4)  
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  12.   (a) If the CPI fell from 180 to 150, by what 

percentage did the price level fall? (b) If the CPI rose 

from 150 to 180, by what percentage did the price 

level rise? (LO6)  

  13.   In which year was the misery index (a) the highest? 

(b) the lowest? (LO8)  

        16.   If cyclical unemployment is 6 percent, how much is 

the unemployment rate? (LO5)  

  17.   If the unemployment rate is 10 percent and 90 million 

people are working, how many people are 

unemployed? (LO4)  

  18.   Cameron Amundson and Carter Amundson reside in 

Eagle’s Nest, Iowa, which has an unemployment rate 

of 6 percent and a labor force of 100. Cameron is a 

senior at the University of Dubuque and Carter is 

unemployed. Cameron graduates and fi nds a job; 

Carter gives up looking for work and enrolls in Loris 

College. Compute the new unemployment rate of 

Eagle’s Nest. (LO4)  

  19.   In which year and quarter did the prosperity phase of 

the business cycle begin? (LO1)        

Year Quarter Real GDP

2020 I 18,215

2020 II 18,703

2020 III 19,496

2020 IV 19,002

2021 I 18,771

2021 II 18,563

2021 III 18,428

2021 IV 18,737

2022 I 19,114

2022 II 19,385

2022 III 19,739

2022 IV 20,058

250

 Unemployment Rate Infl ation Rate
Year (percent) (percent)

1948 8.0 3.0

1949 5.9 �2.1

1950 5.3 5.9

1951 3.3 6.0

1952 3.0 0.8

1953 2.9 0.7

1954 5.5 �0.7

1955 4.4 0.4

1956 4.1 3.0

1957 4.3 2.9

1958 6.8 1.8

1959 5.5 1.7

1960 5.5 1.4

1961 6.7 0.7

Year CPI

2010 100.0

2011 104.0

2012 110.2

2013 121.7

2014 129.4

2015 132.0

2016 133.5

2017 134.0

2018 133.8

2019 133.0

2020 131.6

        14.   If the unemployment rate is 10 percent, there are 

150 million people in the labor force, and there are 

5 million discouraged workers, how many people are 

unemployed? (LO4)  

  15.   (a) In which year did disinfl ation set in? (b) In which 

year did defl ation set in? (LO7)  
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  T
 he fi rst commandment of medicine is, “Do no harm.” Until the Great Depression, 

the even stricter fi rst commandment of economics was, “Do nothing.” The workings 

of the price system would ensure that our economy be at, or moving toward, full 

employment. In the immortal words of Thomas Jefferson, “The government that governs 

least, governs best.” But as the depression got worse, it became clear that the government 

needed to take very decisive measures to get the economy moving again. John Maynard 

Keynes outlined just what measures were needed. 

  This chapter is divided into three parts: (1) the classical economic system, (2) the 

Keynesian critique of the classical system, and (3) the Keynesian system. The basic dif-

ference between Keynes and the classicals is whether our economy tends toward full 

employment. 

 Classical and Keynesian Economics  

   1.   Say’s law.  
   2.   Classical equilibrium.  
   3.   Real balance, interest rate, and 

foreign purchases effects.  
   4.   Aggregate supply and aggregate 

demand.  

   5.   The Keynesian critique of the 
classical system.  

   6.   Disequilibrium and equilibrium.  
   7.   Keynesian policy prescriptions.   

  LEARNING OBJECTIVES 

  In this chapter we shall take up:  

    Part I: The Classical Economic System   

 Say’s Law 

 The centerpiece of classical economics is Say’s law. Named for Jean Baptiste Say, a 

late-18th-century (the late 1700s) French economist, the law stated,  “Supply creates its 
own demand.”  Think about it. Somehow what we produce—supply—all gets sold. 

    A few years later the great English economist David Ricardo elaborated on Say’s law:  

 No man produces but with a view to consume or sell, and he never sells but with an 

intention to purchase some other commodity which may be immediately useful to him or 

which may contribute to future production. By producing, then, he necessarily becomes 

  Say’s law    Say’s law  

    Man produces in order to 
consume.  

 —Claude-Frédéric Bastiat, 
 French economist 

    Man produces in order to 
consume.  

 —Claude-Frédéric Bastiat, 
 French economist 

  251

Jean Baptiste Say, French 
economist and entrepreneur

   Chapter 11 
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252 C H A P T E R  1 1

either the consumer of his own goods, or the purchaser and consumer of the goods of some 

other person.  1  

      People who produce things are paid. What do they do with this money? They spend 

it. On what? On what  other  people produce. 

    We can illustrate Say’s law using the production fi gures in Table 1. Let’s look at 

Table 1. Everyone eats tomatoes, bread, and butter, and wears tee shirts and wooden 

shoes. Joe sells eight bushels of tomatoes, keeping two for his own use. Sally wears one 

of her tee shirts and sells the other four. And so forth. 

    What do they do with the proceeds from their sales? They use them to buy what 

they need from each of the others. Joe, for example, buys a tee shirt from Sally, four 

loaves of bread from Mike, two pounds of butter from Bill (they all like to put a lot of 

butter on their bread), and a pair of wooden shoes from Alice. 

    “Why does anybody work?” asked Say. People work to make money with which to 

buy things. Why do  you  work? 

    As long as everyone spends everything that he or she earns, we’re OK. But we begin 

having problems when people start saving part of their incomes.

   Everyone lives by selling 
something.  

 —Robert Louis Stevenson  

   Everyone lives by selling 
something.  

 —Robert Louis Stevenson  

   One person’s price is another 
person’s income.  

 —President Calvin Coolidge  

   One person’s price is another 
person’s income.  

 —President Calvin Coolidge  

  “Why does anybody work?”    “Why does anybody work?”  

1David Ricardo, The Principles of Political Economy and Taxation (Burr Ridge, IL: Richard D. Irwin, 1963), 
p. 166.
2GDP 5 C 1 I 1 G 1 Xn. Leaving out government spending and net exports allows us to concentrate on C 
and I.

       Basically, producers need to sell everything they produce. If some people save, then 

not everything produced will be sold. In a world with large companies instead of self-

employed producers, some workers must be laid off when demand for production falls. 

In fact, as unemployment mounts, demand falls still further, necessitating further cut-

backs in production and employment. 

    The villain of the piece is clearly saving. If only people would spend their entire 

incomes, we’d never have unemployment. But people do save, and saving is crucial to 

economic growth. Without saving we could not have investment. 

    Think of production as consisting of two products: consumer goods and investment 

goods (for now, we are drastically simplifying).  2   People will buy consumer goods; the 

money spent on such goods is designated by the letter C. Money spent by businesses on 

investment goods is designated by the letter I. 

    If we think of GDP as total spending, then GDP would be C 1 I. Once this money 

is spent, other people receive it as income. And what do they do with their income? They 

spend some of it and save the rest. 

    If we think of GDP as income received, that money will either be spent on consumer 

goods, C, or saved, which we’ll designate by the letter S. If we put all this together, we 

have two equations: 

  GDP 5 C 1 I  

  GDP 5 C 1 S  

  Each of us puts in what he has 
at one point of the circle of 
exchange and takes out what he 
wants at another.  
 —P. H. Wicksteed, March 1914 

  Each of us puts in what he has 
at one point of the circle of 
exchange and takes out what he 
wants at another.  
 —P. H. Wicksteed, March 1914 

  GDP 5 C 1 I    GDP 5 C 1 I  

  GDP 5 C 1 S    GDP 5 C 1 S  

TABLE 1   Production in a Five-Person
Economy

Joe 10 bushels of tomatoes

Sally  5 tee shirts

Mike 20 loaves of bread

Bill 10 pounds of butter

Alice  5 pairs of wooden shoes
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 Classical and Keynesian Economics 253

    These two equations can be simplifi ed to one short equation. First, because things 

equal to the same thing are equal to each other: 

  C 1 I 5 C 1 S  

  This step is justifi ed because C 1 I and C 1 S are both equal to GDP. Therefore, 

they are equal to each other. 

    Next, we can subtract the same thing from both sides of an equation. In this case 

we are subtracting C: 

  C 1 I 5 C 1 S  

  I 5 S  

    Going back to Say’s law, we can see that it holds up, at least in accordance with 

classical analysis. Supply  does  create its own demand. The economy produces a supply 

of consumer goods and investment goods. The people who produce these goods spend 

part of their incomes on consumer goods and save the rest. Their savings are borrowed 

by investors who spend this money on investment goods. The bottom line is that every-

thing the economy produces is purchased. 

    This is a perfect economic system. Everything produced is sold. Everyone who wants 

to work can fi nd a job. There will never be any serious economic downturns, so there is 

no need for government intervention to set things right.   

 Supply and Demand Revisited 

 Say’s law provides one of the basic building blocks of classical economics. The law of 

supply and demand, the subject of Chapter 4, was another. 

    How much is the equilibrium price in  Figure 1 ? I’m sure you got both of these right. 

And the equilibrium quantity? You followed the horizontal dotted line to a price of about 

$7.20 and the vertical dotted line to a quantity of 6. 

    Incidentally, we call the price that clears the market  equilibrium price  and the quan-

tity purchased and sold  equilibrium quantity.  At the equilibrium price the quantity that 

buyers wish to purchase is equal to the quantity that sellers wish to sell. 

    Now let’s see how the classical economists applied the law of supply and demand 

to help prove Say’s law and, more specifi cally, to prove that I 5 S (Investment 5 Saving). 

This is done in  Figure 2 , which graphs the demand for investment funds and the supply 

of savings. 

  C 1 I 5 C 1 S  

  I 5 S  

  C 1 I 5 C 1 S  

  I 5 S  

  Equilibrium price and quantity    Equilibrium price and quantity  

Quantity

P
ric

e 
($

)
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9

8

7

6
D

S

2 4 6 8 10 12 14

Figure 1

Demand and Supply Curves
The curves cross at a price of $7.20 
and a quantity of 6.
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254 C H A P T E R  1 1

    What if savings and investment were not equal? For instance, if savings were greater 

than investment, there would be unemployment. Not everything being produced would 

be purchased. 

    There’s nothing to worry about, according to the classical economists. And they 

proved this by means of the two curves in  Figure 2 . If savings were greater than invest-

ment, the interest rate would fall. Why? Because some savers would be willing to lend 

at lower interest rates and some additional investors would be induced to borrow at lower 

interest rates. 

    For example, if the interest rate was 20 percent, the supply of savings would be 

greater than the demand for loanable funds. There would be a surplus of savings. The 

interest rate would fall to 15 percent, the surplus of savings would disappear and savings 

would equal investment. 

    The classical economists had a fallback position. Even if lower interest rates did 

not eliminate the surplus of savings relative to investment, price fl exibility would 

bring about equilibrium between saving and investing. Business fi rms, unable to sell 

their entire output, would simply lower prices. And then people would buy everything 

produced. 

      One might ask whether business fi rms could make a profi t if prices were reduced. 

Yes, answered the classical economists, if resource prices—especially wages—were also 

reduced. Although output and employment might decline initially, they would move back 

up again once prices and wages fell. At lower prices people would buy more, and at 

lower wages employers would hire more. 

    Falling prices and falling wage rates can also be illustrated by a supply and demand 

graph. Look at  Figure 3 . If sellers of a particular good are not selling all they wish to 

sell  at the current market price,  some of them will lower their price. In  Figure 3  the 

price falls from $8 to $6, which happens to be the equilibrium price. At the equilibrium 

price of $6, the surplus inventory has been eliminated. 

    Exactly the same thing happens in the labor market (see  Figure 4 ). At a wage rate 

of $9 an hour, there are many unemployed workers. Some are willing to accept a lower 

wage rate. When the wage rate falls to $7 an hour, everyone who wants to work at that 

rate can fi nd a job, and every employer willing to hire workers at that rate can fi nd as 

many workers as she wants to hire.    

  Savings and investment will 
be equal.  
  Savings and investment will 
be equal.  

  Prices and wages will fall to 
bring about equilibrium 
between saving and investing.  

  Prices and wages will fall to 
bring about equilibrium 
between saving and investing.  
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Figure 2

The Loanable Funds Market
The demand and supply curves cross at an interest rate of 15 percent.
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Figure 3

Market for Hypothetical Product
If the quantity supplied is greater than the quantity demanded at a 
certain price (in this case, $8), the price will fall to the equilibrium 
level ($6), at which quantity demanded is equal to quantity supplied.
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 Classical and Keynesian Economics 255

  The Classical Equilibrium: Aggregate Demand 
Equals Aggregate Supply  

 What exactly  is  equilibrium GDP? We’ve seen back in Chapter 4, on a microeconomic 

level, that when quantity demanded equals quantity supplied, we’re at equilibrium. Sim-

ilarly, on a macroeconomic level, when aggregate demand equals aggregate supply, we’re 

at equilibrium. At equilibrium there is a state of balance between opposing forces such 

that there is no tendency for change. 

    The classical economists believed our economy was either at, or tending toward, full 

employment. So at the classical equilibrium—the GDP at which aggregate demand was 

equal to aggregate supply—we were at full employment. And as long as aggregate 

demand and aggregate supply did not change, our economy would continue operating at 

full employment. 

    We’ve been weaving back and forth between macro and micro analysis. From here 

on it’s going to be macro. We’ll begin with the economy’s aggregate demand curve, go 

on to the economy’s aggregate long-run and short-run supply curves, and fi nally put these 

curves together to derive the economy’s equilibrium GDP.  

 The Aggregate Demand Curve 

 At the beginning of Chapter 9 we defi ned GDP as  the nation’s expenditure on all the 
fi nal goods and services produced during the year at market prices.  Stated mathemati-

cally, GDP 5 C 1 I 1 G 1 X n . 

    The aggregate demand curve of  Figure 5  depicts an inverse relationship between the 

price level and the quantity of goods and services demanded: As the price level declines, 

the quantity of goods and services demanded rises. Similarly, as the price level rises, the 

quantity of goods and services demanded declines. This relationship is illustrated by an 

aggregate demand curve that slopes downward to the right. 

    What does this curve tell us? We’ll begin by defi ning aggregate demand as  the total 
value of real GDP that all sectors of the economy are willing to purchase at various 
price levels.  You’ll notice that as the price level declines, people are willing to purchase 

more and more output. Alternatively, as the price level rises, the quantity of output pur-

chased goes down. 

  Our economy is either at 
or tending toward full 
employment.  

  Our economy is either at 
or tending toward full 
employment.  

  The aggregate demand curve 
shows that as the price level 
declines, the quantity of goods 
and services demanded rises.  

  The aggregate demand curve 
shows that as the price level 
declines, the quantity of goods 
and services demanded rises.  

  Defi nition of aggregate demand    Defi nition of aggregate demand  

Figure 4 

Hypothetical Labor Market
If the wage rate is set too high 
($9 an hour), the quantity of labor 
supplied exceeds the quantity of 
labor demanded. The wage rate falls 
to the equilibrium level of $7; at 
that wage rate the quantity of labor 
demanded equals the quantity 
supplied.
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256 C H A P T E R  1 1

    There are three reasons why the quantity of goods and services purchased declines 

as the price level increases: (1) An increase in the price level reduces the wealth of 

people holding money, making them feel poorer and reducing their purchases; (2) the 

higher price level pushes up the interest rate, which leads to a reduction in the purchase 

of interest-sensitive goods, such as cars and houses; and (3) net exports decline as for-

eigners buy less from us and we buy more from them at the higher price level. 

    (1) The Real Balance Effect   When the price level goes up, your purchasing power 

goes down. The money you have in the bank, your stocks and bonds, and all your other 

liquid assets shrink in terms of what they can buy. You  feel  poorer, so you’ll tend to 

spend less. 

  The  real balance effect  is the infl uence of a change in your purchasing power on 

the quantity of real GDP that you are willing to buy. Here’s how it works. Suppose you 

are holding $800 in money and your only other asset is $200 worth of CDs (compact 

discs). Now, what if the prices of most goods and services fell, among them those of 

CDs. The $800 that you’re holding now buys more CDs than before. You’ve got a larger 

real balance. 

  Before prices fell, you were very happy holding 80 percent of your assets in the 

form of money ($800 of $1,000) and 20 percent in the form of CDs ($200 of $1,000). 

But now those CDs you’re holding are worth less than $200 because their price has 

fallen, while your money is worth more. Let’s say there was so much defl ation that the 

purchasing power of your money doubled, to $1,600, while the value of your CDs fell 

to $100. Question: Wouldn’t you like to take advantage of the price decrease to buy more 

CDs? Of course you would. And how many more dollars’ worth of CDs would you buy 

if you wanted to keep 20 percent of your assets in the form of CDs (and 80 percent in 

the form of money)? Answer: Your total assets are now $1,700 ($1,600 in money and 

$100 in CDs), so you’d want to hold 20 percent of the $1,700, or $340, in CDs. In other 

words, you’d buy $240 worth of CDs. 

  Let’s sum up. A decrease in the price level increases the quantity of real money. 

The larger the quantity of real money, the larger the quantity of goods and services 

demanded. Similarly, an increase in the price level decreases the quantity of real money. 

The smaller the quantity of real money, the smaller the quantity of goods and services 

demanded.   

  There are three reasons why the 
quantity of goods and services 
purchased declines as the price 
level increases.  

  There are three reasons why the 
quantity of goods and services 
purchased declines as the price 
level increases.  
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Aggregate Demand Curve 

(in trillions of dollars)
The level of aggregate demand 
varies inversely with the price level: 
As the price level declines, people 
are willing to purchase more and 
more output. Alternatively, as the 
price level rises, the quantity of 
output purchased goes down.
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 Classical and Keynesian Economics 257

 (2) The Interest Rate Effect   A rising price level pushes up interest rates, which in 

turn lower the consumption of certain goods and services and also lowers investment in 

new plant and equipment. Let’s look more closely at this two-step sequence. 

  First, during times of infl ation, interest rates rise, because lenders need to protect 

themselves against the declining purchasing power of the dollar. If you lent someone 

$100 for one year and there was a 10 percent rate of infl ation, you would need to be 

paid back $110 just to be able to buy what your original $100 would have purchased. 

  Second, certain goods and services are more sensitive to interest rate changes than 

others. Can you name some especially sensitive ones? Try auto purchases and home 

mortgages. Clearly, then, when interest rates rise, the consumption of certain goods and 

services falls, and when interest rates fall, their consumption rises. 

  Now let’s see how a rising price level (which pushes up interest rates) affects invest-

ment spending. We saw in Chapter 6 that rising interest rates choke off investment projects 

that would have been carried out at lower rates. Some projects, especially in building 

construction, where interest is a major cost, are particularly sensitive to interest rate changes. 

So we know that a rising price level pushes up interest rates and lowers both consumption 

and investment. Similarly, a declining price level, which pushes down interest rates, encour-

ages consumption and investment. Clearly the interest rate effect can be very powerful.   

 (3) The Foreign Purchases Effect   When the price level in the United States rises 

relative to the price levels in other countries, what effect does this have on U.S. imports 

and exports? Because American goods become more expensive relative to foreign goods, 

our imports rise (foreign goods are cheaper) and our exports decline (American goods 

are more expensive). 

  In sum, when our relative price level increases, this tends to increase our imports 

and lower our exports. Thus, our net exports (exports minus imports) component of 

GDP declines. When our relative price level declines, the net exports component (and 

GDP) rises.    

 The Long-Run Aggregate Supply Curve 

 First we’ll defi ne aggregate supply as  the amount of real output, or real GDP, that will 
be made available by sellers at various price levels . Next let’s see what the long-run 

aggregate supply curve looks like. It looks like the vertical line in  Figure 6 . 

  Defi nition of aggregate supply    Defi nition of aggregate supply  
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Long-Run Aggregate Supply 

Curve (in trillions of dollars)
Why is this curve a vertical line? 
The classical economists made two 
assumptions: (1) In the long run, 
the economy operates at full 
employment; (2) in the long run, 
output is independent of prices.
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258 C H A P T E R  1 1

    This curve is based on two assumptions of the classical economists. First, in the 

long run, the economy operates at full employment. (In Chapter 10 we decided that, 

because there would always be frictional and structural unemployment totaling about 

5 percent of the labor force, a 5 percent unemployment rate meant the economy was 

operating at full employment.) Second, in the long run, output is independent of prices. 

    Ready for a little action? We’re going to put the aggregate demand curve and the 

long-run aggregate supply curve together on one graph and see what happens.  Figure 7  

does this. 

      What happens is that we fi nd two things: (1) the equilibrium full-employment level 

of real GDP and (2) the corresponding price level, which happens to be 100. 

    What does this  mean ? It means that in the long run our economy will produce the 

level of output that will provide jobs for everyone who wants to work (that is, the unem-

ployment rate will be 5 percent). In other words, in the long run our economy will 

produce at full-employment GDP. And how much  is  full-employment GDP, according to 

 Figure 7 ? It comes to exactly $6 trillion. 

    This is what the classical economists predicted, and it’s completely consistent with 

Say’s law: Supply creates its own demand. Our economy, then, will always be at full 

employment in the long run. But what about in the short run?   

 The Short-Run Aggregate Supply Curve 

 In the short run, according to the classical economists, some unemployment  is  possible. 

Some output  may  go unsold. And the economy  may  operate below full-employment GDP. 

 Figure 8  shows all of this. 

    Why does the short-run aggregate supply curve sweep upward to the right? Because 

business fi rms will supply increasing amounts of output as prices rise. Why? Because 

wages, rent, and other production costs are set by contracts in the short run and don’t 

increase immediately in response to rising prices. Your landlord can’t come to you while 

your lease still has two years to go and tell you that he must raise your rent because  his  

costs are going up. Your employees who are working under two- and three-year contracts 

can’t ask you to renegotiate. (They can  ask  you to, but you probably won’t.) And your 

suppliers may also have agreed contractually to send you their goods at set prices. So, 

in the short run, higher prices mean higher profi t margins, which give business fi rms like 

yours an incentive to increase output. 

    The equilibrium full-
employment level of real GDP  
    The equilibrium full-
employment level of real GDP  

  The economy may operate 
below full-employment GDP in 
the short run.  

  The economy may operate 
below full-employment GDP in 
the short run.  
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Aggregate Demand and Long-

Run Aggregate Supply (in 

trillions of dollars)
The long-run equilibrium of real 
GDP is $6 trillion at a price level 
of 100.
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 Classical and Keynesian Economics 259

    As output continues to rise, land, labor, and capital become more expensive and 

less-effi cient resources are pressed into service. To get homemakers to work, employers 

need to make wage rates attractive enough (and some even go to the expense of setting 

up child care facilities) to entice them back into the labor force. As output approaches 

full employment, antiquated machinery and less-productive facilities must be used. And 

so, as the full-employment level of GDP is approached, the short-run aggregate supply 

curve is becoming steeper and steeper. You’ll notice that full-employment GDP is still 

$6 trillion, as in  Figure 7 . 

    You’ll also notice in  Figure 8  that output continues to rise even after we’ve exceeded 

full-employment GDP. Is this  possible ? Can our real GDP ever exceed our full-employment 

GDP? Yes, it can. But only in the short run. 

    Let’s extend the example of luring homemakers into the labor force with better pay. 

How about enticing full-time college students who are working part-time to give up their 

education (or perhaps switch to night school) and work full-time? Or how about persuad-

ing retired people, or those about to retire, to take full-time jobs? How would we do 

this? By paying attractive wage rates and providing whatever other incentives are neces-

sary. We can also keep putting back into service aging or obsolete plant and equipment, 

and make use of marginal land as well. 

    Why, then, does the short-run aggregate supply curve eventually become vertical? 

Because there is a physical limit to the output capacity of the economy. There is just so 

much land, labor, and capital that can be put to work, and when that limit is reached, 

there is no way to increase production appreciably. During World War II, U.S. factories 

ran 24 hours a day, and millions of people worked 50 or 60 hours a week. But everyone 

simply could not have kept up this effort year after year. As Americans said at the time, 

“There’s a war going on.” Just in case someone hadn’t noticed. 

    So, in the short run, we can push our output beyond the level of full-employment 

GDP and get our economy to operate beyond full employment. But this is possible only 

in the short run. In the long run, we’re back at the long-run aggregate supply curve. 

     Figure 9  puts this all together for you. You see the point at which the short- and 

long-run aggregate supply curves intersect the aggregate demand curve? That’s the long-

run equilibrium level of GDP. At that point, the price level happens to be 100 and GDP 

is $6 trillion. 

  As output rises, costs rise.    As output rises, costs rise.  

  Beyond full employment    Beyond full employment  

  Why does the short-run 
aggregate supply curve 
eventually become vertical?  

  Why does the short-run 
aggregate supply curve 
eventually become vertical?  

Figure 8

Short-Run Aggregate Supply 

Curve (in trillions of dollars)
Why does the short-run aggregate 
supply curve sweep upward to the 
right? Because business fi rms will 
supply increasing amounts of output 
as prices rise.
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260 C H A P T E R  1 1

    In the classical system, all the parts fi t together neatly. The long-run aggregate sup-

ply curve, the short-run aggregate supply cost curve, and the aggregate demand curve 

come together at full employment. If there  is  some unemployment in the short run, it 

will automatically be eliminated as the economy returns to its long-run, full-employment 

equilibrium. And if there is more than full employment, this is again only a temporary 

phenomenon that will end as the level of economic activity returns to its full-employment 

level. In short, the economy can temporarily slide up and down its short-run aggregate 

supply curve, but it inevitably returns to its long-run equilibrium at full employment. 

      Now let’s see how, according to classical economic analysis, our economy would react 

to a recession. We’ll begin at equilibrium point E 1  in  Figure 10 , with AD 1  5 L-RAS. Our 

real GDP of $6 trillion represents a state of full employment. Suppose that aggregate demand 

falls from AD 1  to AD 2 . That would create a surplus inventory of $2 trillion in unsold goods. 

And at a real GDP of just $4 trillion, our economy is now in a serious recession with sub-

stantial unemployment. But, as President Herbert Hoover used to say, “Prosperity is just 

around the corner.” In this instance he was right. When our GDP defl ator (which is our price 
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Aggregate Demand, Long-Run 

and Short-Run Aggregate Supply 

(in trillions of dollars)
The long-run aggregate supply 
curve, the short-run aggregate 
supply curve, and the aggregate 
demand come together at full 
employment.
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 Classical and Keynesian Economics 261

level) drops from 140 to 100, our economy reaches a new equilibrium level at E 2 . At E 2  

our real GDP has shot back up to $6 trillion and we are once more at full employment. 

    Using classical economic analysis, what would you suggest that the government do when 

there’s a recession? The correction answer would be, “Nothing.” And that’s largely what our 

government did back in the early 1930s when our economy was decimated by the Great 

Depression. That brings us to John Maynard Keynes and his analysis of that situation. 

      AD falls from AD 1  to AD 2 , as the economy moves from E 1  to E 9 . At E9   there is sub-

stantial unemployment and a large surplus of unsold goods and services. Prices and wages 

fall and the economy moves from E 9  to E 2 , at which we are again at full employment.    

  Part II: The Keynesian Critique 
of the Classical System   

 Our free enterprise system has rightly been compared to a gigantic computing machine capable 

of solving its own problems automatically. But anyone who has had some practical experience 

with large computers knows that they do break down and can’t operate unattended. 

 –Wassily Leontief, March 1971–  

  Until the Great Depression, classical economics was the dominant school of eco-

nomic thought. Adam Smith, credited by many as the founder of classical economics, 

believed the government should intervene in economic affairs as little as possible. Indeed, 

laissez-faire economics was practiced down through the years until the time of President 

Herbert Hoover, who kept predicting that prosperity was just around the corner. John 

Maynard Keynes fi nally proclaimed the end of the classical era when he advocated mas-

sive government intervention to bring an end to the Great Depression. 

    John Maynard Keynes, a prominent classically trained economist, spent the fi rst half 

of the 1930s writing a monumental critique of the classical system.  3   If supply creates its 

own demand, he asked, why are we having a worldwide depression? Keynes set out to 

learn what went wrong and how to fi x it.

     Keynes posed this problem for the classical economists: What if saving and invest-

ment were not equal? For instance, if saving were greater than investment, there would 

be unemployment. Not everything being produced would be purchased. 

    No problem, said the classicals, pointing back to  Figure 2 , which showed that the 

interest rate would equilibrate savings and investment. If the quantity of savings exceeded 

the quantity of loanable funds demanded for investment purposes, the interest rate would 

simply fall. And it would keep falling until the quantity of savings and the demand for 

investment funds were equal. 

    Keynes disputed this view. Saving and investing are done by different people for dif-

ferent reasons. Most saving is done by individuals for big-ticket items, such as cars, stereo 

systems, and major appliances, as well as for houses or retirement. Investing is done by 

those who run business fi rms basically because they are trying to make a profi t. They will 

borrow to invest only when there is a reasonably good profi t outlook. Why sink a lot of 

money into plant and equipment when your factory and machines are half idle? Even when 

interest rates are low, business fi rms won’t invest unless it is profi table for them to do so. 

    Even  this  posed no major problem to the classical economists, because they assumed 

wages and prices were downwardly fl exible. If there were unemployment, the unem-

ployed would fi nd jobs as wage rates fell. And, similarly, if sellers were stuck with 

unwanted inventory, they would simply lower their prices. 

    Keynes questioned whether wages and prices  were  downwardly fl exible, even during 

a severe recession. In the worst recession since the Great Depression, the downturn of 

1981–82, there were very few instances of price or wage declines even in the face of fall-

ing output and widespread unemployment. Studies of the behavior of highly concentrated 

  Keynes asked, “What if saving 
and investment were not 
equal?”  

  Keynes asked, “What if saving 
and investment were not 
equal?”  

  Keynes: Saving and investing 
are done by different people for 
different reasons.  

  Keynes: Saving and investing 
are done by different people for 
different reasons.  

3The General Theory of Employment, Interest, and Money is considered one of the most infl uential books of 
the 20th century.
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industries indicate that prices are seldom lowered, while similar studies of large labor 

unions indicate that wage cuts (even as the only alternative to massive layoffs) are seldom 

accepted. Even if wages  were  lowered, added Keynes, this would lower workers’ incomes, 

consequently lowering their spending on consumer goods. 

    All of this led Keynes to conclude that the economy was not always at, or tend-

ing toward, a full-employment equilibrium. Keynes believed three possible equilibriums 

existed—  below  full employment,  at  full employment, and  above  full employment. Using 

the same demand and supply analysis as the classicals, Keynes showed that full employ-

ment was hardly inevitable. 

      The Keynesian long-run aggregate supply curve was really a hybrid of the classi-

cal short-run and long-run aggregate supply curves. It is drawn in  Figure 11 .  4   At 

extremely low levels of real GDP, when output is at, say, $3 trillion, our economy is 

in a catastrophic depression. As the economy begins to recover, output can be raised 

to about $4.7 trillion without any increase in prices. Why? Because millions of unem-

ployed workers would be happy to work for the prevailing wage, so wage rates would 

certainly not have to be raised to entice people back to work. Furthermore, business-

owners would also be happy to sell additional output at existing prices. But as real 

GDP continues to rise above $4.7 trillion, costs begin to rise, and bottlenecks eventu-

ally develop in certain industries, making greater and greater price increases necessary. 

Eventually, of course, at a real GDP of $6 trillion, we are at full employment and 

cannot, in the long run, raise output above that level. (See the box, “The Ranges of 

the Aggregate Supply Curve.”) 

     Figure 12  shows three aggregate demand curves. AD 1  represents a very low level 

of aggregate demand, which, Keynes believed, was the basic problem during recessions 

  We are not always at, or 
tending toward, full 
employment.  

  We are not always at, or 
tending toward, full 
employment.  

  The Keynesian and classical 
aggregate supply analyses are 
virtually identical.  

  The Keynesian and classical 
aggregate supply analyses are 
virtually identical.  

4The curve shown in Figure 11 is actually a slightly modifi ed Keynesian aggregate supply curve. Keynes 
originally assumed prices would not rise at all until full employment was attained (when real GDP was 
$6 trillion), but we’ve allowed here for an accelerating rise in prices from a real GDP of about $4.7 trillion to 
one of $6 trillion. 
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Figure 11

Modifi ed Keynesian Aggregate Supply Curve
As an economy works its way out of a depression, output can be raised 
without raising prices, so the aggregate supply curve is fl at. However, as 
resources become more fully employed and bottlenecks develop, costs 
and prices begin to rise. When this happens the aggregate supply curve 
begins to curve upward. When we reach full employment (at a real 
GDP of $6 trillion), output cannot be raised any further.

Figure 12

Three Aggregate Demand Curves
AD1 represents aggregate demand during a recession or depression; 
AD2 crosses the long-run aggregate supply curve at full employment; 
and AD3 represents excessive demand.
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and depressions. The AD 2  curve shows the same full-employment equilibrium shown 

in Figures 9 and 10. And fi nally, AD 3  represents excessive demand, which would cause 

infl ation. 

    In the last chapter we talked about demand-pull infl ation, which was described as 

“too much money chasing too few goods.” Demand-pull infl ation occurs in the interme-

diate range of the aggregate supply curve in the fi gure in the box, “The Ranges of the 

Aggregate Supply Curve.” Or, looking at  Figure 12 , start with an aggregate demand of 

AD 1  and imagine a series of higher and higher aggregate demand curves. At fi rst we 

would have increases in real GDP without any price increases, but as aggregate demand 

moved closer to AD 2 , we would eventually be able to keep pushing up real GDP only 

at the cost of some infl ation. And as aggregate demand approached AD 2 , we would be 

obtaining smaller and smaller increments of added output at the cost of larger and larger 

rises in the price level. 

    So we see that increases in aggregate demand will eventually lead to infl ation. 

Applying this same analysis but moving in the opposite direction, we’ll observe that 

decreasing aggregate demand leads to declining output and a decline in the rate of infl a-

tion. Starting at AD 2  and moving toward AD 1  in  Figure 12 , we see that real GDP is 

declining. As we noted toward the beginning of the last chapter, a decline in real GDP 

for two consecutive quarters is, by defi nition, a recession. And if continued decreases in 

aggregate demand pushed real GDP down still further, the recession would deepen and 

we might even sink into a depression. 

    Under this Keynesian analysis, we have three distinct possible equilibriums—below 

full employment, at full employment, and above full employment (with respect to prices, 

The curve shown in the fi gure to the right is just slightly 

more elaborate than that in Figure 11. Here we have the 

three ranges: Keynesian, intermediate, and classical. 

The Keynesian range is thus named because John May-

nard Keynes was writing during the Great Depression. 

People were so anxious to fi nd work that they were 

happy to take a job—virtually any job—at the going 

wage rate. Thus, business fi rms could easily expand out-

put without encountering rising wages.

 Would they raise prices? Not for quite a while. 

After suffering through a few years of extremely low 

sales, they would be grateful for more business, albeit 

at the same price.

 As the economy expanded, bottlenecks would begin 

to develop, shortages of resources (especially labor) 

would occur here and there, and costs would begin to 

rise in some sectors and eventually spread throughout 

the economy. And then business fi rms would begin rais-

ing their prices as well.

 Eventually the economy would reach the maximum 

output level, at which point the only give would be in 

the form of higher prices. This would be the classical 

range of the aggregate supply curve. Remember that the 

classical economists believed that full employment was 

our normal state of affairs.

The Ranges of the Aggregate Supply Curve
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not output). Our economy, according to Keynes, does not necessarily tend toward full 

employment, as the classicals maintained. 

      Our economy, said Keynes, can get stuck at an equilibrium that is well below full 

employment:  

 Indeed it seems capable of remaining in a chronic condition of subnormal activity for a 

considerable period without any marked tendency either toward recovery or toward 

complete collapse. Moreover, the evidence indicates that full, or even approximately full, 

employment is a rare and short-lived occurrence.  5  

      Let’s examine the Keynesian system in more detail. Then we’ll be ready to consider 

what the government should (or should not) do to prevent or to moderate recessions and 

infl ations.   

  Part III: The Keynesian System  

 The classical theory of equilibrium was great at explaining why we would be either at 

full employment or tending toward it. But it wasn’t much good at explaining why, in the 

1930s, the entire world was in a depression. We needed a new theory to explain what 

was happening, and we needed a policy prescription to bring us out of this depression. 

John Maynard Keynes provided both. 

    Keynes used the same aggregate demand and supply apparatus as the classicals had, 

but he came up with very different conclusions. The key to his analysis was the role of 

aggregate demand. According to Keynes, the equilibrium level of GDP was determined 

primarily by the volume of expenditures planned by consumers, business fi rms, govern-

ments, and foreigners. Keynes concentrated on aggregate demand because he viewed 

rapid declines in this variable as the cause of recessions and depressions. Changes in 

aggregate supply—changes brought about by new technology, more capital and labor, 

and greater productivity—came about slowly and could therefore be neglected in the 

short run. 

    What about Say’s law that “Supply creates its own demand”? Keynes stood Say’s 

law on its head. In fact, we can summarize Keynesian theory with the statement, “Demand 

creates its own supply.” 

    Aggregate demand, said Keynes, is our economy’s prime mover. Aggregate demand 

determines the level of output and employment. In other words, business fi rms produce 

only the quantity of goods and services they believe consumers, investors, governments, 

and foreigners plan to buy. 

    The centerpiece of his model was the behavior of the consumer. If consumers decide 

to spend more of their incomes on goods and services—or less, for that matter—then 

the effect on output and employment can be substantial. 

  The Keynesian Aggregate Expenditure Model 

 Since the Keynesian model assumes a constant price level, we’ll return to our original 

graphic presentation, which we began in Chapter 5. We’ll be on familiar ground because 

we’ll be using some of the concepts covered in Chapters 5 through 9. You already have 

quite a bit of Keynesian analysis under your belt without knowing it. 

    In a nutshell, here’s what we’re going to be working with: (1) the consumption 

function; (2) the saving function; and (3) investment, which will be held constant. To 

  The classical equilibrium 
could not explain the Great 
Depression.  

  The classical equilibrium 
could not explain the Great 
Depression.  

  Keynes: Aggregate demand is 
our economy’s prime mover.  
  Keynes: Aggregate demand is 
our economy’s prime mover.  

5John Maynard Keynes, The General Theory of Employment, Interest, and Money (New York: Harcourt Brace 
Jovanovich, 1958), pp. 249–50.
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 Classical and Keynesian Economics 265

keep things as simple as possible, we are including only the private sector, so government 

purchases (and net exports, as well) are excluded from our model. This means changes 

in aggregate demand are brought about only by changes in C. So the centerpiece of the 

Keynesian model is the behavior of the consumer. 

    The Consumption and Saving Functions   Here’s the consumption function:  As 
income rises, consumption rises, but not as quickly . It is a “fundamental psychological 

law,” said Keynes “that men are disposed, as a rule and on the average, to increase their 

consumption as their income increases, but not by as much as the increase in their 

income.”  6  

   So what people do, then, as incomes rise, is spend some of this additional income 

and save the rest—which brings us to the saving function:  As income rises, saving rises, 
but not as quickly.  No surprises here. 

  Hypothetical consumption and savings functions appear in  Figure 13 . As disposable 

income rises, consumption and saving rise as well. Because disposable income rises as 

output, or real GDP rises, we can say that as real GDP rises, consumption and saving 

rise. What about investment?   

 The Investment Sector   We learned in Chapter 6 that investment is the loose cannon 

on our economic deck. Keynes was well aware of this. What causes recessions in the 

Keynesian model? A decline in profi t expectations causes recessions, or as Keynes puts 

it, the marginal effi ciency of capital. Although rising interest rates may play an important 

role in setting off recessions, Keynes stressed profi t expectations:  

 But I suggest that a more typical, and often the predominant, explanation of the crisis is, 

not primarily a rise in the rate of interest, but a sudden collapse in the marginal effi ciency 

of capital.  7  

    How do we allow for planned investment in the Keynesian model? We’ve seen 

that planned consumption rises with disposable income and real GDP. What about 

Investment is unstable.Investment is unstable.
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6Ibid., p. 96.
7Ibid., p. 315.
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planned investment? It, too, probably varies directly with disposable income and real 

GDP. But we need to keep things simple. So we’re going to come up with an arbitrary 

fi gure for planned investment—$500 billion—and keep it constant for all levels of 

real GDP   .   

       We’ll add just one line to our graph, the C 1 I line, and then we’ll be able to wind 

up our analysis. We’ve done that in  Figure 14 . Assuming C 1 I constitutes aggregate 

demand, how much is equilibrium GDP? It comes out to $7 trillion. 

  And how much is investment? It’s a constant of $500 billion. 

  So, at equilibrium GDP, all our ducks are in a line, so to speak. Aggregate demand, 

C 1 I (measured vertically), is equal to aggregate supply, or real GDP (measured on the 

horizontal scale). The level of output produced is exactly equal to the amount that  buyers 

wish to purchase. 

  Also, saving and investment are equal. Saving is the vertical distance between the 

C line and the 45-degree line. The vertical distance between the C line and the C 1 I 
line is I. Therefore, the vertical distance between the C line and the 45-degree line 

must be equal to (actually, identical to) the vertical distance between the C line and 

the C 1 I line. (For extra help with fi nding equilibrium GDP, see the box, “Finding 

Equilibrium GDP.”) 

E X T R A

H E L P
Finding equilibrium GDP is as easy as fi nding the level 

of spending at which saving and investment are equal. 

Try to fi nd that level of spending in Figure A.

 What did you get? Equilibrium GDP is $5.5 trillion. 

Now, how much is saving? At equilibrium GDP, saving—

the vertical distance between the C line and the 45-

degree line—is about $1.7 trillion. And how much is I? 

It’s the vertical distance between the C line and the C 1 I 
line—also about $1.7 trillion. And so, at an equilibrium 

Finding Equilibrium GDP

GDP of $5.5 trillion, saving and investment are equal at 

$1.7 trillion.

 In Figure B we come back to the C 1 I 1 G 1 Xn

graph from Chapter 8. C 1 I 1 G 1 Xn is aggregate 

demand, or GDP. We’ve simply added the government and 

foreign sectors to the consumption and investment sectors.

 How much is equilibrium GDP in Figure B? It’s $5 

trillion. We’ll be making good use of this type of graph 

at the beginning of the next chapter.
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 Classical and Keynesian Economics 267

        Disequilibrium and Equilibrium  

 In both Keynesian and classical economic systems, the economy is always tending toward 

equilibrium, where aggregate demand and aggregate supply are equal. Let’s look at this 

process from two perspectives: fi rst, when aggregate demand is larger than aggregate 

supply and second, when aggregate supply is larger than aggregate demand. 

  (1) Aggregate Demand Exceeds Aggregate Supply 

 When aggregate demand exceeds aggregate supply, a chain reaction is set off and con-

tinues until the economy is back in equilibrium. The fi rst thing that happens is that 

inventories start declining. What do business fi rms do? They order more inventory. Con-

sequently, orders to manufacturers rise, and, of course, production rises. Manufacturers 

will hire more labor, and eventually, as plant utilization approaches capacity, more plant 

and equipment are ordered. 

    Suppose you own an appliance store. You have been ordering 50 blenders a month 

because that’s about how many you sell. But during the last month your blender sales 

doubled, so you decide to order 100 blenders instead of your usual 50. Think of what 

this does to the production of blenders, assuming the other appliance stores double their 

orders as well. 

    As more people fi nd employment, they will consume more, raising aggregate demand. 

Business fi rms may also begin raising their prices. Retailers may perceive that their 

customers are willing to pay more. Eventually, the manufacturers may have trouble 

increasing output much farther because of shortages in labor, raw materials, plant and 

equipment, or the funds to fi nance expansion. These shortages will occur at some point— 

and consequently, most prices will rise—because what is happening in the appliance 

industry is probably happening in the rest of the economy. As the economy approaches 

full capacity (and full employment), prices will have begun to rise. 

    We started with aggregate demand exceeding aggregate supply, but this disparity 

told manufacturers to increase aggregate supply. First, output was increased; eventually, 

so were prices. As GDP (which is identical to aggregate supply) is defi ned as the 

nation’s output of goods and services at market prices, it appears that there are two 

ways to raise aggregate supply—by increasing output and by increasing prices. By 

  When aggregate demand 
exceeds aggregate supply, 
inventories decline.  

  When aggregate demand 
exceeds aggregate supply, 
inventories decline.  
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When C 1 I represents aggregate 
demand, how much is equilibrium 
GDP? It’s $7 trillion.
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268 C H A P T E R  1 1

doing this, we raise aggregate supply relative to aggregate demand and quickly restore 

equilibrium.   

 (2) Aggregate Supply Exceeds Aggregate Demand 

 When aggregate supply is greater than aggregate demand, the economy is in disequilibrium. 

Aggregate supply must fall. Because aggregate supply is greater than aggregate demand, 

production exceeds sales, and inventories are rising. When retailers realize this, what do they 

do? They cut back on orders to manufacturers. After all, if you found you were accumulat-

ing more and more stock on your shelves, wouldn’t you cut back on your orders? Remem-

ber, not only does it cost money to carry large inventories—shelf space as well as money 

is tied up—but also there is always the risk that you may not be able to sell your stock. 

    When manufacturers receive fewer orders, they reduce output and consequently lay 

off some workers, further depressing aggregate demand as these workers cut back on 

their consumption. Retail fi rms, facing declining sales as well as growing inventories, 

may reduce prices, although during recent recessions price reductions have been rela-

tively uncommon. Eventually, inventories are suffi ciently depleted. In the meantime, 

aggregate supply has fallen back into equilibrium with aggregate demand. 

   (3) Summary: How Equilibrium Is Attained 

 We can make an interesting observation about the entire process. When the economy is 

in disequilibrium, it automatically moves back into equilibrium. It is always aggregate 

supply that adjusts. When aggregate demand is greater than aggregate supply, the latter 

rises, and when aggregate supply exceeds aggregate demand, aggregate supply declines. 

    Please keep in mind that aggregate demand (C 1 I) must equal the level of produc-

tion (aggregate supply) for the economy to be in equilibrium. When the two are not 

equal, aggregate supply must adjust to bring the economy back into equilibrium.    

  Keynesian Policy Prescriptions  

 Let’s summarize the classical position. Recessions are temporary because the economy 

is self-correcting. Declining investment will be pushed up again by falling interest rates, 

while, if consumption falls, it will be raised by falling prices and wages. And because 

recessions are self-correcting, the role of government is to stand back and do nothing. 

    Keynes’s position was that recessions were not necessarily temporary, because the 

self-correcting mechanisms of falling interest rates and falling prices and wages might 

be insuffi cient to push investment and consumption back up again. The private economy 

does not automatically move toward full employment. Therefore, it would be necessary 

for the government to intervene. 

    What should the government do? Spend money! How  much  money?  8 If the economy 

is in a bad recession, it will be necessary to spend a lot of money. And if it’s in a depres-

sion, then it must spend even more.  

     Aggregate demand is insuffi cient to provide jobs for everyone who wants to work; 

thus it is necessary for the government to provide the spending that will push the  economy 

toward full employment. Just spend money; it doesn’t matter on what. Keynes made this 

point quite vividly:  

 If the Treasury were to fi ll old bottles with banknotes, bury them at suitable depths in 

disused coal mines which are then fi lled up to the surface with town rubbish, and leave it 

to private enterprise on well-tried principles of laissez-faire to dig the notes up again . . . , 

  When aggregate supply exceeds 
aggregate demand, inventories 
rise.  

  When aggregate supply exceeds 
aggregate demand, inventories 
rise.  

  When the economy is in 
disequilibrium, it automatically 
moves back into equilibrium.  

  When the economy is in 
disequilibrium, it automatically 
moves back into equilibrium.  

  The classicals believed 
recessions were temporary 
because the economy is self-
correcting.  

  The classicals believed 
recessions were temporary 
because the economy is self-
correcting.  

8We’ll be much more specifi c in the next chapter. But let’s be clear now that, when the government spends 
more money, that’s not the same thing as printing more money. Generally it borrows more money and then 
spends it.
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there need be no more unemployment. . . . It would, indeed, be more sensible to build 

houses and the like; but if there are political and practical diffi culties in the way of this, 

the above would be better than nothing.  9  

      If all it takes is government spending to get us out of a depression, then why didn’t 

President Franklin Roosevelt’s massive New Deal spending get us out of the Great 

Depression? First of all, it  did  succeed in bringing about rapid economic growth between 

1933 and 1937. But then, just when the economy seemed to be coming out of its depres-

sion, Roosevelt suddenly tried to balance the federal budget; he got Congress to raise 

taxes and cut government spending. On top of this, the Federal Reserve sharply cut the 

rate of growth of the money supply. So back down we went, with output plunging sharply 

and the unemployment rate soaring once again. 

    Not until the huge World War II armaments expenditures in the early 1940s did the 

United States fi nally emerge from the Depression. So what, then, did we learn from all 

of this? One possibility is that the only way to end a depression is to go to war. But 

what I hope you learned is that massive government spending of  any  kind—whether on 

highways, school construction, AIDS research, crime prevention, space exploration,  or  

on soldiers’ salaries—will pull us out of a depression. 

    In recent times, the most expensive application of Keynes’s policy prescription for 

recessions has been carried out by Japan. For nearly the entire decade of the 1990s, the 

Japanese economy was mired in recession. During this period Japan spent more than 

$1 trillion, much of it on bridges, tunnels, airports, concert halls, and highways. Although 

none of these projects was as unproductive as burying bottles of banknotes, the new 

$10 billion Tokyo subway line, which was supposed to provide a direct route from the 

northern part of the city to the southwest, does not do so. It was just one of many 

Japanese public works projects that seem extravagant, wasteful, or even pointless. 

    But the million-dollar question—or, in this case, the trillion-dollar question—is how 

this giant public works program benefi ted the Japanese economy. Clearly it has kept a 

lingering recession from slipping into a more severe one, or even into a depression. 

Maybe the Japanese government, like the American New Deal of the 1930s, just did not 

spend enough for long enough. Or just maybe, what really counts is not just how  much  

you spend, but  how  you spend it. 

    Over the last eight decades, our economy has been racked by repeated bouts of 

infl ation, recession, and, of course, the decade-long Great Depression. According to John 

Maynard Keynes, our problem during periods of recession and depression has been 

insuffi cient aggregate demand. And though he died in 1946, before we encountered 

periods of sustained infl ation, he would have prescribed lowering aggregate demand to 

bring down the infl ation rate. 

    In the next chapter we shall deal specifi cally with this Keynesian manipulation of 

the level of aggregate demand to deal with infl ation and recession. Fiscal policy, which 

is the name that has been assigned to Keynesian taxation and government spending 

prescriptions, became the basic government policy tool to ensure price stability and high 

employment from the 1930s through the 1960s. 

  Current Issue: Keynes and Say in the 21st Century 

 Until the 1970s the American economy was essentially a closed system. Mass production 

and mass consumption fed off each other. We made it and then we bought it. Our system 

was best described by Say’s law: Supply creates its own demand. 

 There was no problem as long as American workers used their wages to buy up the 

goods and services they produced. Henry Ford recognized this truth back in 1914 when 

he doubled the wages of his semiskilled assembly line workers to the unheard sum of 

$5 a day. He recognized that every worker was a potential customer. 

  Why didn’t New Deal spending 

get us out of the economic 

crisis of the 1930s?  

  Why didn’t New Deal spending 

get us out of the economic 

crisis of the 1930s?  

9Keynes, The General Theory of Employment, Interest, and Money, p. 129.

sLa75799_ch11_251-274.indd Page 269  4/18/08  12:53:36 PM user-s206sLa75799_ch11_251-274.indd Page 269  4/18/08  12:53:36 PM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/18:04:08/MHBR019/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/18:04:08/MHBR019



270 C H A P T E R  1 1

 When our economy collapsed in the 1930s, John Maynard Keynes declared that our 

problem was inadequate aggregate demand for goods and services. Standing Say’s law 

on its head, Keynes believed that demand creates its own supply. If individual consum-

ers, business fi rms, and the government spent a lot more money, then a lot more goods 

and services would be produced. 

 The next three decades were quite prosperous as consumers, businesses, and the 

government spent enough money to buy up a steadily growing supply of goods and 

services. Almost every year we spent more and we produced more. We churned out 

suburban homes, station wagons, highways, TVs, furniture, clothing, school buildings, 

shopping malls, and foodstuffs, not to mention a vast array of weaponry. 

 During those decades we were nearly self-suffi cient. But after Japan, Germany, and 

the rest of the industrial world rebuilt their war-devastated economies, American manu-

facturers began to face competition. In foreign markets, and even on our home turf, foreign 

manufacturers of TVs, cars, clothing, and other consumer goods began eating our lunch. 

 Things went from bad to worse as manufacturing employment fell from 22 percent 

of total employment in 1979 to just 10 percent today. We no longer were operating a 

closed system in which we bought up our own output. 

 Neither Say nor Keynes are giving us the answers we need. Supply is certainly  not  
creating its own demand. Nor is a robust aggregate demand preventing our manufactur-

ing base from eroding. To sum up: Because we consume much more than we produce, 

our aggregate demand is much greater than our aggregate supply. As a result, we are 

running huge and growing trade defi cits. These defi cits will be a major topic of the next 

to last chapter of this book.      

  Questions for Further Thought and Discussion  

   1.    The classical economists believed that our economy was always at full employment 

or tending toward full employment. If our economy were operating below full 

 employment, what would happen, according to the classicals, to move the economy 

back toward full employment?  

   2.    When the price level increases, the quantity of goods and services purchased 

 declines. Why does this happen?  

   3.    Explain the difference between the long-run aggregate supply curve and the short-run 

aggregate supply curve.  

   4.    What were the major areas of disagreement between John Maynard Keynes and the 

classical economists?  

   5.    Describe the chain reaction that is set off when (a) aggregate demand exceeds aggre-

gate supply; (b) aggregate supply exceeds aggregate demand.  

   6.     Practical Application:  If you lived in a village cut off from the rest of the world, 

show how Say’s law would apply to your village’s economy.    

sLa75799_ch11_251-274.indd Page 270  4/18/08  12:53:37 PM user-s206sLa75799_ch11_251-274.indd Page 270  4/18/08  12:53:37 PM user-s206 /Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/18:04:08/MHBR019/Users/user-s206/Desktop/Tempwork/Anita_backup/APRIL/18:04:08/MHBR019



   Multiple-Choice Questions  

Circle the letter that corresponds to the best answer.  

   1.   Until the Great Depression, the dominant school of 

economic thought was   . ( LO4 ,  5 )  

  a)   classical economics  

  b)   Keynesian economics  

  c)   supply-side economics  

  d)   monetarism    

   2.   The classical economists believed in 

    . ( LO2 )  

  a)   strong government intervention  

  b)   laissez-faire  

  c)   a rapid growth in the money supply  

  d)   none of these    

   3.   Say’s law states that     . ( LO1 )  

  a)    we can have an infl ation or a recession, but never 

both at the same time  

  b)   the normal state of economic affairs is recession  

  c)   demand creates its own supply  

  d)   supply creates its own demand    

   4.   People work, according to Jean Baptiste Say, so that 

they can     . ( LO1 )  

  a)   consume  c)  stay busy  

  b)   save     d)   none of these    

   5.   According to the classical economists, 

    . ( LO2 )  

  a)   people will always spend all their money  

  b)   any money that is saved will be invested  

  c)   saving will always be greater than investment  

  d)   saving will always be smaller than investment    

   6.   Keynes believed     . ( LO5 )  

  a)   recessions were temporary  

  b)    once a recession began, it would always turn into 

a depression  

Workbook for Chapter 11

Name  Date 

  c)    the real problem that modern economies faced 

was infl ation  

  d)   none of these    

   7.   “Our economy is always at full employment” was a 

claim made by     . ( LO2 ,  4 )  

  a)   both Keynes and the classicals  

  b)   neither Keynes nor the classicals  

  c)   Keynes but not the classicals  

  d)   the classicals but not Keynes    

   8.   According to the classical economists, if the amount of 

money people are planning to invest is greater than the 

  amount that people want to save,     . ( LO3 )  

  a)   interest rates will rise and saving will rise  

  b)   interest rates will fall and saving will fall  

  c)   interest rates will fall and saving will rise  

  d)   interest rates will rise and saving will fall    

   9.   Each of the following supports the classical theory of 

employment except     . ( LO3 ,  4 )  

  a)   Say’s law  

  b)   wage-price fl exibility  

  c)   the interest mechanism  

  d)   government spending programs    

   10.   Our economy is defi nitely at equilibrium in each case 

except when     . ( LO  4 )  

  a)   saving equals investment  

  b)   aggregate demand equals aggregate supply  

  c)    the amount people are willing to spend equals the 

amount that producers are producing  

  d)   equilibrium GDP equals full-employment GDP    

   11.   That we are always tending toward full employment 

is a belief of       . ( LO6 )  

  a)   Keynes  

  b)   the classicals  

  c)   both Keynes and the classicals  

  d)   neither Keynes nor the classicals    
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   12.   Keynes said       . ( LO5 )  

  a)    the expected profi t rate was more important than 

the interest rate  

  b)    the interest rate was more important than the 

expected profi t rate  

  c)    the expected profi t rate and the interest rate were 

equally important  

  d)    neither the expected profi t rate nor the interest rate 

was important    

   13.   John Maynard Keynes is most closely associated with 

the       . ( LO5 )  

  a)   American Revolution  

  b)   French Revolution  

  c)   Great Depression  

  d)   Russian Revolution    

   14.   The classical economists’ aggregate supply curve is 

vertical       . ( LO4 )  

  a)   both in the short run and in the long run  

  b)   in neither the short run nor the long run  

  c)   in the short run, but not in the long run  

  d)   in the long run, but not in the short run    

   15.   To end a bad recession, we need to       . ( LO7 )  

  a)   go to war  

  b)   spend a lot of money  

  c)   balance the federal budget    

   16.   Which statement best describes the classical theory of 

employment? ( LO2 )  

  a)    We will always have a great deal of 

unemployment.  

  b)    We will usually have a great deal of 

unemployment.  

  c)    We will occasionally have some unemployment, 

but our economy will automatically move back 

toward full employment.  

  d)   We never have any unemployment.    

   17.   According to Keynes, our economy always tends 

toward       . ( LO5 ,  6 )  

  a)   equilibrium GDP  

  b)   full-employment GDP  

  c)   recessions  

  d)   infl ations    

   18.   When saving is greater than investment, we are       

. ( LO2 , 6)  

  a)   at equilibrium GDP  

  b)   at full-employment GDP  

  c)   below equilibrium GDP  

  d)   above equilibrium GDP    

   19.   Keynes considered full-employment GDP to be       

. ( LO5 ,  6 )  

  a)   the normal state of economic affairs  

  b)   a rare occurrence  

  c)   an impossibility  

  d)   none of these    

   20.   Keynes was concerned mainly with

       . ( LO4 ,  5 )  

  a)   aggregate supply  

  b)   aggregate demand  

  c)   the interest rate  

  d)   infl ation    

   21.   When aggregate demand is greater than aggregate 

supply,       . ( LO4 )  

  a)   inventories get depleted and output rises  

  b)   inventories get depleted and output falls  

  c)   inventories rise and output rises  

  d)   inventories rise and output falls    

   22.   When the economy is in disequilibrium, 

      . ( LO4 )  

  a)   production automatically rises  

  b)   production automatically falls  

  c)   it automatically moves back into equilibrium  

  d)   it stays in disequilibrium permanently    

   23.   As the price level rises,       . ( LO4 )  

  a)   the quantity of goods and services demanded falls  

  b)   the quantity of goods and services demanded rises  

  c)    the quantity of goods and services demanded stays 

the same  

  d)   none of the above is correct    

  24.   The slope of the aggregate demand curve is explained 

by each of the following except       . ( LO3 ,  4 )  

  a)   the real balance effect  

  b)   the interest rate effect  

  c)   the foreign purchases effect  

  d)   the profi t effect    
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  25.   Which of the following antirecession (or 

antidepression) programs would not be one that John 

Maynard Keynes would have prescribed? ( LO7 )  

  a)   The New Deal under President Franklin Roosevelt  

  b)    The one-trillion-dollar Japanese public works 

program of the 1990s  

  c)    Letting the forces of supply and demand allow the 

economy to reattain full employment  

  d)   Burying bottles containing banknotes    

  26.   Which of the following is the most accurate statement 

about meeting our current economic needs? ( LO2 ,  7 )  

  a)    John Maynard Keynes, rather than Jean Baptiste 

Say, is providing the economic answers we need.  

  b)    Say, rather than Keynes, is providing the 

economic answers we need.  

  c)    Neither Keynes nor Say is providing the economic 

answers we need.  

  d)    Together, Keynes and Say are providing the 

economic answers we need.    

  27.   If we are operating in the classical range of the 

aggregate supply curve and aggregate demand rose, 

  then       . ( LO 4 )  

  a)    output would rise and the price level would 

remain the same  

  b)    output would remain the same and the price level 

would rise  

  c)   output would rise and the price level would rise  

  d)    output would remain the same and the price level 

would remain the same    

  28.   Keynes and the classical economics would agree that 

  . ( LO 6 )  

  a)    our economy is always at equilibrium or tending 

toward equilibrium  

  b)    our economy is never at or tending toward 

equilibrium  

  c)    the prime mover of our economy is aggregate supply  

  d)    the prime mover of our economy is aggregate 

demand       

 Fill-In Questions  

   1.   Laissez-faire was advocated by the    

school of economics. ( LO1 ,  2 )  

   2.   The two reasons why the aggregate supply curve 

moves upward to the right are: (1)    and 

(2)   . ( LO4 )  

   3.   According to Say’s law, people work so that they can   

. ( LO1 )  

   4.   According to Say’s law, people spend   

. ( LO1 )  

   5.   The classical economists believed savings would 

equal   . ( LO2 ,  3 )  

   6.   If supply creates its own demand, asked Keynes, why 

are we having a   ? ( LO5 )  

   7.   If saving were greater than investment, said the 

classical economists, they would be set equal by the   

  . ( LO2 )  

   8.   The classical economists believed that wages and    

prices were    fl exible. ( LO2 )  

   9.   The classical economists believed recessions were 

  . ( LO2 )  

   10.   During recessions, said the classical economists, the 

government should   . ( LO2 )  

   11.   When aggregate demand is greater than aggregate 

supply, inventories will  and output will 

  . ( LO4 ,  6 )  

   12.   When individuals, business fi rms, and the government 

are spending just enough money to provide jobs for 

everyone willing and able to work, we are at    

   GDP. ( LO6 )  

   13.   At equilibrium GDP,    will be equal to 

  . ( LO4 ,  6 )  

   14.   Our economy always tends toward    

GDP. ( LO6 )  

   15.   When investment is greater than savings, we are    

 equilibrium GDP. ( LO6 )  

   16.   Full-employment GDP and equilibrium GDP are   

 equal. ( LO6 )  

   17.   Keynes was most concerned with one main variable, 

  . ( LO5 )  

   18.   According to John Maynard Keynes, the level of 

aggregate supply is determined by the    

. ( LO6 )  
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   19.   When we are far below the full-employment level of 

GDP, Keynes policy prescription was    

. ( LO6 )  

   20.   When aggregate supply is greater than aggregate 

demand, the economy is in   . ( LO4 ,  6 )     

 Problems  

   1.   If GDP 5 C 1 I and if GDP 5 C 1 S, then   

 5   . ( LO1 )  

   2.   Given the information in  Figure 1 , and assuming an 

interest rate of 15 percent: (a) Will the economy be 

at equilibrium? (b) Will savings equal investment? 

(c) What will happen, according to the classical 

economists? ( LO3 ,  6 )  

   3.   Given the information in  Figure 2 : (a) If aggregate 

demand shifts from AD 1  to AD 2 , what happens to the 

level of prices and to output? (b) If aggregate demand 

shifts from AD 2  to AD 3 , what happens to the level of 

prices and to output? (c) If aggregate demand shifts 

from AD 3  to AD 4 , what happens to the level of prices 

and to output? ( LO4 )  
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   4.   Given the information in  Figure 2 : (a) Which 

aggregate demand curve represents our economy 

during the Great Depression? (b) Which aggregate 

demand curve represents our economy during nearly 

all the years since World War II? (c) Which aggregate 

demand curve represents our economy during a 

period of full employment with a great deal of 

infl ation? ( LO6 )   
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 Chapter 12 

  T
 hese are exciting times—at least for economists. In 2000 we had the largest federal 

government surplus in our history; since 2002 we’ve been running large defi cits. 

  Fiscal policy is  the manipulation of the federal budget to attain price stability, 
relatively full employment, and a satisfactory rate of economic growth . To attain these 

goals, the president and Congress must manipulate its spending and taxes. Later, in 

Chapter 14, we’ll look at monetary policy, which uses very different means to promote 

the same ends. 

 Fiscal Policy and the National Debt  

   6.   Budget defi cits and surpluses.  
 7. Fiscal policy lags.
   8.   The public debt.  
   9.   Crowding-in and crowding-out.   

   1.   The recessionary gap.  
   2.   The infl ationary gap.  
   3.   The multiplier and its applications.  
   4.   Automatic stabilizers.  
   5.   Discretionary fi scal policy.  

  LEARNING OBJECTIVES 

  In this chapter you will learn about:  

    Putting Fiscal Policy into Perspective  

 Until the time of the Great Depression, the only advice economists gave the government 

was to try to balance its budget every year and to not interfere with the workings of the 

private economy. Just balance the books and then stay out of the way. There was no such 

thing as fi scal policy until John Maynard Keynes invented it in the 1930s. 

    He pointed out that there was a depression going on and that the problem was ane-

mic aggregate demand. Consumption was lagging because so many people were out of 

work. Investment was extremely low because businessowners had no reason to add to 

their inventories or build more plant and equipment. After all, sales were very low and 

much of their plant and equipment was sitting idle. So the only thing left to boost aggre-

gate demand was government spending. 

    What about taxes? Well, certainly, we would not want to  raise  them. That would 

push aggregate demand even lower. We might even want to  cut  taxes to give consumers 

and businesses more money to spend. OK, now if we were to follow this advice, would 

the government be able to balance its budget? No way! But if we ran a big enough 

budget defi cit, we could jump-start the economy and, in effect, spend our way out of 

this depression. 

  275
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276 C H A P T E R  1 2

    You don’t have to be a great economist to see that we haven’t been too successful 

at attaining our fi scal policy goals, particularly since the mid-1960s. It’s important that 

the aggregate supply of goods and services equals the aggregate demand for goods and 

services at just the level of spending that will bring about full employment at stable 

prices. 

    Equilibrium GDP tells us the level of spending in the economy. Full-employment 

GDP tells us the level of spending necessary to get the unemployment rate down to 

5 percent (which we have been calling full employment). We’ll see how fi scal policy is 

used to push equilibrium GDP toward full-employment GDP. 

    In terms of equilibrium GDP, sometimes we are spending too much, and at other 

times we are spending too little. When equilibrium GDP is too big, we have an infl ation-

ary gap, and when it’s too small, a recessionary gap. Remember Goldilocks and the Three 

Bears? Remember the porridge that was too hot and the porridge that was too cold? Like 

Goldilocks seeking the perfect porridge, our policy objective is to fi nd a level of GDP 

that is just right. We will deal with recessionary and infl ationary gaps and GDPs that are 

just right in the next few pages.   

  Part I: The Recessionary Gap 
and the Infl ationary Gap  

 Before we go to the gaps, we need to review some terms from Chapter 11. First:  equilib-
rium GDP.  Our economy is always at equilibrium GDP or tending toward it.  Equilibrium 
GDP is the level of output at which aggregate demand equals aggregate supply.  What is 

 aggregate demand?  It’s  the sum of all expenditures for goods and services  (that is, C 1 I 1 

G 1 X n ). And what is  aggregate supply ? Aggregate supply is  the nation’s total output of 
fi nal goods and services.  So at equilibrium GDP, everything produced is sold. 

    We need to review one more term:  full-employment GDP . Full employment means 

nearly all our resources are being used. For example, if our plant and equipment is 

operating at between 85 and 90 percent of capacity,  that’s  full employment. Or if only 

5 percent of our labor force is unemployed, then  that’s  full employment. So, what’s full- 

employment GDP? Full-employment GDP is  the level of spending necessary to provide 
full employment of our resources . Alternatively, it is the level of spending necessary to 

purchase the output, or aggregate supply, of a fully employed economy.  

 The Recessionary Gap 

 A  recessionary gap occurs when equilibrium GDP is less than full-employment GDP.  
Equilibrium GDP is the level of spending that the economy is at or is tending toward. 

Full-employment GDP is the level of spending needed to provide enough jobs to reduce 

the unemployment rate to 5 percent. When too little is being spent to provide enough 

jobs, we have a defl ationary gap, which is shown in  Figure 1 . 

    How much is equilibrium GDP in Figure 1? Write down the number. What did you 

get? Did you get $5 trillion? That’s the GDP at which the C 1 I 1 G 1 X n  line crosses 

the 45-degree line. 

    How do we close this gap? We need to raise spending—consumption (C) or invest-

ment (I) or government expenditures (G)—or perhaps some combination of these. John 

Maynard Keynes tells us to raise G. Or we may want to lower taxes. Lowering business 

taxes might raise I; lowering personal income taxes would increase C. 

    How much would we have to raise spending to close the recessionary gap shown in 

Figure 1? Would you believe $1 trillion? That’s right! This is  some  recessionary gap. 

There would have to be a depression going on, so we would need to raise spending by 

$1 trillion. Anything less would reduce, but not eliminate, the gap. 

    Note that equilibrium GDP is $2 trillion less than the full-employment GDP of 

$7 trillion. In a few pages we’ll do some multiplier analysis. This analysis will show us 

  Equilibrium GDP is the level 
of output at which aggregate 
demand equals aggregate 
supply.  

  Equilibrium GDP is the level 
of output at which aggregate 
demand equals aggregate 
supply.  

  Full employment GDP is the 
level of spending necessary to 
provide full employment of our 
resources.  

  Full employment GDP is the 
level of spending necessary to 
provide full employment of our 
resources.  

  How can we close the 
recessionary gap?  
  How can we close the 
recessionary gap?  
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 Fiscal Policy and the National Debt 277

that raising G by $1 trillion will raise equilibrium GDP by $2 trillion and eliminate the 

recessionary gap. But let’s not get ahead of ourselves. 

    Note how the points in Figure 1 line up. Equilibrium GDP is to the left of full-

employment GDP. The recessionary gap is directly above the full-employment GDP. 

It is the vertical distance between the 45-degree line and the C 1 I 1 G 1 X n  

line.   

 The Infl ationary Gap 

  Figure 2  shows the infl ationary gap. The key difference between this graph and that of 

the recessionary gap is the position of equilibrium GDP. When there is an infl ationary 

gap, equilibrium GDP is to the right of full-employment GDP. It is to the left when 

there’s a recessionary gap.  Equilibrium GDP is greater than full-employment GDP when 
there’s an infl ationary gap.  When there’s a recessionary gap, full-employment GDP is 

greater than equilibrium GDP. 

    In both graphs the gap is the vertical distance between the C 1 I 1 G 1 X n  line 

and the 45-degree line, and in both graphs the gap is directly above full-employment GDP. 

In short, when there’s a recessionary gap, equilibrium GDP is too small; when there’s an 

infl ationary gap, it’s too big. To eliminate an infl ationary gap, Keynes would suggest 

 cutting G and raising taxes. Both actions are aimed at reducing spending and, therefore, 

equilibrium GDP. 

    In Figure 2 the infl ationary gap is $200 billion ($1,200 billion 2 $1,000 billion). If 

we cut spending by $200 billion, it would have a multiplied effect on GDP. Equilibrium 

GDP would decline by $500 billion ($1,500 billion � $1,000 billion) to the full-employment 

level. 

    I’m tossing around billions and trillions as if they were pocket change. Remember 

that 1,000 billion equals 1 trillion.  

    To summarize, if spending is too high, equilibrium GDP is above the full-employment 

level. To eliminate the infl ationary gap, we cut G and/or raise taxes. If equilibrium GDP 

is less than full-employment GDP, we eliminate the recessionary gap by raising G and/

or cutting taxes. 

  Recessionary gap: Equilibrium 
GDP is too small.  
  Recessionary gap: Equilibrium 
GDP is too small.  

  Infl ationary gap: Equilibrium 
GDP is too large.  
  Infl ationary gap: Equilibrium 
GDP is too large.  
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The Recessionary Gap
When full-employment GDP is 
greater than equilibrium GDP, there 
is a recessionary gap. How much is 
it in this graph? The recessionary 
gap is $1 trillion.
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        For the last three decades Republicans have labeled every Democratic presidential 

candidate a “tax and spend liberal.” And by inference these Republicans wanted to be 

called “low-tax and low-spend conservatives.” To generalize, liberals would seem to 

favor a high-spending, high-taxing, big government, and conservatives a low-spending, 

low-taxing, relatively small government. How would these philosophies lend themselves 

to fi scal policy? 

    If there were a recession, conventional fi scal policy calls for tax cuts and more 

government spending. If the liberal could choose just one of these measures, which would 

she favor? And which one would the conservative favor? The liberal would choose higher 

government spending (which would increase the role of government), while the conser-

vative would cut taxes, thereby reducing the government’s role. 

    Now fi gure out the liberal’s and conservative’s respective policy prescriptions for 

dealing with infl ation. Write them down right here: 

    The liberal would raise taxes, and the conservative would cut government spending. 

To generalize—or perhaps overgeneralize—the liberal tends to favor bigger government, 

and the conservative, smaller government.    

  Part II: The Multiplier and Its Applications  

 We’re going to put together some concepts introduced in earlier chapters: aggregate 

demand (Chapters 9 and 11), the marginal propensity to consume (Chapter 5), and equi-

librium GDP (Chapter 11). We know that an increase in G will raise aggregate demand, 

Figure 2

The Infl ationary Gap
When equilibrium GDP is greater 
than full-employment GDP, there is 
an infl ationary gap. How large is 
the infl ationary gap in this graph? 
The infl ationary gap is $200 billion.
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 Fiscal Policy and the National Debt 279

but by how much? We also know that a tax increase will lower aggregate demand, but, 

again, by how much? The multiplier will tell us by just how much.  

 The Multiplier 

 The multiplier is based on two concepts covered in Chapter 9: (1) GDP is the nation’s 

expenditure on all the fi nal goods and services produced during the year at market prices. 

(2) GDP 5 C 1 I 1 G 1 X n . 

    It is obvious that if C goes up, GDP will go up. Or if I goes down, so will GDP. 

Now we’ll add a new wrinkle. When there is any change in spending, that is, in C, I, 

G, or X  n , it will have a multiplied effect on GDP. 

    When money is spent by one person, it becomes someone else’s income. And what 

do we  do  with most of our income? We spend it. Once again, when this money is spent, 

someone else receives it as income and, in turn, spends most of it. If a dollar were ini-

tially spent, perhaps someone who received that dollar would spend 80 cents, and of that 

80 cents received by the next person, perhaps 64 cents would be spent. If we add up all 

the spending generated by that one dollar, it will add up to four or fi ve or six times that 

dollar. Hence, we get the name  the multiplier.  
    Any change in spending (C, I, or G) will set off a chain reaction, leading to a mul-

tiplied change in GDP. How  much  of a multiplied effect? A $10 billion increase in G 

might increase GDP by $50 billion. In that case, the multiplier is 5. If a decline of $5 bil-

lion in I causes GDP to fall by $40 billion, then the multiplier would be 8. 

    First we’ll concentrate on calculating the multiplier, for which we’ll use the 

 formula: 

  

1

1 2 MPC  

    Then we’ll see how it is used to predict changes in GDP. (A reminder: MPC is 

marginal propensity to consume.) 

    The formula above is the same as 1/MPS, or 
1

marginal propensity to save
. Remem-

ber, MPC 1 MPS 5 1 (or 1 2 MPC 5 MPS). Because the multiplier (like C) deals 

with spending, 1/(1 2 MPC) is a more appropriate formula. 

    The MPC can thus be used to fi nd the multiplier. If the MPC were 0.5, fi nd the 

multiplier. Work this problem out in the space below. Write down the formula fi rst, then 

substitute and solve. 

   Solution: 

  
Multiplier 5

1

1 2 MPC
5

1

1 2 0.5
5

1

0.5
5 2

  

    Many students get lost at the third step. How do we get 0.5? How come 1 2 0.5 5 0.5? 

Look at it this way: 

   1.0  

2 0.5 

   0.5  

  
Multiplier 5

1

1 2 MPC  
Multiplier 5

1

1 2 MPC
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    If it’s still not clear, then think of 1 as a dollar and 0.5 (or .50) as 50 cents. How 

much is a dollar minus 50 cents? 

    Step four is just as easy. How many times does 50 cents go into a dollar? Or, you 

can just divide 0.5 into 1.0. Either way, it comes out to 2. 

    Let’s try another problem. When the MPC is 0.75, how much is the multiplier? 

 Solution: 

  
Multiplier 5

1

1 2 MPC
5

1

1 2 0.75
5

1

0.25
5 4

    After you’ve substituted into the formula, think of 1 as a dollar and 0.75 as 75 cents. 

From there (1/0.25) we divide 0.25 into 1, or a quarter into a dollar. 

  Applications of the Multiplier 

 Knowing the multiplier, we can calculate the effect of changes in C, I, and G on the 

level of GDP. If GDP is 2,500, the multiplier is 3, and C rises by 10, what is the new 

level of GDP? 

    A second formula is needed to determine the new level of GDP: 

  New GDP 5 Initial GDP 1 (Change in spending 3 Multiplier)  

    Note the parentheses. Their purpose is to ensure that we multiply before we add. In 

arithmetic you must always multiply (or divide) before you add (or subtract). Always. 

The parentheses are there to make sure we do this. 

    Copy down the formula, substitute, and solve. 

   Solution: 

  (1) New GDP 5 Initial GDP 1 (Change in spending 3 Multiplier)  

   (2) 5 2,500 1 (10 3 3)  

   (3) 5 2,500 1 (30)  

    5 2,530 

    Here are a few variations of this type of problem. Suppose that consumer spending 

rises by $10 billion and the multiplier is 3. What happens to GDP? 

(See solution on the next page.)

  The multiplier is used to 
calculate the effects of changes 
in C, I, and G on GDP.   

  The multiplier is used to 
calculate the effects of changes 
in C, I, and G on GDP.   
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 Fiscal Policy and the National Debt 281

   Solution: It rises by $30 billion: $10 billion 3 3. 

    Try this one: Government spending falls by $5 billion with a multiplier of 7. 

   Solution: 2$5 billion 3 7 5 2$35 billion. In other words, if government spending falls 

by $5 billion with a multiplier of 7, GDP falls by $35 billion. 

    Two more multiplier applications and we’re through. First, how big is the multiplier in 

Figure 1? If you’re not sure, guess. What’s your answer? Is it 2? We can fi nd the multiplier 

by using deductive logic. We know the recessionary gap is $1 trillion. We also know that 

equilibrium GDP is $2 trillion less than full-employment GDP. (Equilibrium GDP is $5 tril-

lion and full-employment GDP is $7 trillion.) Suppose we were to raise G by $1 trillion. 

What would happen to the gap? It would vanish! And what would happen to equilibrium 

GDP? It would rise by $2 trillion and become equal to full-employment GDP. 

    Still not convinced? Let’s redraw Figure 1 as  Figure 3  and add C 1  1 I 1  1 G 1  1 

X n1.  You’ll notice that C 1  1 I 1  1 G 1  1 X n1
  is $1 trillion higher than C 1 I 1 G 1 X n . 

You’ll also notice that the recessionary gap is gone. And that equilibrium GDP equals 

full-employment GDP. 

    One more question: How big is the multiplier in Figure 2? Again, if you’re not sure, 

guess. Is your answer 2.5? How do we get 2.5? OK, we know that the infl ationary gap 

is 200, and we know equilibrium GDP is 500 greater than full-employment GDP. So if 

we lower G by 200, the infl ationary gap disappears. And now equilibrium GDP falls by 

500 and is equal to full-employment GDP. 

    Here’s a formula you can use to fi nd the multiplier whether you have an infl ationary 

gap or a recessionary gap: 

  
Multiplier 5

Distance between equilibrium GDP and full-employment GDP

Gap  

    In  Figure 4  the distance is 500 and the infl ationary gap is 200. So 500/200 5 2.5. You 

can also use this formula to fi nd the multiplier if there is a recessionary gap. For example, 

GDP (in trillions of dollars)
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 Removing the Recessionary Gap 
 Let’s start with an aggregate demand of C 1 I 1 G 1 X n  and an 
equilibrium GDP of $5 trillion. To remove the recessionary gap, we 
raise aggregate demand to C 1  1 I 1  1 G 1  1 X n1 . This pushes 
equilibrium GDP to $7 trillion and removes the recessionary gap. 
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 Removing the Infl ationary Gap 
 We’ll start with an aggregate demand of C 1 I 1 G 1 X n  and an 
equilibrium GDP of 1,500. To remove the infl ationary gap, we lower 
aggregate demand to C 1  1 I 1  1 G 1  1 X n1

 . This pushes equilibrium 
GDP down to 1,000 and removes the recessionary gap. 
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in Figure 3 the distance between equilibrium GDP and full-employment GDP is $2 trillion, 

which we can express as 2,000. And the recessionary gap is $1 trillion, or 1,000. Using 

the formula: 

  
Multiplier 5

Distance between equilibrium GDP and full-employment GDP

Gap
5

2,000

1,000
52

    If you are still a bit uncertain and want a little more practice, then do the work in 

the Extra Help box, “Finding the Multiplier.” The box on the paradox of thrift also 

 provides some insight on how the multiplier works. 

    One qualifying note is needed here. A signifi cant part of our money supply ends up 

outside the country, mainly because of our huge trade imbalance. This leakage of currency 

somewhat lowers the effectiveness of the multiplier. So a multiplier calculated to be, say, 

8, might be, in effect, perhaps 7. While we don’t know exactly how large this leakage is, 

we  can  say that it somewhat diminishes the actual size of the multiplier.   

 Part III: The Automatic Stabilizers  

 Have you ever been on an airborne plane when the pilot took a stroll through the cabin 

and you asked yourself, Who’s fl ying the plane? Let’s hope it’s the copilot. Or, if there’s 

no turbulence, maybe the plane is fl ying on automatic pilot. If it does get turbulent, then 

the pilot takes over the manual controls. 

    An analogy can be made with our economy. Our automatic stabilizers enable us to 

cruise along fairly smoothly, but when we hit severe economic turbulence, then we hope 

the president and Congress take the controls. Right now, we’ll examine our automatic 

stabilizers, and in Part IV, we’ll talk about discretionary fi scal policy, which is our manual 

control system. 

    In the 1930s the government built a few automatic stabilizers into the economy, 

mainly to prevent recessions from becoming depressions. Today, when the country hits 

  The automatic stabilizers 
protect us from the extremes of 
the business cycle.     

  The automatic stabilizers 
protect us from the extremes of 
the business cycle.     

282

E X T R A

H E L P
Let’s assume that the full-employment GDP is $4 trillion 

in Figure 3 (use the C 1 I 1 G 1 X n  line; ignore the 

C 1  1 I 1  1 G 1  1 X n1
  line). See if you can answer these 

three questions: 

1.  Is there an infl ationary gap or a recessionary gap? 

2.  How much is the gap? 

3.  How much is the multiplier? 

 Solution: 

1.  There is an infl ationary gap because full-employment 

GDP is less than equilibrium GDP. If aggregate de-

mand, or total spending, is greater than the spending 

necessary to attain full employment, that excess spend-

ing will cause infl ation. 

2.  The infl ationary gap is measured by the vertical distance 

between the 45-degree line and the C 1 I 1 G 1 X n  line 

 Finding the Multiplier 

at full-employment GDP. It appears to be half a trillion, 

or $500 billion, which we can write as 500. 

3.
  

Multiplier 5

Distance between equilibrium GDP

and full-employment GDP

Gap

  
5

1,000

500
5 2

 

  Now let’s assume that full-employment GDP is $6 

trillion. Please answer the same three questions. 

 Solution: 

1.  There is a recessionary gap. 

2.  It is $500 billion, or 500. 

3.
  

Multiplier 5
1,000

500
5 2
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routine economic turbulence, Congress does not need to pass any laws, and no new 

bureaucracies have to be created. All the machinery is in place and ready to go. 

    Each of these stabilizers protects the economy from the extremes of the business 

cycle—from recession and infl ation. They are not, by themselves, expected to prevent 

booms and busts, but only to moderate them. To do still more, we need discretionary 

economic policy, which we’ll discuss in the next section. 

 Personal Income and Payroll Taxes 

 During recessions the government collects less personal income tax and Social Security 

tax than it otherwise would. Some workers who had been getting overtime before the 

recession are lucky to be hanging on to their jobs even without overtime. Some workers 

 During recessions, tax 
receipts decline.  
 During recessions, tax 
receipts decline.  

 Since childhood we have been taught that saving is good. 

Benjamin Franklin once said, “A penny saved is a penny 

earned.” Franklin, it turns out, never followed his own ad-

vice. It also turns out that if we all try to save more, we’ll 

probably end up with a really bad recession. This outcome 

is explained by the paradox of thrift. 

  You have probably heard that the sum of the parts does 

not necessarily add up to the whole. Consider, for example, 

what you would do if you were in a room full of people and 

that room suddenly burst into fl ames. Would you politely 

suggest to your companions that everyone fi le out of the 

room in an orderly fashion? Or would you bolt for the door? 

  What if the door opened inward (that is, into the 

room)? Whoever got there fi rst would attempt to pull open 

the door. But if everyone made a dash for the door, they 

would all arrive at just about the same time. The person 

trying to pull open the door wouldn’t have space to do this 

because everyone else would be pushing him against the 

door. Several people would get injured in the crush. Unless 

they backed off, no one would get out of the room. 

  We call this an example of the fallacy of composition. 

What makes perfect sense for one person to do—rush to 

the door and pull it open—makes no sense when everyone 

tries to do it at the same time. 

  The paradox of thrift is a variant of the fallacy of com-

position.  If everyone tries to save more, they will all end up 
saving less.  Let’s say that every week you save an extra $10 

from your paycheck. At the end of a year, you will have 

saved an extra $520. Right? Right! Now, what if everyone 

tries saving an extra $10 a week? At the end of a year, we 

should have tens of billions in extra savings. Right? Wrong! 

  How come? Because what makes sense for one person 

to do does not make sense for everyone to do. If everyone 

tries to save more, everyone is cutting back on consump-

tion. Business sales fall by hundreds of millions of dollars 

a week. If 130 million people each cut back by $10 a week, 

 The Paradox of Thrift * 

A D V A N C E D W O R K

that comes to a weekly reduction of $1.3 billion. Over the 

course of a year, this will add up to $67.6 billion! 

  This $67.6 billion decline in consumption will have a 

multiplied effect on GDP. If the multiplier is 4, GDP will 

decline by $270.4 billion; if it is 6, GDP will decline by 

$405.6 billion. So we’d be in a recession. 

  When retailers get the idea that business will be off 

over the next few months, they do two things: lay off em-

ployees and let their inventory run down. The workers who 

lose their jobs cut back on their consumption. Meanwhile, 

the retailers have begun canceling their orders for new in-

ventory, prompting factories to lay off people and lower 

their orders for raw materials. 

  As the recession spreads, more and more people get 

laid off, and each will cut back on his or her consumption, 

further aggravating the decline in retail sales. 

  Now we come back to saving. Millions of people have 

been laid off and millions more are on reduced hours. Still 

others no longer get overtime. Each of these people, then, 

has suffered substantially reduced income. Each is not able 

to save as much as before the recession. Savings decline. 

  And so we’re back where we started. We have the par-

adox of thrift:  If everyone tries to save more, they all will 
end up saving less. 
  One of the biggest problems we have had since the 

early 1980s has been our low savings rate. So one may ask: 

If our savings rate is too low, don’t we really need to save 

more, and will more saving really lead to a recession? One 

way that this dilemma can be resolved is to have a growing 

economy. Everyone’s income goes up, everyone saves 

more and consumes more, and there’s no recession. 

* The paradox of thrift is not relevant today because, as a nation, we actu-
ally have a negative rate of personal saving. That is, we spend more than 
we earn. Then why talk about it? Because it does a great job of illustrating 
how the multiplier works. 
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are less lucky and have been laid off. That’s the bad news. The good news is that they 

don’t have to pay any personal income tax or payroll tax because they have no income. 

    During prosperous times our incomes rise, and during times of infl ation our incomes 

tend to rise still faster. As our incomes rise, we have to pay more taxes. These taxes tend 

to hold down our spending, relieving infl ationary pressures. 

    During recessions, as incomes fall, federal personal income and Social Security tax 

receipts fall even faster. This moderates economic declines by leaving more money in 

taxpayers’ pockets. 

 Personal Savings 

 As the economy moves into a recession, saving declines. Many Americans lose their jobs 

and others earn less overtime. As incomes fall, savings must fall as well. Looked at from 

another perspective, consumption rises as a percentage of income. 

    Just as the loss of income is cushioned by a fall in saving, the reverse happens when 

the economy picks up again. Like higher taxes, during times of rapid economic expan-

sion, increased saving tends to damp down infl ationary pressures.  

 Credit Availability 

 Because most Americans now hold bank credit cards, mainly MasterCard and VISA, 

we may think of these as automatic stabilizers that work in the same way that personal 

savings does. During good times, we should be paying off the credit card debts that we 

run up during bad times. 

    Although many of us are quite good at running up credit card debt during good times 

as well as bad, our credit cards, as well as other lines of credit, may be thought of as 

automatic stabilizers during recessions because they give us one more source of funds 

with which to keep buying things. You may have lost your job and have no money in the 

bank, but your credit cards are just as good as money. 

    Most Americans can take out home equity loans if they’re short of cash. Even if 

you’ve lost your job, the bank may not care since they’ve got your home as collateral. 

Best of all, you’ll pay a much lower interest rate than you would on your credit card 

debt.   

 Unemployment Compensation 

 During recessions, as the unemployment rate climbs, hundreds of thousands and then 

millions of people register for unemployment benefi ts. The tens of billions of dollars of 

unemployment benefi ts being paid out establish a fl oor under purchasing power. People 

who are, they hope, only temporarily out of work will continue spending money. This 

helps keep retail sales from falling much, and even without further government help, the 

economy has bought some time to work its way out of the recession. As the economy 

recovers and moves into the prosperity phase of the cycle, people fi nd jobs more easily 

and unemployment benefi t claims drop substantially. 

    In neighborhoods hard hit by recessions, friends would often great each other 

with the question, “Are you collecting?” In other words, are you getting unemploy-

ment benefi ts checks? As someone who has “collected” twice for the full 26 weeks, 

I would answer, “Yes. And how about you?” In 2008, the average weekly benefi t was 

$300. Average benefi ts varied from state-to-state, from $408 in Hawaii to $179 in 

Mississippi. 

    Other countries are much more generous. Swedes, Danes, and Norwegians, for 

example, receive as much as 90 percent of prior earnings for up to a year after losing a 

job. In the United States, by contrast, unemployment insurance replaces less than one-

third of prior earnings and eligibility is so restricted that nearly two-thirds of unemployed 

workers receive no benefi ts at all.   

 During infl ations, tax 
receipts rise.  
 During infl ations, tax 
receipts rise.  

 During recessions, saving 
declines.  
 During recessions, saving 
declines.  

 During prosperity, saving rises.   During prosperity, saving rises.  

 Credit availability helps get us 
through recessions.  
 Credit availability helps get us 
through recessions.  

 During recessions, more people 
collect unemployment benefi ts.  
 During recessions, more people 
collect unemployment benefi ts.  

 Reason to study economics: 
When you are in the 
unemployment line, at least you 
will know why you are there.  

 Reason to study economics: 
When you are in the 
unemployment line, at least you 
will know why you are there.  
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 The Corporate Profi ts Tax 

 Perhaps the most countercyclical of all the automatic stabilizers is the corporate profi t 

(or income) tax. Corporations must pay 35 percent of their net income above $18.3 million 

to the federal government. During economic downturns, corporate profi ts fall much more 

quickly than wages, consumption, or real GDP; and, of course, during expansions, cor-

porate profi ts rise much more rapidly. 

    Part of this decline is cushioned by the huge falloff of federal tax collections from 

the corporate sector. This leaves more money to be used for investment or distribution 

to shareholders in the form of dividends. And when corporate profi ts shoot up during 

economic booms, the federal government damps down economic expansion by taxing 

away 35 percent of the profi ts of the larger corporations.   

 Other Transfer Payments 

 Some people think that when a recession hits, the government automatically raises Social 

Security benefi ts. This might make sense, but it doesn’t happen. Congress would have 

to pass special legislation to do so. 

    Three important payments do rise automatically because of laws on the books. Each 

is aimed at helping the poor. These are welfare (or public assistance) payments, Medicaid 

payments, and food stamps. 

    These programs are important for two reasons. Not only do they alleviate human 

suffering during bad economic times, but they also help provide a fl oor under spending, 

which helps keep economic downturns from worsening. 

    The automatic stabilizers smooth out the business cycle, keeping the ups and downs 

within a moderate range. Since the Great Depression, we have had neither another depres-

sion nor a runaway infl ation. But the stabilizers, by themselves, cannot altogether eliminate 

economic fl uctuations. The latter part of the expansions are held down in the hypothetical 

business cycle with stabilizers in place, and the contractions are less severe. Basically, then, 

the automatic stabilizers smooth out the business cycle but don’t eliminate it. 

    The automatic stabilizers may be likened to running our economy on automatic 

pilot—not well suited for takeoffs and landings, but fi ne for the smooth part of the fl ight. 

However, when the going gets rough, the economy must resort to manual controls. Dis-

cretionary policy is our manual control system. 

 Part IV: Discretionary Fiscal Policy  

 Among the fi rst words of this chapter were  Fiscal policy is the manipulation of the federal 
budget to attain price stability, relatively full employment, and a satisfactory rate of eco-
nomic growth.  The automatic stabilizers, which swing the federal budget into substantial 

defi cits during recessions and tend to push down those defi cits during periods of infl ation, 

would appear to be part of fi scal policy. Because they are built into our economy, one 

might call them a passive fi scal policy. But our automatic stabilizers are now taken for 

granted; therefore we consider fi scal policy to be purely discretionary. Let’s now consider 

the discretionary fi scal policy tools that are available to the federal government.  

 Making the Automatic Stabilizers More Effective 

 One problem with unemployment benefi ts is that they run out in six months while a 

recession can drag on for more than a year and its effects can last still longer. After 

the 1990–91 recession ended, the unemployment rate continued rising and did not 

begin to decline until a full year after the start of the recovery. Extending the benefi t 

period is an example of discretionary fi scal policy because benefi ts are not extended 

automatically. In 2002, President George W. Bush signed into law a bill that extended 

 During recessions, corporations 
pay much less corporate income 
taxes.

 During recessions, corporations 
pay much less corporate income 
taxes.

  A safety net for the poor     A safety net for the poor   
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unemployment benefi ts an additional 13 weeks. Benefi ts have been extended in every 

recession except one since the 1950s. An increase in the benefi t ceiling or a widening of 

eligibility standards are other ways of making this stabilizer more effective. 

 Public Works 

 During the Great Depression, the Roosevelt administration set up several so-called alpha-

bet agencies to provide jobs for the long-term unemployed. Among them, the Works 

Progress Administration (WPA), the Civilian Conservation Corps (CCC), and the Public 

Works Administration (PWA) put millions of people to work doing everything from rak-

ing leaves to constructing government buildings. 

    One of the problems in getting these public works projects off the ground was a 

lack of plans. Not only did the government lack ready-to-go blueprints, but it did not 

even have a list of the needed projects. If the country is ever again to institute a public 

works program, it needs to be much better prepared than it was in the early 1930s. If 

not, by the time the program gets started, the recession will be over. 

    Although criticized as “make-work projects,” the public works projects gave jobs to 

millions of the unemployed. These workers spent virtually their entire salaries, thereby 

creating demand for goods and services in the private sector, thus creating still more jobs. 

Public works is probably not the answer to recessions unless the downturns last so long 

that the projects can be carried out. Yet one might ask, if public works are so necessary, 

why wait for a recession to carry them out? 

    During good times and bad, whether fi scal stimulus is needed or not, the political 

pressure within Congress for federal spending on local projects is a constant. Referred 

to as “pork barrel spending,” these projects, perhaps most notably Alaska Representative 

Don Young’s “Bridge to Nowhere,” cost the taxpayer over $60 billion a year, but their 

main benefi t is to help Congress members get reelected by claiming to bring home the 

bacon. “The Bridge to Nowhere,” which is the current issue of Chapter 3, is a $231 million 

project that will connect Anchorage with a swampy undeveloped port. This spending, 

which might have made sense during a time of high unemployment, could hardly be 

considered a wise fi scal policy measure when the nation’s unemployment rate was below 

5 percent. During the Congressional elections of 2006, the Democrats attacked the 

Republicans, who had controlled the House of Representatives for the previous 12 years, 

of wasting tens of billions of dollars a year of the taxpayers’ money on pork barrel 

projects. Can you guess what  they  did when they won enough seats to take over the 

House? That’s right! Even though the unemployment rate remained below 5 percent, the 

Democrats continued pork barrel spending at the same pace as their predecessors. 

The only difference was that now many of those projects were in Democratic majority 

districts rather than in Republican majority districts.  

 Changes in Tax Rates 

 So far, the discretionary policy measures have dealt exclusively with recessions. What 

can we do to fi ght infl ation? We can raise taxes. 

    This was done in 1968 when Congress, under President Lyndon Johnson, passed a 

10 percent income tax surcharge. If your income was $15,000 and your federal income 

tax was listed in the tax table as $2,300, you had to pay a $230 surcharge, which raised 

your taxes to $2,530. 

    In the case of a recession, a tax cut would be the ticket. The recession of 1981–82 

was somewhat mitigated by the Kemp-Roth tax cut, which called for a 5 percent cut 

in personal income taxes in 1981 and a 10 percent cut in July 1982. However salutary 

its effects, Kemp-Roth was seen by its framers as a long-run economic stimulant 

rather than an antirecessionary measure. Similarly, President George W. Bush billed 

his $1.35 trillion tax cut in 2001, which was spread out over a 10-year period, as both 

an immediate economic stimulus to fi ght the current recession as well as a long-term 

boost to economic growth. And during the jobless recovery that followed, he referred 

to the tax cuts of 2001 and 2003 as a “jobs program.” 

  The main fi scal policy to end 
the Depression was public 
works.   

  The main fi scal policy to end 
the Depression was public 
works.   

 It seems ideally conceivable that 
the state . . . should undertake 
public works, that must be 
executed some time, in the 
slack periods when they can be 
executed at least expense, and 
will, at the same time, have a 
tendency to counteract a serious 
evil.  

 —Philip H. Wicksteed,  
The Common Sense of 

Political Economy   

 It seems ideally conceivable that 
the state . . . should undertake 
public works, that must be 
executed some time, in the 
slack periods when they can be 
executed at least expense, and 
will, at the same time, have a 
tendency to counteract a serious 
evil.  

 —Philip H. Wicksteed,  
The Common Sense of 

Political Economy   
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    Corporate income taxes, too, may be raised during infl ations and lowered when 

recessions occur. The investment tax credit, fi rst adopted by the Kennedy administration, 

is another way of using taxes to manipulate spending. 

    A key advantage to using tax rate changes as a countercyclical policy tool is that 

they provide a quick fi x. We have to make sure, however, that temporary tax cuts carried 

out during recessions do not become permanent cuts. 

    During the recession of 2001, at the behest of President George W. Bush, Congress 

passed a one-time tax refund of $300 to individuals and $600 to married couples who 

fi led jointly. Everyone got their checks within months, providing the economy with a 

much needed stimulus.   

    Similarly, in early 2008, as it was becoming increasingly apparent that our economy 

might be in the early stages of a recession, Congress passed an economic stimulus bill 

whose main feature was the provision of income tax rebate checks, generally in the range 

of $300–$1,200 to tens of millions of Americans. In mid-May it was considering a second 

economic stimulus bill. 

Changes in Government Spending 

 Discretionary fi scal policy dictates that we increase government spending and cut taxes 

to mitigate business downturns, and that we lower government spending and raise taxes 

to damp down infl ation. In brief, we fi ght recessions with budget defi cits and infl ation 

with budget surpluses.   

 Who Makes Fiscal Policy? 

 Making fi scal policy is like driving a car. You steer, you keep your foot on the accelerator, 

and occasionally you use the brake. Basically, you should not go too fast or too slow, and 

you need to stay in your lane. 

    Would you mind letting someone else help you drive? Suppose you had a car with 

dual controls, like the ones driving schools have. Unless you and the other driver were 

in complete agreement, not only would driving not be much fun, but you’d be lucky to 

avoid having an accident. 

    So, if making fi scal policy is like driving a car, let’s ask just who is doing the driv-

ing. Is it the president? Or is it Congress? The answer is yes to both questions. In other 

words, the conduct of our fi scal policy is a lot like driving a dually controlled car. Fur-

ther complicating maneuvers, sometimes one political party controls Congress while the 

president belongs to the other party. In October 1990 the federal government all but shut 

down while President George H. W. Bush struggled with Congress in an effort to pass 

a budget. And in 1993, even though President Bill Clinton and a substantial majority of 

members of both houses were Democrats, each house passed a budget by just one vote. 

(See the box, “ The Politics of Fiscal Policy. ”) 

 In a sense there really  is  no fi scal policy, but rather a series 

of political compromises within Congress and between the 

president and Congress. The reason for this lies within our 

political system, especially the way we pass laws. 

  To become a law, a bill introduced in either house of 

Congress must get through the appropriate committee 

(most bills never get that far) and then receive a majority 

vote from the members of that house. It must get through 

the other house of Congress in the same manner. Then a 

House–Senate conference committee, after compromising 

on the differences between the two versions of the bill, 

sends the compromise bill to both houses to be voted on 

once again. After receiving a majority vote in both houses, 

the bill goes to the president for his signature. 

  If the president does not like certain aspects of the 

bill, he can threaten to veto it, hoping Congress will 

bend to his wishes. If he gets what he wants, he now 

signs the bill and it becomes law. If not, he vetoes it. 

Overriding a veto takes a two-thirds vote in both 

houses—not an easy task. 

The Politics of Fiscal Policy 
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    Fiscal policy is indeed a powerful tool that may be used to promote full employment, 

stable prices, and a satisfactory rate of economic growth. But no one seems to be in 

charge of  making  fi scal policy. Nor is there widespread agreement among economists as 

to what effect any given fi scal policy measure has on our economy. Perhaps the words 

of Robert J. Gordon lend just the right perspective:    

 Unfortunately, policymakers cannot act as if the economy is an automobile that can quickly be 

steered back and forth. Rather, the procedure of changing aggregate demand is much closer to 

that of a captain navigating a giant super-tanker. Even if he gives a signal for a hard turn, it 

takes a mile before he can see a change, and 10 miles before the ship makes the turn.  1  

    At the beginning of the chapter we mentioned that fi scal policy did not even exist 

before the 1930s. Since then most presidents and Congresses made substantial efforts to 

attain price stability, relatively full employment, and a satisfactory rate of economic 

growth. By the late 1930s we also had in place some fairly powerful automatic stabilizers. 

 Figure 5  provides a record of our economic stability from the 1870s through 2007. As 

you’ll notice, we have enjoyed considerably more economic stability since the close of 

World War II than before it. 

    Can we then attribute the stability of the last 60-odd years to our discretionary fi scal 

policy and to the automatic stabilizers? Not entirely. While much, or even most, of this 

stability is certainly due to these two factors, we need to also consider the role of mon-

etary policy, which is conducted by the Federal Reserve. We’ll get to that in just a 

couple of chapters. 

Part V: Fiscal Policy Lags

Defi ning the Lags

The effectiveness of fi scal policy depends greatly on timing. Unfortunately, it is subject 

to three lags: the recognition, decision, and impact lags.
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 Figure 5 

 U.S. Economic Growth Rate, 

1871–2007 
 Clearly the decades since 1945 have 
been much more stable than those 
preceding that year. You’ll notice 
that our growth rate dropped by 
almost 20 percent in 1945, a 
sharper decline than in any previous 
year, even including those of the 
Great Depression. The decline in 
1945 was due to our shifting from 
wartime production to peacetime 
production. That recession was 
deep, but very, very short. Most 
people barely felt it. 

 Sources: Angus Maddison,  Dynamic 
Forces in Capitalist Development  (New 
York: Oxford University Press, 1991); 
 Economic Report of the President,  2008. 

Recognition, decision, and 
impact lags

 1 Robert J. Gordon,  Macroeconomics  (Boston: Little, Brown, 1978), p. 334. 
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 Suppose our economy enters a recession and the government provides a counteracting 

stimulus. What if this stimulus does not have much impact until recovery has set in? The 

end result of this well-intentioned government policy will be to destabilize the economy 

by making the recovery and subsequent prosperity far too exuberant. Similarly, if the 

government were to try to damp down an infl ation, but the effects of its policy were not 

felt until the economy had already entered a recession, the policy would end up making 

the recession that much worse.

 The recognition lag is the time it takes for policy makers to realize that a business 

cycle’s turning point has been passed, or that either infl ation or unemployment has 

become a particular problem. The decision lag is the time it takes for policy makers to 

decide what to do and to take action. And fi nally, the impact lag is the time it takes for 

the policy action to have a substantial effect. The whole process may take anywhere from 

about nine months to more than three years.

 The lengths of the three lags under fi scal policy are not well defi ned. First, the rec-

ognition lag is the time it takes the president and a majority of both houses of Congress 

to recognize that something is broken and needs fi xing—either an infl ation or a recession. 

You would be amazed at how long this can take. In August 1981 we entered a recession, 

but in the spring of the following year President Reagan still could not bring himself to 

admit that we were actually in a recession (which, incidentally, proved to be the worst 

downturn since the Great Depression).

 Congress, which at the time was divided between a Republican Senate and a Dem-

ocratic House, also took some time to recognize the problem. This state of affairs was

similar to that of 1967; infl ation was beginning to get out of hand, but the president and 

Congress were reluctant to recognize the obvious.

 Once the president and Congress recognize that something needs to be done about 

the economy, they must decide what action to take. After investigating the problem with 

his advisers, the president may make a fi scal policy recommendation to Congress. This 

recommendation, among others, is studied by appropriate subcommittees and commit-

tees, hearings are held, expert witnesses called, votes taken. Eventually bills may be 

passed by both houses, reconciled by a joint House-Senate committee, repassed by both 

houses, and sent to the president for his or her signature. This process usually takes 

several months.

 All this delay is part of the decision lag. We still have the impact lag. Once a spend-

ing bill, say a highway reconstruction measure, has been passed for the purpose of 

stimulating an economy that is mired in recession, a year may pass before the bulk 

of the appropriated funds is actually spent and has made a substantial economic 

impact. By then, of course, the country may already have begun to recover from the 

recession.

 Chronology of the Lags in 2008 

The Recognition Lag Although there were strong signs of an economic slowdown 

during the fall of 2007—most notably the mortgage lending crisis and the decline in the 

index of leading economic indicators—Bush administration offi cials never uttered the “r” 

word, nor did many members of Congress. But the announcement of the December 

employment fi gures on January 4, 2008 was a jarring wake-up call. The unemployment 

rate had jumped from 4.7 percent to 5.0 percent, and our economy had apparently stopped 

creating new jobs.

The Decision Lag It took just a few weeks for President Bush, Treasury Secretary 

Henry Paulson, and the Democratic and Republican leaders of the House of Repre-

sentatives to reach agreement on a $168 billion economic stimulus package whose main 

feature was taxpayer rebates generally ranging from $300 to over $1,200. Its purpose 

was to put money into people’s pockets so they could spend it. By stimulating consump-

tion, these offi cials hoped to minimize the severity of the recession, if not to avert it 

completely.

First, the president and 
Congress must recognize that 
there is a problem.

First, the president and 
Congress must recognize that 
there is a problem.

Next, they must decide what to 
do about it.
Next, they must decide what to 
do about it.

Finally, it will take time for 
their action to have an impact.
Finally, it will take time for 
their action to have an impact.
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The Impact Lag At the time the stimulus package was agreed to, the economy had 

already been slowing for at least two months, and it was not yet clear whether or not 

we had gone into an actual recession. Internal Revenue Service offi cials warned that 

because February, March, and April were at the peak of the income tax season, they 

would not be able to begin mailing out rebate checks until May. By then it would be 

several months too late for the stimulus package to help us avert a recession, though still 

soon enough to lessen its severity.

 How much of this money would people spend? Although this book will have gone 

to press before we have a clear answer, if the 2001 rebates are any guide, the 2008 

stimulus package will prove too little and too late. Studies indicate after three months, 

most people spent no more than one-third of their rebates. Because so many Americans 

are so deeply in debt, they may use their 2008 rebates to pay down their debt rather than 

increase their spending.

Part VI: The Defi cit Dilemma   

 Defi cits, Surpluses, and the Balanced Budget 

 To understand how fi scal policy works, we need to nail down three basic concepts. First, 

the defi cit.  When government spending is greater than tax revenue, we have a budget 
defi cit.  The government is paying out more than it’s taking in. How does it make up the 

difference? It borrows. Defi cits have been much more common than surpluses. In fact, 

the federal government ran budget defi cits every year from 1970 through 1997. 

    Second, budget surpluses are the exact opposite of defi cits. They are prescribed to 

fi ght infl ation.  When the budget is in a surplus position, tax revenue is greater than 
government spending.  
    Finally,  we have a balanced budget when government expenditures are equal to tax 
revenue.  We’ve never had an exactly balanced budget; in many years of the 19th and 

early 20th centuries, we had small surpluses or defi cits. Perhaps if the defi cit or surplus 

were less than $20 billion, we’d call that a balanced budget. 

 Defi cits and Surpluses: The Record 

 Back in Chapter 7, we talked about federal government spending and federal government 

tax receipts. Let’s put all that data together and focus on how well the government has 

covered its spending with tax revenue. Let’s look at the record since 1970 (see  Figure 6 ). 

    How do we interpret the data? On the surface, it’s obvious that the defi cit went 

through the roof in the 1980s. Indeed during the late 1940s the government ran three 

surpluses, in the 1950s it ran four, it ran just one in the 1960s, and it ran none between 

1970 and 1997. We ran surpluses from 1998 through 2001, but we’ve returned to defi cits 

since 2002. 

    What brought the defi cit down after 1992? Congress passed two huge defi cit reduc-

tion packages in 1990 and in 1993. To secure the spending cuts he wanted in 1990, 

George (“Read my lips: No new taxes”) H. W. Bush agreed with the Democratic lead-

ers of Congress to a tax increase, which probably cost him reelection in 1992. The 

$492 billion fi ve-year defi cit reduction package had a major impact. Then, three years 

later, President Clinton pushed a fi ve-year $433 billion defi cit reduction package 

through Congress. About half this package was tax increases and half was government 

spending reductions. From 1993 through 1997 the defi cit fell every year, and in 1998 

we had our fi rst federal budget surplus since 1969. By 2000 we were running a record 

surplus of $236 billion. What, then, accounts for our spectacular fall from budgetary 

grace after 2000? 

    There were several major causes: the bursting of the high-tech bubble and the sub-

sequent stock market crash of 2000–2001; the March–November 2001 recession; the 

  A defi cit is created when the 
government is paying out more 
than it’s taking in.   

  A defi cit is created when the 
government is paying out more 
than it’s taking in.   

 A billion here, a billion there, 
and pretty soon you’re talking 
about real money.  

 A billion here, a billion there, 
and pretty soon you’re talking 
about real money.  

 —Everett Dirksen,   
U.S. Senator from Illinois 

in the 1960s and 1970s  

 —Everett Dirksen,   
U.S. Senator from Illinois 

in the 1960s and 1970s  

  A budget tells us what we can’t 
afford, but it doesn’t keep us 
from buying it.  

 —William Feather  

  A budget tells us what we can’t 
afford, but it doesn’t keep us 
from buying it.  

 —William Feather  
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 The Federal Budget Defi cit, Fiscal Years 1970–2008 
 There were mounting defi cits through most of the 1980s and early 1990s, followed by steadily declining 
defi cits beginning in 1993. Finally in 1998 we had our fi rst surplus since 1969. The 2008 defi cit is the 
February 2008 estimate of the Offi ce of Management and Budget.

 Sources: Economic Report of the President,  2008; www.omb.gov. 

events of 9/11; our weak and slow recovery from that recession; the economic disruption 

caused by the war in Iraq; higher military spending for that war, its aftermath, and the 

war on terror; and the massive tax cuts of 2001 and 2003. 

   As the economy grew and the unemployment rate was pushed below 5 percent, the 

defi cit was reduced from $413 billion in fi scal year 2003 all the way down to $162 billion 

in fi scal year 2007. But in February 2008, the Offi ce of Management and Budget projected 

a defi cit of just over $400 billion in fi scal year 2008, based on the assumption that economic 

growth would slow during the fi rst half of 2008, though the economy would not sink into 

recession. But by spring it became increasingly clear that we probably already were in a 

recession, and that the defi cit for fi scal year 2008 would be as high as $500 billion.  

    It appears very likely that we will be running very large defi cits well into the future. 

As the baby boomers (the generation born between 1946 and 1964) begin to collect Social 

Security and Medicare benefi ts starting around 2011, we may face still larger defi cits. The 

oldest of the baby boomers, born in 1946, were eligible to begin collecting Social Security 

retirement benefi ts in 2008. And upon reaching the age of 65 in 2011, they could apply 

for Medicare. Through the next two decades nearly all of the 77-million-strong baby boom 

generation will join the Social Security and Medicare rolls (See “Current Issue: Defi cits 

as Far as the Eye Can See,” at the end of this chapter.). 

    How does our defi cit compare with those of other relatively rich nations? As you 

can see by glancing at  Figure 7 , only Japan’s defi cit, as a percentage of GDP, is larger. 

But by the next edition of this book, I predict we will have overtaken Japan.  

 Why Are Large Defi cits So Bad? 

 Let us count the ways. Number one: They tend to raise interest rates, which, in turn, 

discourages investment. The Bush administration, which has been running large defi cits, 

disputes whether these defi cits raise interest rates. In early 2003, the mortgage rate as 

  There is no practice more 
dangerous than that of 
borrowing money.  

 —George Washington  

  There is no practice more 
dangerous than that of 
borrowing money.  

 —George Washington  
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well as a few other rates were at 20-year lows. However, the last word on the effect of 

defi cits on interest rates seems to be a paper by William Gale and Peter Orszag, which 

is based on 58 earlier studies. 2   Their conclusion: A projected rise in the budget defi cit 

of 1 percent of GDP raises long-term interest rates by 0.4 to 0.6 percentage points. Since 

we are predicting defi cits of about 4 percent of GDP, Gale and Orszag would project a 

rise in long-term interest rates of about 2 percent.

    Number two: The federal government has become increasingly dependent on foreign 

savers to fi nance the defi cit. How likely is it that foreigners might suddenly sell hundreds 

of billions of dollars worth of U.S. government securities because they disagreed with 

some of our foreign policy measures? When France opposed our 2003 war with Iraq, 

some Americans were so angry with the French they even renamed french fries “freedom 

fries” and French’s mustard found it necessary to proclaim that only its name was French. 

Fortunately French, German, and other foreign investors did not dump their portfolios 

of U.S. government securities. Had they done so, interest rates would have shot up. 

    Number three: The defi cit sops up large amounts of personal savings in this country, 

making that much less savings available to large corporate borrowers seeking funds for 

new plant and equipment. We’ll talk about this when we discuss the crowding-out effect 

in one more page. 

Must We Balance the Budget Every Year? 

 In a word, “no!” First of all, we couldn’t, even if we tried. During recessions, the budget 

will automatically go into defi cit. And as we saw after 9/11, events well beyond our 

control will force the federal government to spend great sums of money to deal with 

unforeseen problems. 

    But there are those who believe that, barring national emergencies and possibly 

recessions, the government should be legally bound to balance its budget every year. 

During the 1990s, several attempts were made to pass a constitutional amendment which 

would have required just that. None was successful. 

   Part VII: The Crowding-Out 
and Crowding-In Effects  

 Welcome to a debate we are going to be sponsoring between the monetarists and the 

Keynesians. In this debate the monetarists will argue in favor of the crowding-out effect, 

while the Keynesians will take the side of the crowding-in effect. 

  The great debate: Monetarists: 
Defi cits cause crowding-out. 
Keynesians: Defi cits cause 
crowding-in.   

  The great debate: Monetarists: 
Defi cits cause crowding-out. 
Keynesians: Defi cits cause 
crowding-in.   
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 Budget Surplus or Defi cit as a 

Percentage of GDP, Selected 

Countries, 2008 
 The fi gures, which are based on an 
OECD forecast, show that, next to 
Japan, the U.S. has the largest 
budget defi cit relative to the size 
of its GDP. 

 Source:  OECD;  The Economist , 
December 19, 2007. 

 2 William Gale and Peter Orszag, “The Economic Effects of Long-Term Fiscal Discipline,” available at www.
brook.edu/dybdoctoot/views/papers/gale/20021217.pdf.  
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    The monetarists maintain that Keynesian defi cits designed to raise aggregate demand 

will have little, if any, positive effect. First, budget defi cits drive up interest rates, thus 

discouraging investment. Second, the more money the government borrows to fi nance 

the defi cit, the less will be available to private borrowers. 

    If the proper fi scal policy during recessions is a large budget defi cit, one would 

wonder where the Treasury will get all this money. Presumably it will go out and borrow 

it. But from whom? 

    If it borrows funds from individuals who would have otherwise made this money 

available for business investment, won’t business borrowers be “crowded out” of the 

fi nancial markets by the government? And won’t interest rates be driven up in the pro-

cess, further discouraging investment? Won’t increased government spending fi nanced 

by borrowing be replacing private investment spending? 

    The answer is yes to all three questions. Yes—but to what degree? 

    During recessions business fi rms cut back on their investing, so the government 

would be tapping a relatively idle source of funds, and during recessions interest rates 

tend to fall. 

    Even during relatively prosperous times, such as the mid-1980s, there is enough 

money to go around if the Federal Reserve allows the money supply to grow at a fairly 

rapid clip and if foreign investors are willing to make a few hundred billion dollars 

available each year to major corporations as well as to the U.S. Treasury. 

    Nevertheless, the crowding-out effect cannot be dismissed out of hand, particularly 

during times of tight money, such as the late 1970s and early 1980s. That any borrower 

as big as the U.S. government crowds other borrowers out of fi nancial markets is a 

fact (see the box, “ Was the Federal Government Crowding Out Private Borrowers? ”). 

And as the late Israeli defense minister Moshe Dayan once put it, “You can’t argue 

with a fact.” 

    Let’s take a closer look at the Keynesian position. When there is substantial eco-

nomic slack, one would not expect increased government borrowing to have much impact 

in fi nancial markets. Not only would there be little effect on interest rates, but the 

 Treasury would be sopping up funds that would otherwise go unclaimed. When orthodox 

Keynesian fi scal policy is followed, it is precisely during times of economic slack that 

large budget defi cits are incurred. 

 In the late 1980s and early 1990s the government was 

running massive budget defi cits, although the unemploy-

ment rate was hovering around 5 percent. The Treasury 

was sopping up over half of all personal saving just to 

fi nance these defi cits. But foreigners were also fi nancing 

just over half of the defi cit. Because virtually all our per-

sonal savings was indeed available to private borrowers, 

it could be argued that there was no crowding-out 

effect. 

  However, had the Treasury not been borrowing so 

heavily from foreigners,  that  money would have been 

available to American corporations seeking funds to 

replace and expand their plant and equipment. Further-

more, because of the huge defi cits the Treasury was 

fi nancing, real interest rates were much higher than they 

would have otherwise been. These high rates further 

discouraged private borrowing. 

  In sum, there defi nitely  was  a large crowding-out 

effect in the late 1980s. But it would have been a lot larger 

had it not been for the great infl ow of foreign funds. 

  In the aftermath of the recession of 1990–91, not only 

did the government run the two largest budget defi cits in 

U.S. history until then, but the Federal Reserve tried to 

accommodate private borrowers by pushing interest rates 

down to 15-year lows. And still the fi rst President Bush 

was forced to term the recovery “anemic.” One of the prob-

lems was that many banks were happy to pay only 2 or 

3 percent interest for deposits and then buy U.S. gov-

ernment securities of varying maturities paying more than 

5 percent interest. What we had here was a classic crowd-

ing-out effect at a time when it clearly hurt our economy. 

  So in the late 1980s and early 1990s, the conserva-

tive critics of an expansionary fi scal policy could point 

to a tangible crowding-out effect. 

 Was the Federal Government Crowding Out Private Borrowers? 
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   One might also mention a possible “crowding-in” effect caused by defi cit fi nancing.    

 This results from the stimulative effect that the defi cit has on aggregate demand. If a 

massive personal income tax cut causes the defi cit, consumption will rise, pulling up 

aggregate demand and inducing more investment. Similarly, increased government spend-

ing will raise aggregate demand, also inducing more investment. In other words, any rise 

in aggregate demand will induce a rise in investment.    

    This leaves us with one last question: which is larger, the crowding-in or the 

crowding-out effect? It doesn’t really matter. The point is that as long as there is a 

sizable crowding-in effect, every dollar the government borrows will not crowd out a 

dollar of private borrowing. Thus, all we need to demonstrate is that there is a  substantial 

crowding-in effect. 

    It appears that if we accept one fact—that the total amount of loanable funds is not 

fi xed—there probably will be a substantial crowding-in effect. If there is indeed a fi xed 

pool of saving, then it follows that every dollar the government borrows is one less dol-

lar available to private savers. But  is  this total pool of saving fi xed? If aggregate demand, 

stimulated by massive budget defi cits,  does  rise, won’t people save more money (as well 

as spend more)? 

    Therefore, as more saving becomes available, not every dollar borrowed by the 

government will actually be taken from private borrowers. Furthermore, as aggregate 

demand rises, more investment will be stimulated. If the crowding-in effect dominates 

the crowding-out effect, not only will government borrowing rise but so will private 

borrowing and investing. All we need to show is that total borrowing—government and 

private—rises. 

    You can see for yourself if there is much of a crowding-in effect. At the behest 

of President George W. Bush, Congress passed massive tax cuts in 2001 and in 2003. 

Although huge budget defi cits were expected, Bush administration economists pre-

dicted that the tax cuts would stimulate economic growth, push up tax revenue, and 

actually shrink the defi cits. They called this process “dynamic scoring.” Were they 

right? 

    What do  you  think? Are the monetarists right in saying that government borrowing 

crowds out private borrowing? Or are the orthodox Keynesians correct in saying that the 

crowding-in effect may dominate the crowding-out effect? The betting here is that the 

truth lies somewhere between these two extremes.   

  Part VIII: The Public Debt   

 The debt is like a crazy aunt we keep down in the basement. All the neighbors know she’s 

there, but nobody wants to talk about her. 

 –Ross Perot–  

  The public, or national, debt is the amount of currently outstanding federal securities 
that the Treasury has issued.  It is what the federal government owes to the holders of 

Treasury bills, notes, bonds, and certifi cates. 

    In 1981 the public debt went over the $1 trillion mark. Do you remember how much 

money $1 trillion is? Write it out with all the zeros right here: 

    Written out, it looks like this: $1,000,000,000,000. In 1986 the national debt 

broke the $2 trillion mark. That means it took the federal government just fi ve years 

  The attractiveness of fi nancing 
spending by debt issue to the 
elected politicians should be 
obvious. Borrowing allows 
spending to be made that will 
yield immediate payoffs without 
the incurring of any immediate 
political cost.  

 —James Buchanan, 
  The Defi cit and 

American Democracy   

  The attractiveness of fi nancing 
spending by debt issue to the 
elected politicians should be 
obvious. Borrowing allows 
spending to be made that will 
yield immediate payoffs without 
the incurring of any immediate 
political cost.  

 —James Buchanan, 
  The Defi cit and 

American Democracy   
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to accumulate as much debt as it had accumulated between 1776 and 1981. Our national 

debt passed $9 trillion in 2008 (see  Figure 8 ).  

    Exactly what is the national debt? It is  the cumulative total of all the federal budget 
defi cits less any surpluses.  Much of it was run up during recessions and wars. It is owed 

to the holders of Treasury bills, notes, certifi cates, and bonds. For example, if you own 

any of these, you are holding part of the national debt. 

    Who holds the national debt? First we need to differentiate between the publicly 

held debt and the debt held by U.S. government agencies, mainly the Federal Reserve 

and the Social Security Trust Fund. The lower part of each bar in Figure 8 shows the 

portion of the national debt held by the public, while the upper part shows the portion 

that is held by U.S. government agencies. In January 2008 44 percent was held by U.S. 

government agencies, and 56 percent by the public. 

    Although the national debt has been increasing at an alarming pace since 2002, 

is this really something we should worry about? After all, don’t we owe it to our-

selves? Until the 1970s foreigners owned no more than 5 percent of the publicly held 

debt, but today they hold over 50 percent.  Figure 9  shows that their holdings rose 

sharply in the early 1970s and again since the mid-1990s. How much more of our 

debt will foreigners need to buy up before we allow that perhaps we don’t really owe 

it to ourselves? 

    Is the national debt a burden that will have to be borne by future generations? As 

long as we owe it mainly to ourselves, the answer is no. If we did owe it mainly to 

foreigners, and if they wanted to be paid off, it could be a great burden. 

    The national debt rose substantially during wars. We paid for these wars partly by 

taxation and partly by borrowing. In wartime a nation will invest very little in plant and 

equipment; all available resources must go toward the war effort. As a result, during the 

fi rst half of the 1940s, we built no new plant, equipment, and residential housing. Had 

there been no war, hundreds of billions of dollars’ worth of plant, equipment, and hous-

ing would have been built. The generation that came of age after the war inherited less 

capital and housing than it would have had no war been fought. To that degree, a burden 

was placed on their shoulders. 

 Exactly what is the 
national debt?  
 Exactly what is the 
national debt?  

  Blessed are the young, for they 
shall inherit the national debt.  

 —Herbert Hoover  

  Blessed are the young, for they 
shall inherit the national debt.  

 —Herbert Hoover  
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 National Debt, 1980–2008* 
 The steady rise in the national debt 
through the 1980s and almost the 
entire 1990s was caused by the 
federal budget defi cits that we ran 
each year. And when we fi nally 
began running surpluses in the late 
1990s, we were able to start paying 
down the debt. Then defi cits 
reappeared in 2002, and once again 
the national debt began to rise. 

*Debt on January 1 of each year. 

 Source: Economic Report of the 
President,  2008; 
www.whitehouse.gov/omb. 
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 Figure 9 

 Percentage of Outstanding National Debt Held by Foreigners, 1953–2007 
 Before the early 1970s, foreigners held no more than about 5 percent of the outstanding (publicly held) 
debt; today they hold over 50 percent. 

 Source:  Haver Analytics; Floyd Norris, “More Than Ever, the U.S. Spends and Foreigners Lend,”  The New York Times,  
October 1, 2005, p. C4; Federal Reserve Board, Statistical Supplement to the Federal Reserve Bulletin, December 2007. 
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    Those who would point at the huge increase in the national debt during the war as 

the cause of our having less plant and equipment have misplaced the blame. It was the 

war, not the increase in the debt, that prevented wartime construction of capital 

goods. 

    When do we have to pay off the debt? We don’t. All we have to do is roll it over, 

or refi nance it, as it falls due. Each year about $3 trillion worth of federal securities fall 

due. By selling new ones, the Treasury keeps us going. But there is no reason why the 

national debt ever has to be paid off. Besides, as long as we continue running huge 

defi cits, any discussion of paying off the debt is moot.  

    To the degree that the debt is being held increasingly by foreigners, we can no 

longer say we owe it (only) to ourselves. In the future, even if we never pay back one 

penny of that debt, our children and our grandchildren will have to pay foreigners hun-

dreds of billions of dollars a year in interest. At least to that degree, then, the public debt 

 will  be a burden to future generations. 

    Our national debt is almost 10 times as large as it was in 1980. But some of the 

increase in the debt is really due to infl ation. So let’s defl ate today’s debt and compare 

it with the 1980 debt in dollars of constant purchasing power. When we do that, it 

turns out that the current debt is just over four times as large as it was back in 

1980. 

    We can also look at the debt as a percentage of GDP, which is what we do in 

 Figure 10 . After rising steadily through the 1980s and the fi rst half of the 1990s, the 

national debt, as a percentage of GDP, peaked in 1995 at 66.9 percent of GDP. It 

declined over the next fi ve years, bottoming out at 57.3 percent in 2000 and 2001. And 

then, as our surpluses turned into defi cits, the debt as a percentage of GDP began rising 

again. 

   While the debt picture is hardly rosy, it is not nearly as bad as it might fi rst 

appear. But let’s take things a step further and consider that a substantial debt can 

actually be viewed in a positive light. Holding U.S. Treasury securities is considered 

a very safe investment, notwithstanding the dire warnings of a certain economics 

textbook author. When we began running budget surpluses in the late 1990s, many 

economists thought that these surpluses would stretch far into the future, and that the 

 When do we have to pay off 
the national debt?  
 When do we have to pay off 
the national debt?  

  A nation is not in danger of 
fi nancial disaster merely because 
it owes itself money.  

 —Andrew W. Mellon, 
 Secretary of the Treasury 

in the 1920s  

  A nation is not in danger of 
fi nancial disaster merely because 
it owes itself money.  

 —Andrew W. Mellon, 
 Secretary of the Treasury 

in the 1920s  
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national debt would eventually shrink away to nothing. Alan Greenspan, then at the 

height of his powers as the chairman of the Federal Reserve, mused that investors 

would increasingly be denied a safe haven for their funds. Of course this has become 

almost a moot point since most of the funds now being invested in U.S. treasuries 

come from abroad. 

    You may have heard about the national debt clock high above Manhattan’s Times 

Square as well as others, some of which can be found on the Internet. These are digital 

clocks that update the national debt every few seconds. Would you believe that they are 

running out of space? Some have just 13 digits, which can accommodate numbers no 

larger than $9,999,999,999,999. What happens when the debt reaches $10 trillion, 

probably sometime in late 2008? It will be time to build larger clocks.  

You can fi nd out exactly how much the national debt is right now by going to either of 

these websites: brillig.com/debt_clock or www.treasurydirect.gov/govt/reports/pd/pd.htm 

and click on “Debt to the Penny.”    

 Current Issue: Defi cits as Far as the Eye Can See 

 From 1930 through 1945 we averaged just 1 million births a year. But from 1946 through 

1964, this average shot up to 3 million. How do you explain this change? 

 OK,  I’ll  explain it. In the 1930s, couples could not afford to have many children 

because of the Great Depression. And the birthrate stayed low for the fi rst half of the 

1940s because so many married men were sent abroad during World War II. But as soon 

as the war ended, 12 million men came home. I’ll let you take it from there. 

 We called the period of high birthrates from the mid-1940s through the mid-1960s 

the “baby boom.” Now fast forward to the second and third decades of the current 

century. The baby boomers will be retiring, and when they do, the federal government 

is going to have to shell out hundreds of billions in Social Security and Medicare 

payments. So if you think the federal budget defi cits have been big—you ain’t seen 

nothin’ yet. 

 In 2008 we took in $150 billion more in Social Security taxes than we paid out in 

Social Security benefi ts. Similarly, we ran a very small Medicare surplus. By the middle 

of the next decade these positive cash fl ows will turn negative—unless Congress takes 

decisive action well before then—and we can expect federal budget defi cits to climb 

towards the trillion dollar mark. 

 In 2008 we paid about $260 billion in interest to the owners of the publicly held 

national debt. As this debt continues to rise, so too will these interest payments. These 

rising interest payments, in turn, will further push up the debt. 

 on the web on the web
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 The U.S. National Debt as a 

Percentage of GDP, 1980–2007
Since 1980 our debt has doubled as 
a percentage of GDP 
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 In the second decade of this century huge and growing Social Security and Medicare 

expenditures along with rising interest payments will drive up the defi cit. Each year’s 

defi cit will be tacked on to the national debt. A higher debt will mean still higher inter-

est payments. So we can look forward to a vicious spiral of rising debt and defi cits, each 

feeding off the other. Ten years from now we’ll be looking back at the good old days 

of $400-billion defi cits.      

  Questions for Further Thought and Discussion  

   1.   Describe the differences between an infl ationary gap and a recessionary gap.  

   2.   Explain why large defi cits are so bad.  

   3.   It can be argued that there really is no fi scal policy. How would you make this argument?  

   4.   To what degree is the public debt a burden to future generations?  

   5.    Explain how, in general, the automatic stabilizers work. Then use one automatic sta-

bilizer to illustrate this.  

   6.    Suppose income taxes and unemployment compensation were cut by an equal 

amount. How would aggregate demand be affected?  

   7.   Right now is there an infl ationary gap or a recessionary gap?  

   8.    Can you remember the last good or service you purchased? Explain how the money 

you spent will lead to a multiplied chain of increased income and spending.  

   9.    As late as 1992 we were running budget defi cits of nearly $300 billion. How do you 

explain the decline in the defi cits through the rest of the decade of the 1990s?  

   10.   Explain the crowding-in and crowding-out effects. How valid are these two concepts?  

   11.     Practical Application:  If you had a job as a fi nancial counselor and a bad recession 

hit, what advice would you give your clients to enable them to keep their heads 

above water.    
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 Multiple-Choice Questions  

Circle the letter that corresponds to the best answer.  

   1.    Which one of these would be the most accurate 

statement?   . ( LO7 ) 

a)     There was a very short fi scal policy decision lag 

in 2008. 

 b)      There was virtually no fi scal policy impact lag 

in 2008.

 c)     In 2008 rebate checks were sent out within weeks 

after the beginning of the economic slowdown.

 d)       President George W. Bush and the leaders of 

Congress were very slow to act after recognizing 

that there was an economic slowdown in early 2008.  

  2.   When equilibrium GDP is too small, we have   

. ( LO1 ,  2 )  

 a)    a recessionary gap  c)  an infl ationary gap  

 b)   a depression  d)  none of these  

   3.   There is an infl ationary gap when 

  . ( LO1 ,  2 )  

  a)   equilibrium GDP is equal to full-employment 

GDP  

 b)    equilibrium GDP is smaller than full-employment 

GDP  

  c)   equilibrium GDP is larger than full-employment 

GDP  

  d)  none of these occur    

   4.   Fiscal policy and monetary policy are 

  . ( LO1 )  

  a)  different means used to attain different goals  

  b)  different means used to attain the same goals  

  c)  the same means to attain the same goals  

  d)  the same means to attain different goals    

   5.   Budget surpluses are most appropriate during   

. ( LO5 )  

  a)  depressions  

  b)  recessions  

  c)  infl ations    

Workbook for Chapter 12

Name  Date 

   6.   Each of the following is an automatic stabilizer 

except   . ( LO4 )  

  a)  unemployment compensation  

  b)  direct taxes  

  c)  welfare payments  

  d)  Social Security benefi ts    

   7.   The crowding-out effect is   . ( LO9 )  

  a)   much stronger during a recession than during 

prosperity  

  b)   much stronger during prosperity than during a 

recession  

  c)  equally strong during a recession and prosperity    

   8.   When there is a recession, the biggest decline is in   

. ( LO4 )  

  a)  Social Security tax receipts  

  b)  personal income tax receipts  

  c)  consumer spending  

  d)  corporate aftertax profi ts    

   9.   The automatic stabilizers   . ( LO4 )  

  a)  help smooth out the business cycle  

  b)  make the business cycle worse  

  c)  eliminate the business cycle    

   10.   Each of the following is an example of discretionary 

fi scal policy except   . ( LO5 )  

  a)  public works spending  

  b)  making the automatic stabilizers more effective  

  c)  changes in tax rates  

  d)  the unemployment insurance program    

   11.   Which of the following is an example of crowding 

out? ( LO9 )  

  a)   Federal government spending causes changes in 

state and local government spending.  

  b)  Government spending reduces private spending.  

  c)   Tax changes perceived as temporary are largely 

ignored.  

  d)   Government spending causes the price level to 

rise.    
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   12.   Fiscal policy is made by    . ( LO1 )  

  a)  the president only  

  b)  Congress only  

  c)  both the president and Congress  

  d)  neither the president nor Congress    

   13.   The requirement to override a presidential veto is   

. ( LO5 )  

  a)  a majority vote in each house of Congress  

  b)  a two-thirds vote in each house of Congress  

  c)  a three-quarters vote in each house of Congress  

  d)   a majority vote of both houses of Congress 

combined    

   14.   The crowding-out effect cancels out at least part of 

the impact of   . ( LO9 )  

  a)  expansionary fi scal policy  

  b)  expansionary monetary policy  

  c)  restrictive fi scal policy  

  d)  restrictive monetary policy    

   15.   If equilibrium GDP is $5.5 trillion and full employment 

GDP is $5 trillion, there is   . ( LO1 ,  2 )  

  a)  defi nitely an infl ationary gap  

  b)  probably an infl ationary gap  

  c)  defi nitely a recessionary gap  

  d)  probably a recessionary gap    

   16.   Statement 1: A tax cut will have the same impact on 

the recessionary gap as an increase in G only if 

people spend the entire tax cut. ( LO1 ,  2 )  

  Statement 2: The paradox of thrift is more relevant 

today, when savings are so low, than it was back in 

the 1950s and 1960s.  

  a)  Statement 1 is true and statement 2 is false.  

  b)  Statement 2 is true and statement 1 is false.  

  c)  Both statements are true.  

  d)  Both statements are false.    

   17.   The fi scal policy recognition lag ( LO7) 

  a)  is always very short. 

  b)  is always very long. 

  c)   is always longer than the decision and impact 

lags combined. 

  d)  can very considerably in length.   

   18.   Which statement is true? ( LO8 )  

  a)   About one-third of the national debt is rolled over 

(or refi nanced) every year.  

  b)  The national debt is doubling every 10 years.  

  c)   Unless we balance the budget within the next fi ve 

years, the United States stands a good chance of 

going bankrupt.  

  d)  None of these statements is true.    

   19.   Since 2001 the federal budget defi cit    and 

the national debt   . ( LO5 ) 

  a)  increased, increased  

  b)  decreased, decreased  

  c)  increased, decreased  

  d)  decreased, increased    

   20.   Which statement is true? ( LO8 )  

  a)  The national debt is larger than GDP.  

  b)   The national debt will have to be paid off 

eventually.  

  c)  Most of the national debt is held by foreigners.  

  d)  None of these statements is true.    

   21.   If the federal government attempts to eliminate a 

budget defi cit during a depression, this will 

    . ( LO5 )  

  a)  alleviate the depression  

  b)  contribute to infl ation  

  c)  make the depression worse  

  d)  have no economic effect    

   22.   During times of infl ation, we want to 

  . ( LO5 ,  6 )  

  a)  raise taxes and run budget defi cits  

  b)  raise taxes and run budget surpluses  

  c)  lower taxes and run budget surpluses  

  d)  lower taxes and run budget defi cits    

   23.   Which statement is true? ( LO8 )  

  a)  The public debt is larger than our GDP.  

  b)   The public debt is the sum of our defi cits minus 

our surpluses over the years since the beginning of 

the country.  

  c)   We have had budget defi cits only during recession 

years and wartime.  

  d)  None of these statements is true.    
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  24.   The main feature of the 2008 economic stimulus 

package was ( LO7 ) 

  a) taxpayer rebates. 

    b)  an across-the-board tax cut.

    b)   an increase in spending on food stamps and 

unemployment benefi ts.

 d)  a large highway building program. 

   25.   A major advantage of the automatic stabilizers is that 

they    . ( LO4 )  

  a)   simultaneously stabilize the economy and tend to 

reduce the size of the public debt  

  b)   guarantee that the federal budget will be balanced 

over the course of the business cycle  

  c)   automatically produce surpluses during recessions 

and defi cits during infl ations  

  d)   require no legislative action by Congress to be 

made effective    

   26.   The most valid argument against the size of the 

national debt is that it    . ( LO8 )  

  a)  will ruin the nation when we have to pay it back  

  b)  is owed mainly to foreigners  

  c)   leaves future generations less plant, equipment, 

and housing than would be left had there been a 

smaller debt  

  d)   will bankrupt the nation because there is a limit as 

to how much we can borrow    

  27.   Assuming that present trends continue, the best 

estimate of our national debt on January 1, 2011 

  would be    . ( LO8 )  

  a)  $4 trillion   d)  $11 trillion  

  b)  $6 trillion   e)  $15 trillion  

 c)  $8 trillion  

 28.  In 2006 and 2007 we had  . ( LO1 ,  2 ) 

  a)  a recessionary gap  

  b)  neither an infl ationary gap nor a recessionary gap  

  c)  an infl ationary gap    

  29.   Between 1998 and 2000 the federal budget surplus    

 and the publicly held national debt  

  . ( LO6 ,  8)  

  a)  rose, rose    c)  rose, fell

  b)  fell, fell    d)  fell, rose

   30.   Dynamic scoring is closely related to 

  . ( LO9 )  

  a)  the crowding-out effect  

  b)  the crowding-in effect  

  c)  both the crowding-out and crowding-in effect  

  d)  neither the crowding-out nor crowding-in effect      

 Fill-In Questions  

   1.   The means that fi scal policy uses to attain its goals are 

the manipulation of    and   . ( LO5 )  

   2.   We could eliminate infl ationary gaps and recessionary 

gaps by making    GDP equal to 

   GDP. ( LO1 ,  2 )  

   3.   The two ways of eliminating an infl ationary gap are 

(1)    

  and (2)   . ( LO1 ,  2 )  

   4.   The two ways of eliminating a recessionary gap are 

(1)   

and (2)   . ( LO1 ,  2 )  

   5.   Welfare spending, unemployment compensation, and 

direct taxes are all examples of   . ( LO4 )  

   6.   The crowding-out effect states that when the Treasury 

borrows a lot of money to fi nance a budget defi cit, 

    . ( LO9 )  

   7.   Perhaps the most countercyclical of all the automatic 

stabilizers is the   . ( LO4 )  

   8.   In addition to the automatic stabilizer, we have 

 fi scal policy . ( LO4 ,  5 )  

   9.   Fiscal policy was invented by   . ( LO5 )  

   10.   When equilibrium GDP is equal to full-employment 

GDP, we have an infl ationary gap equal to   

  . ( LO1 ,  2 )     
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 Problems  

   1.   (a) In  Figure 1 , is there an infl ationary gap or a 

recessionary gap? (b) How much is it? (c) How much 

is the multiplier? ( LO1 ,  2 ,  3 )  

   4.   If the MPC is .6, how much is the multiplier? ( LO3 )  

   5.   If C rises by $10 billion and the multiplier is 4, what 

happens to the level of GDP? ( LO3 )  

   6.   If I falls by $20 billion and the multiplier is 5, what 

happens to the level of GDP? ( LO3 )  

   7.   If GDP is 3,400, the multiplier is 5, and I rises by 15, 

what is the new level of GDP? ( LO3 )  

   8.   If GDP is 3,900, the multiplier is 8, and G falls by 10, 

what is the new level of GDP? ( LO3 )  

   9.   Suppose that Derek Bowman and Nicole Bowman 

each have MPCs of .5. If Derek receives one dollar 

of income, how much of that dollar would he be 

expected to spend? If Nicole receives all of the 

E
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GDP

C + I + G + Xn

GDP (in billions of dollars)

8,000

6,000

4,000

2,000

 Figure 1 

   2.   To remove the gap in Figure 1, what two fi scal policy 

measures would you recommend? ( LO1 ,  2 )  

   3.   When the MPC is .8, how much is the multiplier? ( LO3 )  
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money that Derek spent, how much would Nicole be 

expected to spend? ( LO3 )  

   10.   If equilibrium GDP is $400 billion greater than full-

employment GDP and there is an infl ationary gap of 

$50 billion, how much is the multiplier? ( LO3 )  

   11.   If the full-employment GDP is $1 trillion greater than 

equilibrium GDP and the multiplier is 5, how much is 

the recessionary gap? ( LO3 )  

   12.   If Guy Barnes receives $1,000 from his newly created 

government job and gives $900 to Jingles Althaus for 

writing him a speech, and then Jingles gives $810 to 

Alayna Noel for installing a computer system, 

assuming everyone else in the nation has the same 

spending pattern: (a) How much is the multiplier? 

(b) If $10 billion of new investment had been made, 

by how much would our GDP rise? ( LO3 )  

   13.   Suppose that in the year 2020 our national debt were 

$10 trillion and our budget defi cit were $300 billion. 

If a plan to gradually reduce the defi cit and to balance 

the budget in the year 2030 were successful, make an 

estimate of the national debt in 2030. ( LO8 )  

   14.   In  Figure 2 : (a) Is there an infl ationary gap or a 

recessionary gap? (b) How much is it? (c) How much 

is the multiplier? ( LO1 ,  2 ,  3 )  

   15.   In fi scal year 2029 there is a budget defi cit of 

$1 trillion. The fourth Bush administration, which 

believes in dynamic scoring, gets Congress to pass a 

tax cut of $500 billion a year for the next 20 years. 

How much will the Bush administration’s economists 

predict the defi cit will be in fi scal year 2034? ( LO6 )   
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 Chapter 13 

  W
 hy would it be a dumb idea to keep your money under your mattress, especially 

during times of infl ation? What backs up our money supply? How much is a 

dollar worth today? What would happen if everyone tried to get their money out 

of the bank at the same time? By the time you’ve gotten to the end of the chapter, you’ll 

know the answers to these questions. 

  Banks create money. The rate of monetary growth itself is controlled by the Federal 

Reserve, which serves as our nation’s central bank. In this chapter we’ll look at our coun-

try’s money supply and banking system, and in the next, at the Federal Reserve System. 

  First we’ll talk about the money supply in the United States and the jobs it does. 

Next we’ll work in a little monetary theory; we’ll look at the demand for money and 

how interest rates are set. Then we’ll turn to banking, beginning with its origins in 

medieval times; moving right along, we’ll look at modern banking. So fasten your seat 

belt; in the words of the late Jackie Gleason, “And away we go!” 

 Money and Banking  

   6.   Branch banking and bank chartering.  
   7.   The FDIC.  
   8.   The savings and loan debacle.
 9. Wal-Mart Bank   ?
 10. Overdraft privileges

   1.   The three jobs of money.  
   2.   What money is.  
   3.   M1, M2, and M3.  
   4.   The demand for money.  
   5.   The origins of banking.  

  LEARNING OBJECTIVES 

  We will discuss the following interesting topics:  

    Money   

  Through the ages many different kinds of things have been used as money—corn, beads, 

whales’ teeth, shells, stones, feathers, salt, and even cocoa beans, the main ingredient of 

chocolate. In some time and place, each of these items was accepted as payment for a good 

or service. So we can defi ne money as  any asset that can be used to make a purchase.   

 The Three Jobs of Money 

 How important  is  money? Imagine trying to get by without any. How well would you 

manage if you were dropped off in some strange town with no money, no credit cards, 

and no friends or family? What if there were no such thing as money? If you were 

hungry, maybe you could fi nd a place where you’d be able to trade your wristwatch for 

  Any commodity to be called 
“money” must be generally 
acceptable in exchange, and any 
commodity generally acceptable 
in exchange should be called 
money.  

 —Irving Fischer 

  Any commodity to be called 
“money” must be generally 
acceptable in exchange, and any 
commodity generally acceptable 
in exchange should be called 
money.  

 —Irving Fischer 

  The three jobs of money are
  (1) medium of exchange,
  (2) standard of value,
  (3) store of value.  

  The three jobs of money are
  (1) medium of exchange,
  (2) standard of value,
  (3) store of value.  
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306 C H A P T E R  1 3

a meal. But then, how would you pay for your  next  meal? And where would you sleep 

that night? And the next? 

    So wouldn’t you agree that money is pretty important? Sometimes we don’t know 

quite  how  important until we’re caught without it. Money is important to us as individual 

consumers, and it is also essential to our economy. It performs three important jobs that 

enable our economy to function smoothly and productively. 

   Medium of Exchange 

 By far the most important job of money is to serve as a medium of exchange: When any 

good or service is purchased, people use money. 

    Money makes it much easier to buy and to sell because money is universally accept-

able. With money I can go out and buy whatever I want—provided, of course, I have 

enough of it. Similarly, a seller will sell to anyone who comes along with enough money; 

he won’t have to wait for a buyer who’s willing to trade something the seller needs. 

    Money, then, provides us with a shortcut in doing business. By acting as a medium 

of exchange, money performs its most important function. 

    Money doesn’t need to have any inherent value or use—like salt, or corn, or cocoa 

beans—to serve as a medium of exchange. As long as we feel confi dent that people will 

accept it in exchange for their goods and services, then money is functioning very well 

as a medium of exchange.   

 Standard of Value 

 Wanna buy a brand name DVD player? A new sports car? A Swiss watch? 

    “Sure,” you say. “How much?” 

    Thus money performs well at its second job—as a standard of value. If I told you that 

I got gasoline at $1 a gallon, you’d want to know the exact location of that gas station. 

But if I said that I bought a cheeseburger at a fast-food place for $10, you might wonder 

whether I have both oars in the water. A clerical job that pays $2 an hour would be nearly 

impossible to fi ll, while one paying $50 an hour would be swamped with applicants. 

    Does money work well as a standard of value? You tell  me .   

 Store of Value 

 Imagine that in 1988 you put $100 under your mattress and took out that same hundred 

dollars in 2008. How much was that $100 worth? 

    In other words, if you could buy 100 units of goods and services with your $100 in 

1988, how many units could you buy with $100 in 2008? Eighty? No, fewer. Seventy? No, 

but very close. OK, I’ll put you out of your misery. You could have bought just 55 units. 

    Did someone sneak into your bedroom in the middle of the night and steal most of 

your money? No; but over the years, infl ation took its toll. During this 20-year period, 

infl ation robbed the dollar of almost half of its purchasing power. 

    This brings us back to the third job of money. Is money a good store of value or wealth? 

Over the long run, and particularly since World War II, it has been a very poor store of value. 

However, over relatively short periods of time, say, a few weeks or months, money does not 

lose much of its value. More signifi cantly, during periods of price stability, money is an 

excellent store of value. Of course, the best time to hold money is during defl ation because 

the longer you hold it, the more it’s worth. For example, if you held money under your 

mattress from late 1929 to early 1933, it would have doubled in value during those years.   

 Other Useful Properties of Money 

 For thousands of years gold and silver have served as money, but not iron or wood. Iron 

and wood are not  scarce  enough to serve as money. Imagine  this  transaction: How much 

are those ox carts? Five pounds of wood? Great! I’ll take ten of them. 

  Money’s most important job    Money’s most important job  

Money is a terrible master but an 
excellent servant.

—P. T. Barnum, 
Circus owner

Money is a terrible master but an 
excellent servant.

—P. T. Barnum, 
Circus owner

   A currency, to be perfect, should 
be absolutely invariable in value.  

 —David Ricardo,
  Works   

   A currency, to be perfect, should 
be absolutely invariable in value.  

 —David Ricardo,
  Works   

  Is money a good standard 
of value?  
  Is money a good standard 
of value?  

   I measure everything I do by the 
size of a silver dollar. If it don’t 
[sic] come up to that standard, 
then I know it’s no good.  

 —Thomas A. Edison  

   I measure everything I do by the 
size of a silver dollar. If it don’t 
[sic] come up to that standard, 
then I know it’s no good.  

 —Thomas A. Edison  

  Is money a good store of value?    Is money a good store of value?  
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    Relative to wood and iron, gold is scarce. But not that scarce that there isn’t enough 

of it to be used as money. It there were, for example, just one pound of gold in the entire 

kingdom, there wouldn’t be enough of it to serve as a money supply. 

    A second useful property of money is  divisibility,  which defi nitely helps when 

you’re trying to make change. Imagine trying to do business with just hundred dollar 

bills. Of course with paper money that problem doesn’t arise because the government 

prints up plenty of ones, fi ves, tens, twenties, and fi fties, and also mints plenty of 

coins. But a country that uses cattle as money would run into a serious problem of 

divisibility. 

    Finally, money needs to be  portable.  Imagine going on a business trip and paying 

for your rental car, hotel, and meals with sacks of corn. Our paper currency is quite 

portable. But coins—even silver dollars—are  not  very portable. Just try carrying $100 

in coins in your handbag or your pocket.   

 Money versus Barter 

 Try to imagine how hard it would be to do business without money. Whenever you 

shopped, you’d have to have something to trade that the shopkeeper wanted. Your 

employer would have to pay you with something that you could trade for at least some 

of the things you needed. You’d have to fi nd a way to make your car payments and your 

rent or mortgage payments, and pay for electricity, gasoline, food, clothing, appliances, 

and anything else you needed. In short, to carry out every transaction, you would need 

to fi nd someone with whom you had a double coincidence of wants.     

    Without money, the only way to do business is by bartering. “How many quarter 

sections of beef do you want for that car?” or “Will you accept four pounds of sugar for 

that 18-ounce steak?” 

    For barter to work, I must want what you have and you must want what I have. This 

makes it pretty diffi cult to do business. (See the Advanced Work box, “Money versus 

Barter.”)  

  Everything, then, must be 
assessed in money; for this 
enables men always to exchange 
their services, and so makes 
society possible.  

 —Aristotle,  
Nicomachean Ethics

  Everything, then, must be 
assessed in money; for this 
enables men always to exchange 
their services, and so makes 
society possible.  

 —Aristotle,  
Nicomachean Ethics

Imagine living in a country with no money. Every time you 

needed something, you would have to fi nd someone who 

had what you wanted and was willing to trade for some-

thing that you had.

 But if there were money, a widely accepted medium of 

exchange, you wouldn’t need to barter. You could just go 

out and buy what you wanted without having to fi nd some-

one willing to trade.

 Money also provides a standard of value. Every good 

and service has a price that’s expressed in terms of dollars 

and cents. If there were no money, then everything we 

traded would be valued in terms of what we traded for. For 

example, a haircut might trade for three movie tickets.

 Suppose there were just four goods and services in our 

economy—haircuts, hamburgers, movie tickets, and shoes. 

The price of haircuts would be expressed in terms of ham-

burgers, movie tickets, and shoes. The price of hamburgers 

would be expressed in terms of movie tickets and shoes. And 

the price of movie tickets would be expressed in terms of 

Money versus Barter

A D V A N C E D W O R K

shoes. If you add up these exchanges, you see that four goods 

and services would have six prices in a barter economy.

 As the number of goods and services in a barter econ-

omy increases, the number of prices increases exponen-

tially (see the table below). It sure is hard to do business 

when you have to keep track of so many prices.

Number of  Number of Number of

Goods and  Prices in a Prices in a

Services Money Economy Barter Economy

 2 2 1

 3 3 3

 4 4 6

 10 10 45

 100 100 4,950

 1,000 1,000 499,500
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    Our Money Supply 

 What does our money supply consist of? Gold? No! U.S. government bonds? No! Diamonds? 

No! Money consists of just a few things: coins, paper money, demand (or checking) depos-

its, and checklike deposits (sometimes called NOW—or negotiable order of withdrawal—

accounts) held by the nonbank public. Coins (pennies, nickels, dimes, quarters, half-dollars, 

silver dollars, and other dollar coins) and paper money (dollar bills, fi ves, tens, twenties, 

fi fties, and hundreds) together are considered currency. (By the way, where did the  dollar  

come from? See the box on this topic.) 

    Five out of every 10 dollars in our money supply are demand deposits and other 

checkable deposits. Virtually all the rest is currency. We have to be careful, however, to 

distinguish between checks and demand (or checking) deposits. Jackie Gleason used to 

tell a story about two guys who get into an argument in a bar about who is more miserly 

(or cheaper). Suddenly one of them pulls out a dollar bill and a book of matches, lights 

the bill on fi re, and lets it burn to a crisp. Not to be outdone, the other guy pulls out a 

fi ve, lights it, and watches it burn to a crisp. So then the fi rst guy does the same thing 

with a $10 bill. Well, the other guy doesn’t want to look bad, so he reaches into his 

pocket, pulls out his checkbook, writes out a check for $1,000, lights it, and watches it 

burn to a crisp. 

    Checks are  not  money. Checking deposits  are . 

    Incidentally, demand deposits are so named because they are payable “on demand.” 

When you write a check, your bank must honor it, provided, of course, that you have 

enough money in your account to cover the check. Banks also insist that a certain num-

ber of business days go by before they will cash a specifi c check. It is usually 5 days 

for a local check and 7 to 10 days for an out-of-town check. Banks call this waiting 

period the time it takes for a check to clear. But any money in your checking account 

that has been cleared is available to depositors on demand. 

    Our currency is legal tender for all debts, public and private. But don’t take  my  word 

for it. You’ll fi nd those words written just to the left of George Washington’s portrait on 

the one dollar bill, or to the left of Abraham Lincoln’s on the fi ve. So the government 

says that your money must be accepted for payment of all debts. Does the government 

say that about checks and credit cards? No! (See the accompanying box.) Now what does 

it say on the back of each dollar just below “THE UNITED STATES OF AMERICA”? 

It says, “IN GOD WE TRUST.” And as many people say: “In God we trust—all others 

pay cash.” 

  What does our money supply 
consist of?  
  What does our money supply 
consist of?  

The U.S. dollar traces its roots back to the old Spanish- 

milled silver dollar. You didn’t think it was based on the 

old British system, did you? You’d really have to be 

crazy to try to copy a system that uses pence, shillings, 

guineas, and pounds.

 Are you any good at trivia questions? In Robert 

Louis Stevenson’s Treasure Island, there was a parrot 

who, as parrots will do, kept repeating the same phrase 

over and over. OK, what was the phrase? You have eight 

seconds to answer the question. What was the phrase 

that the parrot, who, by the way, was acquainted with 

Long John Silver, kept repeating? Did you guess? 

Sorry—time’s up.

 The answer is “Pieces of eight. Pieces of eight.” See 

that? You learn something every day.

 By the way, how much money is two bits? It’s a 

quarter. And four bits? That’s right—50 cents. Eight 

bits? A dollar.

 What was that parrot getting at with his “Pieces of 

eight. Pieces of eight”? He was talking dollars, Spanish- 

milled silver dollars. Those dollars were milled in such a 

way, that eight pieces—or bits—could be torn from each 

dollar, like perforated slices in a metal pie. That way, 

if you had a dollar and wanted to spend just 25 cents, 

you tore off two pieces or bits. To this day, some South 

American countries have coins worth 12½ centavos.

Where Did the Dollar Come From?
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  If you’d like to learn more about our supply of currency, the Federal Reserve Bank of 

Atlanta has a very interesting website:  www.frbatlanta.org/publ.cfm  and click on “Dollars 

and Cents brochure.”    

 How Do We Pay Our Bills? 

 There are many ways to pay for things—cash, check, credit card, debit card, prepaid or 

stored-value cards, and electronic fund transfers. Checks had been most important before the 

new millennium, but we have been moving rapidly toward a relatively checkless economy. 

    Credit cards, and especially debit cards, increasingly are used to pay for goods and 

services. And prepaid cards, which have long been issued by phone companies, have 

replaced food stamps, and are even being issued by employers in place of paychecks. 

    More and more people are paying their bills with electronic fund transfers—

movements of funds directly from one bank account to another. Many people have 

arrangements with the phone and electric companies to have their bills automatically 

deducted from their bank accounts. Similarly, some employers deposit paychecks elec-

tronically. And every month, the Social Security Administration sends out tens of 

millions of benefi t payments electronically. As electronic payments become more 

widespread, their share of total payments will continue to grow very rapidly, possibly 

passing 70 percent in 2010. 

   M1 and M2 

Our money supply includes currency, demand deposits, traveler’s checks, and what the 

Federal Reserve terms “other checkable deposits,” which include the NOW accounts and 

“share draft accounts,” or checking accounts issued by credit unions. 

    According to the Federal Reserve there is over $750 billion in currency in the hands 

of the public (see  Figure 1 ). But the U.S. Treasury estimates that between two-thirds 

and three-quarters of U.S. currency is held outside the United States. Foreigners, espe-

cially Russians, consider American dollars—particularly one hundred dollar bills—as a 

much better medium of exchange and standard of value than their own currencies. So 

  M1 � currency, demand 
deposits, traveler’s checks, and 
other checkable deposits  

  M1 � currency, demand 
deposits, traveler’s checks, and 
other checkable deposits  

 The answer is no. Credit cards are ID cards that 

enable you to buy a whole range of goods and services 

without having to pay until the end of the month. Who 

pays? The bank that issued your credit card pays the 

merchant; then, a few weeks later, you repay the bank.

 What the bank would really like you to do is run 

up a large balance and pay 18 or 20 percent interest on 

that balance for years and years. That’s the main reason 

they will give you a credit line of $5,000, $10,000, or 

even more.

 Credit cards are a convenient way to buy things and 

account for nearly one-quarter of the dollar value of all 

purchases. They provide short-term loans from the 

fi nancial institutions that issued the cards.

 Bank of America issued the fi rst bank credit cards 

in 1958, but most people didn’t begin using them 

regularly until the 1970s. Through the 1960s people 

used cash and checks to pay for nearly all purchases. 

American households, on average, possess nearly eight 

major bank cards—or 17, including store and gas cards.

 Bank credit cards like VISA, MasterCard, and 

American Express have become extremely important in 

our economy. Not only can you travel and make major 

purchases without having to carry hundreds or thou-

sands of dollars in cash, but you won’t be able to rent 

a car, stay in some hotels, or transact certain types of 

business without such a card. But remember, they’re 

only pieces of plastic—not money.

 Debit cards look like credit cards. They’re not 

money either. When you buy something, the sales clerk 

asks you, “Credit or debit?” If you have a debit card, 

the money comes right out of your checking account. 

Suppose you’ve got $1,000 in your checking account 

and use your debit card to pay for a $200 purchase. 

Before you’ve left the cash register, your checking 

account balance has already gone down to $800.

Are Credit Cards Money?

on the web
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the bottom line is that our money supply, M1, may be as much as $500 billion lower 

than the offi cial fi gure shown in Figure 1. 

    M1 is shown along with M2 in Figure 1. As of February 2008, our money supply 

totaled $1,358 billion. Nearly everyone considers M1 our money supply, but we’re also 

going to consider a broader measure of money, M2. 

     By adding savings deposits, small-denomination time deposits, and money market 
mutual funds held by individuals to M1, we get M2.  You know what savings deposits 

are. Time deposits hold funds that must be left in the bank for a specifi ed period of 

time—a week, a month, three months, a year, fi ve years, or even longer. 

    Remember the bank ads that warn, “There is a substantial penalty for early with-

drawal”? These warnings are another way of saying that under the conditions of a 

time deposit, you are legally required to leave your money in the bank for a specifi ed 

period of time. And so, unlike a demand deposit, time deposits are not payable until 

a certain date. 

    Technically, the money held in time and savings deposits does not have to be paid 

to the depositors “on demand.” When you fi ll out a withdrawal slip to take money 

out of your savings account, you are completely confi dent that you will walk out of 

the bank with your money. Legally, however, your bank can require up to 30 days’ 

written notice before giving you these funds. In practice, of course, no bank ever does 

this. Although nearly every bank in the country is insured by the Federal Deposit 

Insurance Corporation, it is quite possible that, if a 30-day waiting period were 

enforced, many nervous depositors would rush into their banks to get their money 

while they could. Money market mutual funds are issued by stockbrokers and other 

institutions, usually pay slightly higher interest rates than banks, and offer check-writing 

privileges. 

      Until 2006 the Federal Reserve also compiled and published fi gures for a still 

larger monetary aggregate, M3. M3 5 M2 1 large-denomination time deposits (of 

$100,000 and more) 1 money market mutual funds held by institutions. But the 

Federal Reserve Board concluded M2 played a much more important role in monetary 

policy process than M3, so it stopped collecting the underlying data and publishing 

M3 fi gures. 

  M1 � savings, small- 
denomination time deposits, and 
money market funds � M2  

  M1 � savings, small- 
denomination time deposits, and 
money market funds � M2  

Figure 1 

M1 and M2, February 11, 2008*
By adding savings deposits, small-
denomination time deposits, and 
money market mutual funds held by 
individuals to M1, we get M2.

*Percentages may not add to 100.0 
percent due to rounding.

Source: Federal Reserve Statistical 
Release, Feburary 21, 2008.

M1 = 1,358 M2 = 7,474

Currency in
circulation

55.9%

Traveler's
checks
0.5%

Other
checkable
deposits
22.6%

Saving
deposits
52.3%M1

18.2%

Money market
mutual funds

held by individuals
13.2%

Small-denomination
time deposits

16.3%

Demand
deposits
21.1%

  M2 � large-denomination time 
deposits � M3  
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    A strong case can be made to designate M2 as our basic money supply rather than 

M1. First, it is the monetary measure most closely watched by the Federal Reserve, the 

agency that controls the growth of our money supply. Second, with the enormous growth 

of money market deposit accounts, time deposits, and money market mutual funds, which 

people can quickly convert into cash, attention has shifted to M2. But I’m enough of a 

traditionalist to keep calling M1 our basic money supply—at least until the next edition 

of this text.   

 Our Growing Money Supply 

 Our money supply grows from year to year as the amount of currency in circulation goes up 

and as our checking deposits and checklike deposits go up as well. How fast does the money 

supply grow?  Figure 2  shows monetary growth from the 1960s through 2007. 

    Monetary growth has not been smooth. You’ll notice huge jumps, for example, in the 

mid-1980s and early 1990s. The Federal Reserve controls the rate of monetary growth. 

How? Read all about it in the next chapter.   

 The Demand for Money 

 How much of  your  assets do you hold in the form of money? A typical middle-class 

family might own a home, two cars, several thousand dollars’ worth of corporate stock, 

and perhaps one or two U.S. Treasury bonds. Of course, none of that is money. But the 

same family may also have a couple of bank accounts and $800 in cash. Let’s consider 

the reasons why people hold some of their assets in the form of money. 

    Economists recognize that people hold money for a variety of purposes. John 

 Maynard Keynes noted that people had three reasons for holding money: to make trans-

actions, for precautionary reasons, and to speculate. After we discuss the Keynesian 

motives for holding money, we shall look at the infl uences that shape the demand for 

holding money.  

 The Keynesian Motives for Holding Money   Instead of holding their assets in 

other forms—stocks, bonds, real estate, commodities—everyone opts to hold at least 

some of their assets in the form of currency or demand deposits. John Maynard Keynes 

observed that people hold money not just to buy things, but also for precautionary and 

speculative reasons. But the transactions motive is, by far, the most important motive for 

holding money. 

  Why do people hold money?    Why do people hold money?  
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Figure 2

Annual Percentage Change 

in the Money Supply, M1, 

1960–2007
Between 1960 and 1983, there was 
a fairly steady upward trend in the 
annual growth of M1 from less than 
1 percent to just over 9 percent. But 
since then there have been extremely 
sharp fl uctuations, ranging from an 
annual increase of 17 percent to a 
decrease of about 4 percent.

Sources: Economic Report of the 
President, 2008; Federal Reserve 
Bulletin, March 2008.
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  Individuals have day-to-day purchases for which they pay in cash or by check. You 

take care of your rent or mortgage payment, car payment, monthly bills, and major 

purchases by check. Cash is sometimes needed for groceries, gasoline, restaurant meals, 

the movies, and nearly every other small purchase. Businesses, too, need to keep sub-

stantial checking accounts to pay their bills and to meet their payrolls. Individuals and 

businesses, then, both need to hold a certain amount of money for regular expenses. 

Keynes called this the transactions motive for holding money. 

  Next we have the precautionary motive. People will keep money on hand, sometimes 

called a rainy-day fund, just in case some unforeseen emergency arises. They do not 

actually expect to spend this money, but they want to be ready if the need arises. 

  Finally, there is the speculative motive for holding money. When interest rates are 

very low—as they were during the Great Depression when Keynes was writing—you 

don’t stand to lose much by holding your assets in the form of money. Alternatively, by 

tying up your assets in the form of bonds, you actually stand to lose money should inter-

est rates rise, because you’d be locked into very low rates. In effect, the speculative 

demand for money is based on the belief that better opportunities for investment will 

come along and that, in particular, interest rates will rise. 

  These three Keynesian motives, especially the transactions motive, explain why 

people want to hold some of their assets in the form of cash. But how  much ? That 

depends on the four infl uences on the demand for money.   

 Four Infl uences on the Demand for Money   The amount of money we hold is 

infl uenced by four factors: (1) infl ation (2) income, (3) interest rates, and (4) credit avail-

ability. Changes in these factors change how much money we hold. 

  (1) Infl ation  During periods of infl ation, as prices rise, we need to hold an increasing 

amount of money to meet our day-to-day needs. When the price of a hot dog rose from 

a nickel to a dime during the late 1940s, hot dog lovers needed to carry twice as much 

money to satisfy their craving. Fifty years ago a family of four could eat out and go to 

the movies for about $10; doing that today might cost six times as much. So they would 

need to have six times as much money. 

  (2) Income  Poor people seldom carry around much money. Check it out. The more you 

make, the more you spend, and the more you spend, the more money you need to hold as 

cash or in your checking account. Even if you use a credit card, you still have to pay your 

bill at the end of the month. As income rises, so does the demand for money balances. 

  (3) The Interest Rate  So far we’ve had two positive relationships: the quantity of money 

demanded rises with the level of prices and income. Are you ready for a negative relation-

ship? All right, then. The quantity of money demanded goes down as interest rates rise.  

   Until recently people did not receive interest for holding money. Cash that you keep 

in your wallet or under your mattress still pays no interest, and until the late 1970s 

neither did checking deposits. Even today nearly all checking deposits pay less than 

2 percent interest, and some don’t pay any interest whatsoever. Alternatives to holding 

your assets in the form of money are to hold them in the form of bonds, money market 

funds, time deposits, and other interest-bearing securities. As interest rates rise, these 

assets become more attractive than money balances. Thus, there is a negative relationship 

between interest rates and money balances. 

  Do you remember the concept of opportunity cost, which was introduced in Chap-

ter 2? What is the opportunity cost of holding money? It’s the interest that you forgo.

 (4) Credit Availability  If you can get credit, you don’t need to hold so much money. 

Forty years ago most Americans paid cash for their smaller purchases and used checks 

for big-ticket items. The only form of consumer credit readily available was from 

retail merchants and manufacturers. The last four decades have seen a veritable explo-

sion in consumer credit in the form of credit cards and bank loans. Over this period 

increasing credit availability has been exerting a downward pressure on the demand 

for money. 

  Transactions motive    Transactions motive  

  Precautionary motive    Precautionary motive  

  Speculative motive    Speculative motive  

  Money is the poor people’s 
credit card.  

 —Marshall McLuhan 

  Money is the poor people’s 
credit card.  

 —Marshall McLuhan 
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  We can now make four generalizations:  

   1.   As interest rates rise, people tend to hold less money.  

   2.   As the rate of infl ation rises, people tend to hold more money.  

   3.   As the level of income rises, people tend to hold more money.  

   4.   People tend to hold less money as credit availability increases.           

  Banking   

 A Short History of Banking 

 There are just under 7,500 commercial banks in the United States. These are defi ned 

as banks that hold demand deposits, but other banks—mutual savings banks, savings 

and loan associations, credit unions, and mutual money market funds—also issue check-

ing accounts. The distinction between commercial banks and other savings institutions 

is blurring. 

    We’ll talk about the origins of banking before we discuss how banking is con-

ducted today in the United States. The fi rst banks were run by goldsmiths back in the 

Middle Ages. We’ll see that these fellows invented not only banking, but paper money 

as well. 

    In medieval times, about the only secure place for your money was in the safes of 

the goldsmiths, so anybody who was anybody kept his money with the local goldsmith. 

These gentlemen would give receipts that possibly looked a little like the hatcheck slips 

you get at some of the fancier restaurants. If you left 10 gold coins with the smith, he 

wrote 10 on your receipt. If you happened to be rich, it was very important to be able 

to count past 10. 

    Although no one is quite sure who was the fi rst to accept paper money—that is, 

goldsmiths’ receipts—it might well have happened this way: 

    A knight was having his castle completely redone—new wallpaper, new bearskin 

rugs, new dungeon, new drawbridge—the works! When the job was fi nally completed, 

the contractor handed him a bill for 32 gold pieces. 

    The knight told the contractor, “Wait right here. I’ll hitch up the team and take the 

oxcart into town. I’ll get 32 gold coins from the goldsmith. I shouldn’t be gone more 

than three days.” 

    “Why bother to go all the way into town for the 32 gold coins?” asked the contrac-

tor. “When you give them to me, I’ll have to ride all the way back into town and deposit 

the coins right back in the goldsmith’s safe.” 

    “You mean you’re not going to charge me for the job?” The knight, while able to 

count past 10, came up short in certain other areas. 

    “Of course I want to get paid,” replied the contractor. “Just give me your receipt for 

32 gold coins.” 

    It took the knight a little while to fi gure this out, but after the contractor went over 

it with him another six or eight times, he was fi nally able to summarize their transaction: 

“If I give you my receipt, we each save a trip to the goldsmith.” And with that, paper 

money began to circulate. 

    The goldsmiths were not only able to count higher than anyone else in town, but 

they generally had a little more upstairs as well. Some of them began to fi gure out that 

they could really start to mint money, so to speak. First, they recognized that when 

people did come in to retrieve their gold coins, they did not insist on receiving the iden-

tical coins they had left. Second, they noticed that more and more people were not 

bothering to come in at all to get their money because they were paying their debts with 

the receipts. And so, the goldsmiths were struck with this evil thought: Why not lend 

out some of these gold coins just sitting here in the safe? 

  The origins of banking    The origins of banking  
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    This was the moment modern banking was born. As long as the total number of 

receipts circulating was equal to the number of gold coins in the safe, there was no 

banking system, but when the number of receipts exceeded the number of coins in the 

safe, a banking system was created. For example, if a goldsmith had 1,000 coins in his 

safe and receipts for 1,000 coins circulating, he wasn’t a banker. What if he knew that 

his depositors would never all come at the same time for their money and he decided to 

lend out just 10 gold coins? He would then still have receipts for 1,000 coins circulating, 

but he’d have only 990 coins in his safe. 

    The “paper money” issued by the goldsmith is no longer fully backed by gold, but 

there’s really nothing to worry about because not everyone will show up at the same 

time for their gold. Meanwhile, the goldsmith is collecting interest on the 10 gold pieces 

he lent out. 

    “But why stop there?” asks the goldsmith. “Why not lend out 100 gold coins, or 

even 500?” And so he does. With 500 coins lent out, he still has 500 in his safe to cover 

the 1,000 receipts in circulation. And what are the chances that half his depositors will 

suddenly turn up demanding their coins? 

    Now we have 500 coins backing up 1,000 receipts, or a reserve ratio of 50 percent. 

As long as no panics occur, 50 percent is certainly a prudent ratio. As the ratio declines 

(from 100 to 50 percent), let’s see what happened to the money supply, the gold coins, 

and the goldsmith’s receipts in the hands of the public ( Figure 3 ). 

    Let’s go a step further and have the goldsmith lend out an additional 250 gold coins. 

See if you can fi gure out the reserve ratio and the size of the money supply. 

    Because there are now 250 coins backing 1,000 receipts, the reserve ratio is 25 percent. 

Meanwhile the money supply has grown from 1,500 to 1,750, because in addition to the 

1,000 receipts, 750 coins are in the hands of the public. 

    If the goldsmith were to continue lending out gold coins, he would end up with none 

in his safe. His reserve ratio would sink to zero, and the money supply would be 2,000 

(1,000 receipts and 1,000 coins). 

    Being such a clever fellow, the goldsmith has noticed that his receipts circulate as 

easily as gold coins. And so, long before he has lent out all his coins, which he really 

needs as reserves (or backing for his receipts), he begins to make loans in the form of 

his receipts. For example, suppose you need to borrow 10 gold coins. The goldsmith 

merely writes up a receipt for 10 gold coins and off you go with your money. 

    If the goldsmith so chose, he could even print up 10,000 receipts, which would bring 

about a reserve ratio of 10 percent (1,000 coins backing 10,000 receipts) and a money 

  Moment at which modern 
banking was born  
  Moment at which modern 
banking was born  

Figure 3

Goldsmith’s Receipts and 

Reserves
Three questions: What is the 
goldsmith’s reserve ratio when there 
are (a) 1,000 receipts in circulation 
and 1,000 coins in his safe? 
(b) 1,000 receipts in circulation and 
500 coins in his safe? (c) 1,000 
receipts in circulation and 250 coins 
in his safe? Answers: 
(a) 100 percent; (b) 50 percent; 
(c) 25 percent.
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supply of 10,000 receipts. Or he could lend out 100,000, bringing the reserve ratio down 

to 1 percent (1,000 coins backing up 100,000 receipts) and creating a money supply of 

100,000 receipts. 

    The system worked as long as the goldsmiths did not get too greedy and as long as 

the depositors maintained their confi dence in their goldsmith’s ability to redeem his 

receipts in gold coins. From time to time, however, individual goldsmiths went too far 

in lending out money, whether in the form of gold coins or receipts. When depositors 

began to notice so many receipts in circulation, they asked themselves whether the gold-

smith could possibly have enough coins in his safe to redeem them all. And when they 

thought he might not, they rushed into town to withdraw their gold coins before everyone 

else tried to. 

    If too many people reached the same conclusion, a panic ensued and the goldsmith 

could not possibly meet the demands of his depositors. In effect, then, he went bankrupt, 

and those left holding his receipts found them worthless. Of course, that was all before 

the days of the Federal Deposit Insurance Corporation (FDIC), so there was no one to 

whom depositors could turn.   

 Modern Banking 

 Like the early goldsmiths, today’s bankers don’t keep 100 percent reserve backing for 

their deposits. If a bank kept all its deposits in its vault, it would lose money from the 

day it opened. The whole idea of banking is to borrow money at low interest rates and 

then lend out that same money at high interest rates. The more you lend, the more prof-

its you make. 

    Banks would like to keep about 2 percent of their deposits in the form of vault cash. 

As long as depositors maintain confi dence in the banks—or at least in the FDIC—there 

is really no need to keep more than 2 percent on reserve. 

    Unhappily for the banks, however, they are generally required to keep a lot more 

than 2 percent of their deposits on reserve. All the nation’s commercial banks, credit 

unions, savings and loan associations, and mutual savings banks now have to keep up 

to 10 percent of their checking deposits on reserve. (See  Table 1  of Chapter 14.) 

    Let’s take a closer look at our banks. A bank as a fi nancial institution accepts depos-

its, makes loans, and offers checking accounts. 

  Commercial Banks   These 7,100 banks account for the bulk of checkable deposits. 

Until the passage of the Depository Institutions Deregulation and Monetary Control Act 

of 1980, which is outlined near the end of the next chapter, only commercial banks were 

legally allowed to issue checking deposits, and they were the only institutions clearly 

recognized as “banks.” Usually they have the word “bank” in their names. Traditionally, 

banks lent money for very short-term commercial loans, but in the last few decades they 

have branched out into consumer loans, as well as commercial and residential mortgages, 

and many offer brokerage services.   

 Savings and Loan Associations   Although originally established to fi nance home 

building, these associations also offer most of the services offered by commercial banks. 

The nearly 500 S&Ls invest more than three-quarters of their savings deposits in home 

mortgages. Later in the chapter we’ll cover the savings and loan debacle of the 1980s, 

which ultimately reduced the number of S&Ls by almost two-thirds.   

 Mutual Savings Banks   Mostly operated in the northeastern United States, these 

institutions were created in the 19th century to encourage saving by the “common peo-

ple.” They traditionally made small personal loans, but today, like savings and loan 

associations, they offer the same range of services as commercial banks. There are about 

1,000 mutual savings banks, all of which are located in New York, Massachusetts, Con-

necticut, Pennsylvania, and New Jersey.   

  The system worked as long as 
the goldsmiths did not get too 
greedy.  

  The system worked as long as 
the goldsmiths did not get too 
greedy.  
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 Credit Unions   Although there are close to 10,000 credit unions in the United States, 

they hold less than 5 percent of total savings deposits. While these banks, like the others 

we’ve mentioned, do offer a full range of fi nancial services, they specialize in small 

consumer loans. They are cooperatives that generally serve specifi c employee, union, or 

community groups. 

  The Banking Act of 1980 blurred the distinctions between commercial banks and the 

three other depository institutions. The main distinction—before 1980 only commercial 

banks were legally allowed to issue checking accounts—was swept away in 1980.   

 The Big Banks    Figure 4  lists our country’s top 10 banks by size of assets in 2008. 

Nearly all are familiar names. You may notice that two of the top three, Citigroup and 

JPMorgan Chase, are located in New York City. Although it remains the fi nancial 

capital of America, New York is no longer the preeminent fi nancial center of the 

world. 

  The top 10 banks hold nearly two-thirds of all U.S. bank deposits. That’s certainly 

a lot of money in the hands of a relatively small number of institutions. There has been 

a trend toward consolidation of fi nancial institutions over the last 25 years. And that 

consolidation means a lot less competition in the industry. Since competition is what 

drives fi rms to be effi cient, we certainly have cause for concern. 

  This disturbing trend has been largely offset by the growing presence of foreign banks 

in the United States. For example, HSBC (Hong Kong and Shanghai Bank Corporation), a 
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Figure 4

The Top Ten American 

Banks, Ranked by Assets, 

March 2008
Total bank assets were exactly 
$11 trillion. What percentage of 
those assets were held by (a) the 
top three banks? (b) the top ten 
banks?

Source: March 2008; Forbes.com.

Answers:

(a) 42.7%

(b) 63.1%
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British bank, purchased two major New York banks, Marine Midland and Republic National, 

and is the third largest bank in New York state. In California, Japanese banks hold more than 

one-third of that state’s banking assets. Clearly, banking has become a global industry. 

  Consolidation has also brought about huge economies of scale—most notably on-

going computerization and the spreading network of ATMs—effi ciencies that are neces-

sary for American banks to compete in global markets. Considering the trend toward 

fi nancial supermarkets providing one-stop shopping, the effi ciencies from consolidation 

may even outweigh the effi ciency losses resulting from diminished competition. 

  How do the banks listed in Figure 4 rank internationally? Of the top 10 commercial 

banks (ranked by size of assets), 3 are British and 3 are American. The top 10 American 

banks are listed in Figure 4, and the world’s top 10 banks in Table 1. 

  While banking is consolidating in the United States, and most of the money lent out 

goes to very large corporations, the opposite trend is taking place in many of the world’s 

poorest countries. Microlending—loans of no more than a few hundred dollars—has 

enabled millions of business owners to set up shop. This development is described in the 

accompanying box.   

TABLE 1  The World’s Top Ten Banks, Ranked by Assets, 
March 2008

  Total Assets
Bank Country (in billions)

UBS Switzerland $1,963

Barclays United Kingdom 1,949

BNP Paribas France 1,898

Citigroup United States 1,884

HSBC Group United Kingdom 1,861

Royal Bank of Scotland United Kingdom 1,705

Mitsubishi Tokyo Japan 1,586

Bank of America United States 1,460

JPMorgan Chase United States 1,352

ABN Amro Holding Netherlands 1,302

Sources: www.Forbes.com.

In the United States and in other developed economies, 

bank loans to business generally range between a few 

thousand dollars and a few billion dollars. But in very 

poor countries, there is a large need for very small 

 business loans—usually for less than $500, and, in 

many cases, even less than $100. Nobel Prize winner 

Mouhammad Yunus created the Grameen Bank of 

Bangladesh, which, in the words of the Nobel Prize 

selection committee, was created to bring to reality 

something that “had appeared to be an impossible idea,” 

namely loans to people who lacked collateral.

 Since its founding in 1974, Grameen has extended 

$6 billion in loans, averaging less than $200. Rather 

than follow the traditional path of growing banks, and 

catering to the relatively wealthy members of society, 

Grameen continued making small loans just to poor 

business owners. Although the bank charges about 

20 percent interest, this is an extremely low rate for poor 

entrepreneurs with no collateral. Widespread microlend-

ing has been around for many decades, but Grameen 

took it to a much higher level. And while it has barely 

made a dent in the abject poverty of countries like 

Bangladesh, microlending has certainly enabled millions 

of budding entrepreneurs to create growing businesses.

*See “Macro credit,” in The Economist, October 21, 2006, p.78.

Microlending*
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   Internet Banking   You may not have heard of the Dutch banking giant, ING, although 

it’s now among the 25 largest banks in the United States. Even more surprising, it has 

no branches, checkbooks, or ATMs. It charges no fees and requires no minimum deposit. 

It also pays higher interest rates than virtually every other bank. How does ING manage 

to make a profi t? It has very low overhead, since it does nearly all its business on the 

Internet. As of 2007 ING had one-half of the market share of Internet banking deposits, 

followed by E-Trade, with one-quarter. As of early 2008, Internet deposits accounted for 

less than 2 percent of all U.S. bank deposits. Will the banking of the future be on the 

Internet? Your guess is as good as mine.   

Bank Lending   Banking is based on one simple principle: Borrow money at low inter-

est rates and lend that money out at much higher interest rates. Even when interest rates 

are very low, as they have been in recent years, banks charge their borrowers a lot more 

than they pay their depositors. Just look at the rates that banks post in their windows or 

in their lobbies. They come right out and admit that they pay either zero or up to maybe 

3 percent interest on most deposits—and perhaps 1 or 2 points more if you leave your 

money on deposit for a few years—but they charge about 7 percent for fi xed-rate mort-

gages, a bit more for most business loans, and about 18 percent on credit card loans. 

(See the box, “Welfare Banks.”)  

    Financial Intermediaries   Financial intermediaries channel funds from savers to 

 borrowers. Basically they repackage the fl ow of deposits, insurance premiums, pension 

contributions, and other forms of savings into larger chunks—$10,000, $1 million, 

$50 million, or even more—for large business borrowers. And, of course, they pay 

 relatively low rates of interest to their lenders and charge relatively high rates to their 

  A banker is a fellow who lends 
his umbrella when the sun is 
shining and wants it back the 
minute it begins to rain.  

 —Mark Twain 

  A banker is a fellow who lends 
his umbrella when the sun is 
shining and wants it back the 
minute it begins to rain.  

 —Mark Twain 

Most of us take for granted the services provided by our 

neighborhood banks. They cash our paychecks; they oper-

ate 24-hour cash machines; and, if we need the money to 

buy a new car or even a house, they lend it to us.

 But where do poor people do their banking? 

Chances are, they go to the “welfare bank,” which is 

what the check-cashing stores are called. You’ll fi nd at 

least one in virtually every poor neighborhood. Where 

did the name come from? Well, on “check day,” which 

almost always falls on the 1st and the 16th of every 

month, 6 million Americans receiving public assistance 

get their checks in the mail. Why don’t they cash them 

at their neighborhood banks? First of all, many poor 

neighborhoods don’t have banks. Second, you usually 

need to have a minimum balance of at least $1,500 or 

the bank will charge you some pretty stiff fees for its 

services. Third, people receiving public assistance are 

not allowed to have bank accounts; they have no choice 

but to fi nd someplace else to cash their checks.

 The check-cashing outlets not only cash checks but 

also sell money orders. Who pays their bills by money 

order? Poor people do. And, of course, a money order 

may cost $1, or $2, or even more. To cash a check, you 

usually pay a fee of $5 or 1 to 6 percent of the value 

of the check, but some check-cashing stores will charge 

you as much as 20 percent.

 You may ask why banks almost always require a 

minimum balance on checking accounts in the fi rst place. 

The reason is that every banking transaction—depositing 

money, withdrawing money, processing checks, even post-

ing interest—costs the banks money. However, the poor, 

especially those on welfare, can least afford to pay the fees 

charged by check-cashing services. Congress, as well as 

state legislatures, has considered passing laws requiring 

banks to cash welfare and Social Security checks, and to 

provide other banking services to people who cannot afford 

to keep the stipulated minimum balances, but the Ameri-

can Bankers Association, one of the nation’s most power-

ful special interest groups, has easily beaten back this 

legislation.

 In the 1990s the number of check-cashing outfi ts 

tripled to 7,000 and reached 11,000 in 2006. These out-

fi ts charged poor people between 4 and 10 times what 

they would have paid for the same services at a bank. 

And yet most poor people are unaware that several 

states (including Illinois, Massachusetts, New Jersey, 

New York, Rhode Island, Vermont, and Minnesota) have 

laws that require banks to offer accounts with minimum 

deposits of $100 or less and monthly fees of no more 

than $3. Although banks are often required to post infor-

mation about low-cost checking accounts, few actually 

do, because these laws are rarely enforced.

“Welfare Banks”
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borrowers. We’re all familiar with banks, but this function is performed by a variety of 

other fi nancial intermediaries (see the box, “Nonbank Financial Intermediaries”). 

  Sometimes business borrowers dispense with fi nancial middlemen altogether by 

borrowing directly from savers. The U.S. Treasury does this every month by issuing 

new bonds, certifi cates, notes, and bills. And increasingly, large business borrowers are 

doing the same thing by issuing relatively short-term commercial paper and long-term 

bonds. 

  One way that banks and other fi nancial intermediaries differentiate between the rela-

tively well off and the less fortunate is in the home mortgage market. Just over two-thirds 

of all American families own their home, nearly all of which have outstanding mortgages. 

  There are two distinct mortgage markets: the conventional market, in which com-

mercial banks, savings banks, savings and loan associations, and credit unions provide 

middle class and relatively well off homeowners conventional mortgages, and the subprime 

market, which caters to poorer homeowners and has interest rates that are double what they 

are in the conventional market. Banks generally do not lend directly to homeowners in 

the subprime market, but they either provide the funds to consumer lending companies 

like Countrywide Credit or Household International, that provide the actual mortgages, 

or else huge banks, such as Bank of America and Citicorp own these subprime lenders 

outright. 

  There have been moves on the local, state, and federal levels to more closely regu-

late these subprime lenders. Their defenders point out that without this market, millions 

of relatively poor families would be unable to own homes. However, the high interest 

rates and other fi nancial charges have caused hundreds of thousands of families to lose 

their homes each year. The case of Veronica Harding, which was reported in  The New 
York Times,  illustrates the plight of relatively poor homeowners. Ms Harding “ . . . bought 

a row house in North Philadelphia for $7,500 in 1980, but now owes about $35,000 after 

refi nancing fi ve times in four years. The last loan generated $5,600 in fees, or 16 percent 

of the loan value.  1  

   In 2002 Household International paid a record $484 million fi ne to settle allegations 

that it had misled borrowers in more than a dozen states into paying mortgage rates that 

in some cases were almost twice what was promised. Household also agreed to stop 

allowing loan offi cers to persuade customers to refi nance home loans to take advantage 

of lower rates without advising them about other fees they would have to pay.  2  

Banks offer their customers checking deposits that are 

included in M1. Some nonbank fi nancial intermediaries 

may come close, but no cigar. Money market mutual 

funds, for instance, often allow their investors to write 

checks on their balances, but usually only a few a 

month, and for at least $500 or $1,000.

 Pension funds, generally set up by large corpora-

tions, are another major form of fi nancial intermediary. 

TIAA-CREF, which nearly all college professors have 

joined, is the largest, with a stock and bond portfolio 

worth several hundred billion dollars. Where did it get 

all this money? From our paychecks, with matching 

contributions from our employers.

 Insurance companies collect billions of dollars in 

premiums every year, which they invest in real estate, 

stocks and bonds, and mortgages. Consumer fi nance 

companies—such as Benefi cial Finance and Household 

Finance—borrow at very low rates, because they have 

excellent credit ratings, and charge their customers 25, 

30, or even 40 percent interest rates. Why are these peo-

ple willing to pay so much? Because they don’t have 

much choice—if their credit ratings had been better, 

they could have borrowed from a bank.

Nonbank Financial Intermediaries

1Richard A. Oppel, Jr. and Patrick McGeehan, “Lenders Try to Fend Off Laws on Subprime Loans,” New York 
Times, April 4, 2001, p. C17.
2Subprime lending is discussed more extensively in the chapter, “Rent, Interest, and Profi t,” in Economics and 
Microeconomics. It is also the main part of the Current Issue at the end of the next chapter.
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       Bank Regulation   

 Branch Banking and Bank Chartering  

 Branch Banking versus Unit Banking   Banking is legally defi ned as accepting 

deposits. Branch banking, therefore, would be the acceptance of deposits at more than 

one location. Branch banking rules are set by the state in which a bank is located. Bank 

of America, for example, is subject to North Carolina banking law, while Citibank and 

J. P. Morgan Chase are regulated by New York banking law. 

  Three types of branch banking have evolved under various state laws. First is unre-

stricted branch banking, under which a bank may open branches throughout the state. 

Golden West Financial and Wells Fargo have branches all over California. 

  A second variation is restricted, or limited, branch banking. For example, a bank 

may be allowed to open branches only in contiguous communities. What is permissible 

varies from state to state. 

  Finally, there is unit banking, in which state law forbids any branching whatsoever. 

A bank that opens an offi ce that receives deposits at a particular location cannot open 

any other branches. This obviously restricts the size of banks in those states. In fact, 

banks in unit banking states are, on the average, about one-fi fth the size of banks in 

states that permit unrestricted branching. 

  Right now two out of fi ve states, nearly all in the East and Far West, have unlimited 

branching. Another two out of fi ve states, mainly in the Midwest and the South, allow 

limited branching. And fi nally, the remaining states, mostly in the Midwest, permit only 

unit banking. 

  There are 95,000 bank branches throughout the nation—an increase of 13,000 since 

1996—but some banks are closing branches and replacing them with automated teller 

machines. Why the shift to ATMs? Processing a teller transaction costs more than double 

what an ATM transaction costs. By the end of 2007 there were about 425,000 ATMs in 

the United States, about 40 percent privately owned. These are typically found in con-

venience stores, bars, restaurants, grocery stores, and check cashing establishments. 

Many are owned by the same person who owns the business in which they are located. 

  Now, you can withdraw money from your checking account at hundreds of thousands 

of retail outlets with a debit card. The vast majority of the 75 million debit cards in 

circulation were issued by MasterCard and VISA. But instead of getting a month to pay 

off your balance, as you would on your credit card, your money is automatically with-

drawn instantly from your checking account to pay for your purchases. Like the advent 

of the ATM the debit card promises to make personal banking almost obsolete.   

 The ATM Wars   Should banks be allowed to charge fees—usually $1 to $2—to 

noncustomers? Virtually all bankers and most economists (including the author) would 

answer “yes!” 

  First, there’s the issue of fairness. Six out of seven ATM users don’t pay surcharges. 

The fees hit only users who go to “foreign” ATMs—machines not owned by their own 

bank. Why should a bank’s customers underwrite the noncustomers who demand access 

to cash wherever they are? And why should a bank provide a free service to people who 

do not otherwise patronize it? Indeed, after Santa Monica and San Francisco banned the 

fees, Bank of America and Wells Fargo briefl y stopped allowing noncustomers in those 

cities to use their machines. 

  Second, we need to think of an ATM as a convenience. We pay more to shop at a 

“convenience store” than at a supermarket. We pay more for soda from a vending machine 

than at a grocery. Why not charge people for the convenience of withdrawing cash at an 

airport, at a shopping mall, or even in another state? 

  And fi nally, banning the surcharges would leave consumers with fewer choices. It 

would presumably become unprofi table to operate the machines in some out-of-the-way 

places that didn’t have them before the fees. Perhaps banks won’t continue to serve 

  The three types of branch 
banking are 
 (1) unrestricted branching, 
 (2) limited branching, 
 (3) unit banking.  

  The three types of branch 
banking are 
 (1) unrestricted branching, 
 (2) limited branching, 
 (3) unit banking.  
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out-of-town travelers. We’ll all have to make do with fewer cash machines and longer 

lines.   

 State and Nationally Chartered Banks   To operate a bank, you must get a charter. 

More than two-thirds of the nation’s banks have state charters; the rest have national 

charters. National charters are issued by the comptroller of the currency and are generally 

harder to obtain than state charters. Each of the 50 states issues state charters. 

  To get a bank charter you need to demonstrate three things: (1) that your community 

needs a bank or an additional bank; (2) that you have enough capital to start a bank; and 

(3) that you are of good character. 

  Most large banks are nationally chartered. Often the word  national  will appear in 

their names, for example, First National City Bank or Mellon National Bank. Inciden-

tally, all nationally chartered banks must join the Federal Reserve. About three-quarters 

of all banks have state charters. 

  To summarize, all nationally chartered banks must join the Federal Reserve System. 

All Federal Reserve member banks must join the FDIC. Only a small percentage of the 

state-chartered banks are members of the Federal Reserve. Nearly all banks are members 

of the FDIC.   

 Interstate Banking   Until 1994 interstate banking was technically illegal, although banks 

managed to engage in the practice by buying banks in other states and operating them as 

separate entities. But the passage of the Riegle-Neal Interstate Banking and Branching 

Effi ciency Act of 1994 swept away the last barriers to opening branches in different states. 

Until this law was passed, for example, a customer of a bank branch in North Carolina was 

not permitted to make a deposit at one of the same bank’s South Carolina branches.    

 The Federal Deposit Insurance Corporation 

 After the massive bank failures of the 1930s, Congress set up the FDIC—another case 

of closing the barn door after the horses had run off. The amount insured has progres-

sively been raised, the last time in 1980, when the ceiling was raised from $40,000 to 

$100,000. 

    The whole idea of the FDIC is to avert bank panics by assuring the public that the 

federal government stands behind the bank, ready to pay off depositors if it should fail. 

The very fact that the government is ready to do this has apparently provided enough con-

fi dence in the banking system to avoid any situation that could lead to widespread panic. 

    The FDIC would rather have another bank take over an ailing institution than be 

forced to pay off its depositors. Often, to encourage such takeovers, the FDIC will actu-

ally give the cooperating bank up to several hundred million dollars to take certain white 

elephants off its hands. 

    Is the FDIC in any danger of running out of money? Not really. The Congress, the 

Federal Reserve, the Treasury, and all the fi nancial resources of the U.S. government are 

committed to the preservation of this institution. 

    More than 99 percent of all banks are members of the FDIC. If you want to make 

sure that yours is, fi rst check to see whether there’s a sign in the window attesting to 

this fact. If there isn’t, ask inside, and if the answer is no, then very calmly walk up to 

the teller and withdraw all your money. Membership in the FDIC means that your money 

is safe and that we will probably never have a repetition of what happened back in the 

1930s when there were runs on the banks, culminating in the Great Depression. 

   The Savings and Loan Debacle 

 In early 1990 the fi nancial press was calling this the greatest fi nancial scandal in the 

history of the United States. How could it have happened? How bad  was  it? The roots 

of the problem date to the 1950s and 1960s, when the nation’s 3,000 savings and loan 

  Most banks have state charters.    Most banks have state charters.  

  The whole idea of the FDIC    The whole idea of the FDIC  

  The FDIC prefers takeovers 
to payoffs.  
  The FDIC prefers takeovers 
to payoffs.  

  Will the FDIC run out of 
money?  
  Will the FDIC run out of 
money?  

  The origins    The origins  
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associations were handing out millions of 30-year mortgages at 4, 5, and 6 percent fi xed 

interest rates. This was good business—at that time—because the S&Ls were paying just 

2 or 3 percent interest to their shareholders.  3  

     When interest rates went through the roof from the late 1970s through the early 

1980s, the shareholders rushed in to withdraw their money. But their money wasn’t just 

sitting there in the vaults. It was already lent out to homeowners. It was being paid back, 

a little each month, over a 30-year period. 

    Why did the shareholders want to take their money out? Because they could get 

much higher interest rates by purchasing Treasury bills, certifi cates of deposit, money 

market mutual funds, corporate bonds, or other fi nancial instruments. Why didn’t the 

savings and loan associations simply pay them more interest? Because they were legally 

barred from doing so. 

    In 1980 the law was changed to allow the savings and loan associations to pay 

much higher rates of interest.  4   In addition, they were freed from making primarily home 

mortgage loans. What the S&Ls did, then, with their newfound freedom was go out and 

borrow funds at very high interest rates and lend them out at still higher interest rates. 

The only trouble was that the loans they tended to make were very risky ones. 

    Money was lent to farmland speculators in the Midwest and to people buying up oil 

properties in the Southwest. These seemed like reasonably safe loans because the prices 

of this land had been rising very rapidly. But what goes up must come down. At least 

it did during the severe recession of 1981–82. And what was a bad situation nationwide 

got to be a worse situation in the Southwest and the Midwest as declining oil prices and 

drought depressed land prices still further. Borrowers defaulted on their loans, and the 

S&Ls were stuck with large holdings of real estate, which they had to sell in a depressed 

market. In short, scores of S&Ls—most notably in Texas and Oklahoma—lost their 

shirts. 

    And that was just  part  of the problem. Real estate developers, many of them based 

in California, Florida, and Texas, bought control of many S&Ls and poured billions of 

dollars into shopping malls, offi ce parks, condos, and other ventures of dubious merit 

(dubious during a time of sinking real estate prices, anyway). And so another wave of 

S&Ls was taken to the cleaners. 

    Still another aspect of the S&L debacle revolved around junk bonds, which were 

used extensively to fi nance corporate takeovers or, alternatively, to stave off hostile take-

overs. To raise billions of dollars quickly, corporate raiders—or the boards of the corpo-

rations facing hostile bids—would issue bonds given very low credit ratings. Why did 

anyone want to buy them? Because they paid relatively high interest rates. 

    Among the biggest buyers of these junk bonds were failing S&Ls. And so, using 

their shareholders’ money, they helped feed the speculative corporate takeover frenzy that 

dominated Wall Street during the 1980s. When the prices of many of these bonds plunged 

steeply in the late 1980s, in the wake of the stock market crash of October 1987, several 

hundred more S&Ls were ruined. 

    So far we’ve been talking about the nice guys. Now let’s talk about organized crime. 

Stephen P. Pizzo, who extensively studied the downfall of the S&L industry,  5   had  this  

to say about the role that organized crime played:  

 Coast to coast, mob families and their associates bellied up to thrifts and sucked out 

hundreds of millions of dollars. One New York mob associate turned up in the records 

of 130 thrifts; 125 of those failed. Another organized crime fi gure, now in jail, was in 

  Dangerous speculation    Dangerous speculation  

  Junk bonds    Junk bonds  

  Organized crime    Organized crime  

3Technically, people who deposit their money in savings and loan associations are shareholders, but if you’d 
rather call them depositors, that’s fi ne with me.
4Insurance coverage was raised at that time from $40,000 to $100,000 on savings and loan shares and on 
bank deposits.
5Stephen P. Pizzo is coauthor of Insider Job: The Looting of America’s Savings and Loans (New York: 
McGraw-Hill, 1990).
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the federal witness protection program while he defrauded thrifts of tens of millions of 

dollars. The longer list of those who showed up at now-dead thrifts reads like a Mafi a 

Who’s Who.  6  

      The federal government ended up paying hundred of billions of dollars to clean up 

the mess. Depositors were paid off, hundreds of failed S&Ls were shut down, and the 

surviving S&Ls were now more closely supervised. 

Wal-Mart Bank?

For eight years, from 1999 until 2007, Wal-Mart attempted to get FDIC approval to set 

up its own in-house banking unit, which, it claimed, would have just one purpose—to 

process credit and debit card transactions. This would have saved the company the 1.75–

2.0 percent “interchange” fee it forked over to credit card companies every time a cus-

tomer paid with plastic. But after encountering fi erce opposition from the banking 

industry, Wal-Mart abandoned its efforts to obtain a banking charter.

 Still, the company may not have given up its banking ambitions. It has been install-

ing hundreds of money centers in its stores, which offer check cashing, bill paying, and 

money order services. Although Wal-Mart would continue to be barred from accepting 

deposits, by offering these other fi nancial services, it is becoming more of a bank in 

deed, if not in name.

    Current Issue: Overdraft Privileges 

 When you don’t have enough money in your account to cover a check you wrote, your 

check will bounce. This can be very embarrassing, so banks and credit unions now grant 

overdraft privileges to their depositors. If you overdraw your account, your check won’t 

bounce, but you  will  have to pay an overdraft fee. 

 Each time a person overdraws her account, she’s charged a fee of $15 to $35, and she 

must pay back the overdraft within a week or two. When an overdraft occurs as a result 

of a debit card or ATM transaction, banks generally don’t immediately inform their custom-

ers or give them the option of reversing the transaction. Instead they mail out a notice. So 

a person may incur several overdrafts before realizing how many fees she’s incurred. 

 Here’s what happened to one college student who took advantage of his overdraft 

privileges:  

 Chris Keeley went on a shopping spree last Christmas Eve, buying $230 in gifts with 

his debit card. But the New York University student’s holiday mood soured a few days 

later when he received a notice from Pittsburgh’s PNC Bank that he had overdrawn 

the funds in his checking account. While PNC allowed each of his seven transactions 

to go through, it charged him $31 for each overdraft—or a hefty $217 in fees for his 

$230 worth of purchases.  7  

   Would  you  agree to pay $217 in interest on a two-week $230 loan? Did Chris Keeley 

know how much he would be paying for overdrawing his checking account? It all comes 

down to the issue of truth-in-lending, and the banks could certainly be more forthcoming 

about the cost of the overdraft privileges they so freely extend. 

 If you  do  have overdraft privileges, you’ll need to keep very careful track of your 

balance. If that balance is low, then every check, debit charge, or ATM withdrawal puts 

you at risk of racking up substantial fi nance charges. Overdrafts may be a privilege, but 

it comes at a price you don’t want to pay.      

6Stephen P. Pizzo, “The Real Culprits in the Thrift Scam,” New York Times, April 2, 1990.
7See BusinessWeek, May 2, 2005, p. 68.
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  Questions for Further Thought and Discussion  

   1.   When would you expect to fi nd barter used instead of money?  

   2.    What happens to the demand for money as (a) the price level rises; and (b) the availa-

bility of credit rises? Explain your answers.  

   3.   Describe the conditions that were necessary for modern banking to be born.  

   4.   What were the conditions that led to the savings and loan debacle?  

   5.    How could rapid infl ation undermine money’s ability to perform each of its four ba-

sic jobs?  

   6.    What distinguishes money from other assets, such as corporate stock, government 

bonds, and expensive jewelry?  

   7.    Our money supply is defi ned as M1. But the Board of Governors of the Federal 

 Reserve and many others believe M2 would better defi ne our money supply. Can 

you think of one reason to support M1 and one reason to support M2?  

   8.   Why do most interest rates go up and down together over time?  

   9.    Financial intermediaries perform an important job. What is that job, and how do they 

perform it?  

   10.    What percentage of your money balance do you hold for transactions purposes, pre-

cautionary purposes, and speculative purposes?  

   11.    What percentages of your or your family’s bills are paid by cash, by check, and by 

credit card?  

   12.     Practical Application:  How would you change the current system of bank overdraft 

fees to make it more equitable, but still profi table to banks?    
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  Workbook for Chapter 13 

 Name     Date     

 Multiple-Choice Questions 

 Circle the letter that corresponds to the best answer.  

   1.   Each of the following except    is a job of 

the money supply. ( LO1 )  

  a)   medium of exchange  

  b)   store of value  

  c)   standard of value  

  d)   receipt for gold    

   2.   Which is the most important job of money? ( LO1 )  

  a)   Medium of exchange  

  b)   Store of value  

  c)   Standard of value  

  d)   Receipt for gold    

   3.   The basic alternative to money in the United States 

  would be   . ( LO2 )  

  a)   gold  

  b)   barter  

  c)   stealing  

  d)   the underground economy    

   4.   Barter involves   . ( LO2 )  

  a)   money  

  b)   specialization  

  c)   a double coincidence of wants  

  d)   demand deposits    

   5.   Which one of the following is not part of our money 

supply? ( LO2 )  

  a)   Dollar bills  

  b)   Demand deposits  

  c)   Traveler’s checks  

  d)   Gold    

   6.   Which statement is true? ( LO3 )  

  a)   M1 is larger than M2.  

  b)   M1 is equal  to M2.  

  c)    M2 is larger than M1.  

  d)    M1 is sometimes larger than M2 and 

sometimes smaller than M2.    

   7.   Which statement is true?   ( LO2 )

  a)   Checks are not money.  

  b)    A small part of our money supply is silver 

certifi cates.  

  c)    Most of our money supply is in the form of 

currency.  

  d)   None of these statements is true.    

   8.   The U.S. dollar is based on    

currency. ( LO2 )  

  a)   British     b)   French  

  c)   Dutch     d)   Spanish    

   9.   Which is not in M2? ( LO3 )  

  a)   Currency  

  b)   Demand deposits  

  c)   Small-denomination time deposits  

  d)   Large-denomination time deposits    

  10.   Which statement is true? ( LO3 )  

  a)   Credit cards are a form of money.  

  b)    Debit cards are a form of money.  

  c)   M2 is about six times the size of M1.  

  d)   M1 is about six times the size of M2.    

  11.   When you buy something with a credit card 

     and when you buy something with a 

  debit card   . ( LO3 )  

  a)   you owe money; you owe money  

  b)    you owe money; money is taken out of your 

checking account  

  c)    money is taken out of your checking account; 

money is taken out of your checking account  

  d)    money is taken out of your checking account; you 

owe money    

  12.   In February 2008 M1 was more than $    

billion. ( LO3 )  

  a)   600     b)   900  

  c)   1,300     d)   1,700    
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  13.   Over the last three decades our money supply   

  . ( LO3 )  

  a)   grew steadily at about the same rate  

  b)   fell steadily at about the same rate  

  c)    rose steadily through the 1970s and fell steadily 

through the 1980s and 1990s  

  d)    fell steadily through the 1970s and rose steadily 

through the 1980s and 1990s  

  e)   grew most years, but at widely varying rates    

  14.   The interest rate on business loans    the 

  interest rate that banks pay their depositors. ( LO4 )  

  a)   is higher than  

  b)   is lower than  

  c)   has no relationship to    

  15.   The most important way of paying for goods and 

  services is   . ( LO2 )  

  a)   electronic fund transfers  

  b)   gold  

  c)   checks  

  d)   cash  

  e)   prepaid or stored-value cards    

  16.   Which one of the following would be the best 

defi nition of money?   ( LO2 )

  a)   Any asset that can be used to make a purchase.  

  b)   A precious commodity such as gold or silver.  

  c)   A credit or debit card.  

  d)   A commodity that has an inherent value or use.    

  17.   John Maynard Keynes identifi ed three motives for 

holding money. Which motive listed below did 

Keynes not identify? ( LO4 )  

  a)   Transactions     b)   Precautionary  

  c)   Psychological     d)   Speculative    

  18.   As the price level rises, the amount of 

money demanded for transactions purposes   

  . ( LO4 )  

  a)   rises  

  b)   falls  

  c)   remains about the same    

  19.   As the interest rate rises, the quantity of money 

  demanded   . ( LO4 )  

  a)   rises  

  b)   falls  

  c)   remains about the same    

  20.   People tend to hold more money as   . ( LO4 )  

  a)   incomes rise and credit availability rises  

  b)   incomes fall and credit availability falls  

  c)   incomes rise and credit availability falls  

  d)   incomes fall and credit availability rises    

  21.   The distinction between commercial banks and other 

  banks is   . ( LO5 ,  6 )  

  a)   very clear     b)   becoming blurred  

  c)   nonexistent     d)   none of these    

  22.   Which statement is true? ( LO3 )  

  a)   Most U.S. currency is held by foreigners.  

  b)    We have greatly underestimated the amount of 

currency circulating in the U.S.  

  c)   Russians hold virtually no U.S. currency.  

  d)    About 10 percent of our currency is held by 

foreigners.    

  23.   What led to the bankruptcy of many goldsmiths was 

  that they   . ( LO5 )  

  a)   had a reserve ratio that was too high  

  b)   had a reserve ratio that was too low  

  c)   lent out gold coins instead of receipts  

  d)   lent out receipts instead of gold coins    

  24.   Which statement is false? ( LO7 )  

  a)    About 99 percent of all banks are members of the 

FDIC.  

  b)    If the FDIC runs out of money, the federal 

government will supply it with more funds.  

  c)    The FDIC would rather have another bank take 

over an ailing institution than be forced to pay off 

its depositors.  

  d)   None of these statements is false.    

  25.   Which statement is true? ( LO6 )  

  a)   Most states allow only unit banking.  

  b)   Most states allow unlimited branching.  

  c)   Most banks have national charters.  

  d)   None of these statements is true.    

  26.   To get a bank charter, you need to demonstrate each 

  of the following, except   . ( LO6 )  

  a)    that your community needs a bank or an 

additional bank  

  b)   that you have suffi cient banking experience  

  c)   that you have enough capital to start a bank  

  d)   that you are of good character    
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  27.   Each of the following is a useful property of money 

   except    .   ( LO1 )

  a)   portability     b)   scarcity  

  c)   divisibility     d)   held only by the rich    

  28.   Which seems to be the most appropriate way to 

lend money to small business borrowers in poor 

nations?   ( LO5 )

  a)   Loans by conventional banks requiring collateral  

  b)    Loans by conventional banks not requiring 

collateral  

  c)   Loans by microlenders requiring collateral  

  d)   Loans by microlenders not requiring collateral    

  29.   Which one of the following is the most accurate 

statement about Internet banking?   ( LO5 )

  a)    It will never happen because depositors would 

never trust a bank that has no branches, 

checkbooks, or ATMs.  

  b)    It is attractive to some depositors because Internet 

banks usually pay higher interest rates than 

conventional brick and mortar banks.  

  c)    It is less attractive than conventional brick and 

mortar banks because Internet banks charge 

depositors higher fees and require large minimum 

deposits.  

  d)    By the year 2015 Internet banks will hold more 

than half of all U.S. deposits.    

  30.   Suppose you had no money in your checking account 

and your bank granted you overdraft privileges. You 

then went out and charged $20 on your debit card. 

How much would your bank charge you in fees for 

using your overdraft privileges? ( LO6 ,  8 )  

  a)   0  

  b)   $5  

  c)   $10–$15  

  d)   $15–$35  

  e)   $50    

  31.   Which statement is true?   ( LO5 )

  a)    Citigroup, JPMorgan Chase, and Bank of America 

each hold over $1 trillion in assets.  

  b)    Citigroup, JPMorgan Chase, and Bank of America 

hold just over one-quarter of all banking assets in 

the U.S.  

  c)    Citigroup, JPMorgan Chase, and Bank of America 

are the three largest banks in the world, when 

ranked in terms of deposits.  

  d)    No American bank holds more than 10 percent of 

all U.S. banking assets.    

  32.   Which one of the following is the most accurate 

statement?   ( LO10 )

  a)    Banks usually extend overdraft privileges only to 

their largest depositors.  

  b)    Bankers know that if they extend overdraft 

privileges, virtually all their depositors will end up 

having to pay substantial fi nance charges.  

  c)    Using overdraft privileges are a great way to 

borrow money, because you won’t have to pay any 

fi nance charges if you pay off your balance before 

the end of the month.  

  d)    If you have a low checking deposit balance and your 

bank has extended you overdraft privileges, then 

every check, debit charge, or ATM withdrawal puts 

you at risk of racking up substantial fi nance charges.       

  33.   Wal-Mart   ( LO9 )

  a)    currently operates hundreds of banks within its 

stores.  

  b)    is currently not a bank.  

  c)    does not offer any fi nancial services.  

  d)    never exhibited any interest in securing a banking 

charter.    

 Fill-In Questions  

   1.   The most important job of money is as   

. The other two jobs 

of money are  and   

. ( LO1 )  

   2.   The alternative to money would be   . 

To do this, you would need a 

  . ( LO2 )  

   3.   The U.S. dollar is based on the   . ( LO2 )  

   4.   The basic function of credit cards is    

. ( LO3 )  

   5.   To get from M1 to M2, we add   . ( LO3 )  

   6.   M2 is almost  times the size of 

M1  . ( LO6 )  

   7.   About    percent of the states allow only 

unit banking. ( LO6 )  

   8.   About    percent of all banks have state 

charters. ( LO6 )  
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   9.   The world’s fi rst bankers were the   . ( LO5 )  

  10.   Modern banking was born when the fi rst bankers 

noticed two things: (1)    

and (2)   . ( LO5 )  

  11.   The world’s fi rst paper money was in the form 

of   . ( LO1 ,  2 )  

  12.   If a goldsmith had 100 gold coins sitting in his safe 

  and lent out 50 of them, this would imply a reserve 

  ratio of    percent. ( LO5 )  

  13.   The bankruptcy of the goldsmiths who lent out 

  part of the gold they were safekeeping was caused 

  by   . ( LO5 )  

  14.   Banks are very heavily regulated. The main reason 

for this is that   . ( LO6 )  

  15.   The FDIC insures all bank deposits of up to 

$   . ( LO7 )  

  16.   Rather than pay off depositors of a failed bank, the 

FDIC would prefer that   

. ( LO7 )     

 Problems  

   1.   (a) A goldsmith has 1,000 gold coins in his safe and 

1,000 receipts circulating. How much are his 

outstanding loans and what is his reserve ratio? 

(b) The goldsmith then lends out 100 of the coins. 

What is his reserve ratio? ( LO5 )  

   2.   A goldsmith has 100 gold coins in his safe. If there 

are 500 receipts in circulation, how much is his 

reserve ratio? ( LO5 )  

   3.   How much would M2 be if M1 were 500;  

small-denomination time deposits, savings deposits, 

and money market mutual funds held by individuals 

totaled 1,200; and large-denomination time deposits 

were 300? ( LO3 )  

   4.   Initially M1 is 1,000 and M2 is 4,000. Find the size 

of M1 and M2 if demand deposits rise by 100.   ( LO3 )

   5.   State numerically what would happen to M1 if: 

(a) Ashley Whittingham brought $1,000 to her 

bank and deposited it in her checking account; 

(b) Nicolas Gindorff took $500 out of his checking 

account and put it in his savings account; 

(c) Richard Barnett bought $700 of traveler’s checks 

for which he paid by check. ( LO3 )      
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   Chapter 14 

  W
 ho wields the most power over our economy? Congress? The president? For 

many years some believed it was a man named Alan Greenspan, who served as 

Federal Reserve chairman from 1987 to 2006. When things were not working out, 

some people asked, “Who elected that guy?” It turns out that no one elected Dr. Greenspan. 

He was appointed by four presidents and confi rmed by the Senate. 

  In the fi rst part of the chapter, we’ll examine the organization and management of 

the Federal Reserve System (the Fed), especially how it uses open-market operations, 

changes in the federal funds and discount rates, and changes in reserve requirements to 

control the rate of growth of the money supply. 

   Monetary policy is the manipulation of the money supply.  The Federal Reserve deter-

mines how much money should be circulating in our economy. The goals of monetary 

policy are price stability, relatively full employment, and a satisfactory rate of economic 

growth. If you go back to the fi rst page of Chapter 12, you’ll see that the goals of fi scal 

and monetary policy are identical. The melodies are the same, but the lyrics are quite 

different. Fiscal policy is the use of government spending and taxation to affect the 

overall economy, while monetary policy controls the growth of the money supply. 

 The Federal Reserve and 
Monetary Policy  

    1.   The organization of the Federal 
Reserve System.  

    2.   Reserve requirements.  
    3.   The deposit expansion multiplier.  
    4.   The creation and destruction of money.  
    5.   The tools of monetary policy.  

      6.   The Fed’s effectiveness in fi ghting 
infl ation and recession.  

     7.   The Banking Acts of 1980 and 1999.   
 8. Monetary policy lags.
 9. The housing bubble and the subprime    

mortgage mess.

  LEARNING OBJECTIVES 

  The main topics of this chapter are:  

    The Federal Reserve System  

 Unlike most other industrial nations, the United States was without a central bank until 

1913.  1   While the Bank of England and the Bank of France acted, respectively, as Eng-

land’s and France’s central banking authority, Americans were left defenseless when 

  329

1There had been a First United States Bank (1791–1811) and a Second United States Bank (1816–36), but the 
charters of both had been allowed to lapse, mainly for political reasons.

sLa75799_ch14_329-362.indd Page 329  5/13/08  9:38:18 AM user-s174sLa75799_ch14_329-362.indd Page 329  5/13/08  9:38:18 AM user-s174 /Users/user-s174/Desktop/13-05-08 /Users/user-s174/Desktop/13-05-08 



330 C H A P T E R  1 4

fi nancial panics set in. Every few years in the 1880s, 1890s, and early 1900s, fi nancial 

crises developed and eventually receded until, fi nally, we had the Panic of 1907. 

    During this panic, people rushed to their banks to take out their money, and business 

was severely disrupted. The public demanded that the government take steps to prevent 

this from ever happening again. After six years of intermittent debate, Congress fi nally 

passed the Federal Reserve Act of 1913. One of the hopes of its framers was that the 

12 Federal Reserve District Banks would, at times of crisis, act as a “lender of last 

resort.” In other words, if U.S. bankers were caught short of funds, someone now stood 

ready to give them a little time to get their affairs back in order. 

    In the very fi rst paragraph of the Federal Reserve Act, Congress outlined its main 

objectives:  

 An Act to provide for the establishment of Federal reserve banks, to furnish an elastic 

currency, to afford means of rediscounting commercial paper, to establish a more effective 

supervision of banking in the United States, and for other purposes.  

    What’s an elastic currency? It’s a money supply that expands when the economy is 

growing rapidly and businesses need more money. Rediscounting, which we’ll talk about 

later in the chapter, is a way for the Federal Reserve to lend money to banks, which, in 

turn, would lend that money to businesses. 

    The Federal Reserve has fi ve main jobs:  

   1.   Conduct monetary policy, which is, by far, the most important job. Monetary policy 

is the control of the rate of growth of the money supply to foster relatively full 

employment, price stability, and a satisfactory rate of economic growth.  

   2.   Serve as a lender of last resort to commercial banks, savings banks, savings and loan 

associations, and credit unions.  

   3.   Issue currency (see the box, “Who Issues Our Currency?”).  

   4.   Provide banking services to the U.S. government.  

   5.   Supervise and regulate our fi nancial institutions.    

 The Federal Reserve District Banks 

 There are 12 Federal Reserve District Banks, one in each of the nation’s Federal Reserve 

districts. These are shown in the map in  Figure 1 . Each of these banks issues currency 

to accommodate the business needs of its district.  2   (To learn who actually issues our 

currency, see box.)

     You’ll notice in Figure 1 that the Federal Reserve District Banks are concentrated 

in the East and Midwest, which refl ects the concentration of banks and business activity 

in 1913. Each Federal Reserve District Bank is owned by the several hundred member 

banks in that district. A bank becomes a member by buying stock in the Federal Reserve 

District Bank, so the Fed is a quasi public–private enterprise, not controlled by the 

president or by Congress. However, effective control is really exercised by the Federal 

Reserve Board of Governors in Washington, D.C.   

 The Board of Governors 

 The seven members of the Board of Governors are nominated by the president, subject 

to confi rmation by the Senate. Each is appointed for one 14-year term and is ineligible 

to serve a second term. The terms are staggered so that vacancies occur every two years. 

That way, in every four-year term, a president appoints two members of the Board of 

Governors. 

  The 12 Federal Reserve District 
Banks  
  The 12 Federal Reserve District 
Banks  

  The seven members of the 
Federal Reserve Board  
  The seven members of the 
Federal Reserve Board  

2The Bureau of Engraving in Washington does the actual printing, but why be picky?
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    Usually, however, a president gets to appoint three or even four members during a 

single executive term because many governors do not serve their full 14-year terms. Why 

not? Mainly because they could make much more money “on the outside.” All seven 

members of the Board that were serving in the spring of 2008 had been appointed by 

President George W. Bush, and fi ve had PhDs in economics. 

    The chairman of the Board, who generally exercises considerable infl uence, serves 

a 4-year term, which is part of his or her 14-year tenure as a member of the Board. 

He or she is also appointed by the president and may serve more than one term as 

chairman.   

The U.S. Treasury issues it, right? Wrong! Our currency 

is issued by the 12 Federal Reserve District Banks.* 

Check it out. Pull a dollar out of your wallet and look 

at it. What does it say right near the top, about a half 

inch above George Washington’s picture? That’s right— 

“Federal Reserve Note.”

 If you thought the Treasury issues our currency, 

it used to (and the Secretary of the Treasury still signs 

every bill). The last paper currency it issued, until the 

mid-1960s, was $1 and $5 silver certifi cates. These 

certifi cates are now out of circulation, snapped up by 

collectors. The Treasury still issues our pennies, 

 nickels, dimes, quarters, half dollars, and metal (no 

longer silver) dollars, but that’s just the small change 

of our money supply.

 And what about the backing for the dollar? Look on 

the back of the bill just above the big “ONE.” What’s 

the backing for our currency? That’s right—“In God We 

Trust.” Actually, there is backing for our currency—the 

government’s word, as well as its general acceptability.

*As noted in footnote 2, the actual printing is done by the Federal 
 Bureau of Engraving.

Who Issues Our Currency?

Federal Reserve Districts are shaded.
Board of Governors of the Federal Reserve System
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 Independence of the Board of Governors 

 Does the president “control” the Board of Governors and its chairman? The answer is, 

generally, no. First, unless there is a vacancy caused by death or resignation, the president 

would have to serve two terms to appoint four members to the Board. Second, once 

someone is appointed to the Board, there is no reason to expect that person to do the 

president’s bidding. 

    The president does get to appoint a chairman sometime during his or her term. There 

have been proposals that the president be allowed to appoint his own chairman at the 

beginning of the executive term so that monetary and fi scal policy can be coordinated, 

but no action has been taken thus far. 

    During the 18 years that Alan Greenspan served as chair, he largely shaped monetary 

policy with little interference from the president, Congress, or other Board members. It 

remains to be seen if his successor, Ben Bernanke, who had earlier served three years 

as a Board member, would retain most of Mr. Greenspan’s powers. His immediate chal-

lenge, when his term began in January 2006, was to deal with an infl ation rate, which 

while still relatively low, had been accelerating during the past year. 

    Once a Board member or chairman is confi rmed by the Senate, she or he is not answer-

able to the president or Congress. Some feel that for a group of unelected offi cials, the 

members of the Board have too much power. When interest rates soar or infl ation rages 

out of control, these rascals cannot be turned out of offi ce by an angry electorate. About 

all we can do is hope that better people will eventually be appointed to the Board. 

    Others feel that the diffi cult, unpopular decisions of monetary policy must be made 

by those who are insulated from the wrath of the voters. Tight money is hardly a popular 

policy, but when the Federal Reserve Board members think it will help control infl ation, 

why should they be inhibited by fears of political reprisal? 

    While the members of the Board of Governors are not immune to the reactions of 

their fellow citizens, their independence permits them to follow unpopular policies if 

they feel that doing so is in the best economic interest of the nation. Attempts have been 

made in recent years to make the Federal Reserve Board more responsive to the wishes 

of Congress and the administration, but none has been successful. 

    How independent is our central bank in comparison to other leading central banks? 

The Bank of England has relatively little independence from political control. The  British 

government sets a specifi c numerical target for infl ation each year which the bank tries 

to hit. Consequently, the bank is often under pressure to increase the money supply and 

stimulate the economy, leading to relatively high infl ation rates. 

    The Bank of Canada and the Bank of Japan are in the middle rank of central banks 

in terms of independence. Both enjoy considerable independence but still come under 

some political pressure. 

    You may recall the 12-member European Monetary Union from Chapter 8. Its com-

mon currency, the euro, has replaced each member nation’s currency. The euro is issued 

by the European Central Bank, which coexists with Deutsche Bundesbank, La Banca 

d’Italia, and each of the other nations’ central banks. The ECB is perhaps the most inde-

pendent central bank in the world, and has been very effective in limiting infl ation.   

 Legal Reserve Requirements 

 The Federal Reserve has various jobs, the most important of which is to control the money 

supply. When it was set up in 1913, the framers of the Federal Reserve Act envisaged the 

Fed as a “lender of last resort.” Obviously, the record of widespread bank failures in the 

early 1930s is a sad commentary on how well the Fed was able to do that job. 

    Before we consider how the Fed works today, we will look at the focal point of the 

Federal Reserve’s control of our money supply–legal reserve requirements. Every fi nancial 

institution in the country is legally required to hold a certain percentage of its deposits 

on reserve, either in the form of deposits at its Federal Reserve District Bank or in its 

  Should the Board of Governors 
be controlled by or answerable 
to anyone else?  

  Should the Board of Governors 
be controlled by or answerable 
to anyone else?  

  The Federal Reserve’s most 
important job  
  The Federal Reserve’s most 
important job  
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own vaults. As neither Federal Reserve deposits nor vault cash pays interest, no one is 

very happy about holding 10 percent of most demand deposits on reserve (see  Table 1 ).    

     We’ll be using some technical terms, so let’s be very clear about their meanings. 

 Required reserves  is the minimum amount of vault cash and deposits at the Federal 

Reserve District Bank that must be held by the fi nancial institution.  Actual reserves  is 

what the bank is holding. If a bank is holding more than required, it has excess reserves. 

Therefore,  actual reserves  2  required reserves  5  excess reserves . 

    If a bank had $100 million in checking deposits, how much reserves would it be 

required to hold? Work it out right here, using the information in Table 1: 

   Solution: 

  First $9.3 million of deposits: 0% reserve requirement  

   Next $34.6 million: $34,600,000 3 .03 5 $1,038,000  

   Next $56.1 million: $56,100,000 3 .10 5  5,610,000  

   Required reserves $6,648,000  

    If this bank happened to be holding reserves of, $9 million, fi nd its excess 

reserves. 

   Solution: 

  Actual reserves 2 Required reserves 5 Excess reserves  

   $9,000,000 2 $6,648,000 5 $2,352,000  

    Because banks earn no interest on their reserves, they try to keep them down to a 

bare minimum. In fact, a bank ideally holds no excess reserves whatsoever; its goal is 

zero excess reserves. 

    Let’s try another question. If a bank had demand deposits of $1 billion and held 

$120 million in actual reserves (in the form of deposits at the Federal Reserve 

TABLE 1   Legal Reserve Requirements for Checking 
Accounts,* February 11, 2008**

$0 million 2 $9.3 million  0%

$9.3 million 2 $43.9 million 3

over $43.9 million 10

*Time deposits have a 0% reserve requirement.
**The numerical boundaries of these limits are revised annually.
Source: http://www.federalreserve.gov/monetarypolicy/reservereq.htm
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 District Bank and vault cash), calculate (1) its required reserves and (2) its excess 

reserves. 

   Solution: 

   (1) 0% of 9.3 million 5            0  

   3% of $34.6 million 5 $1,038,000  

   10% of remaining $956.1 million 5 95,610,000  

   Required reserves 5 $96,648,000  

  (2) Actual reserves 2 Required reserves 5 Excess reserves  

   $120,000,000 2 $96,648,000 5 $23,352,000  

    Can a bank ever end up with negative excess reserves? Think about it. Time’s up: what 

do you think? If actual reserves are less than required reserves, then excess reserves are 

negative. Or, in simple English, the bank is short of required reserves. If a bank does fi nd 

itself short, it will usually borrow reserves from another bank that has some excess reserves. 

The reserves it borrows are called  federal funds,  and the interest rate charged for them is 

called the  federal funds rate . A bank short of reserves may also borrow at the discount 

window of its Federal Reserve District Bank, a process we’ll discuss later in the chapter. 

    In  Money Makes The World Go Around,  Barbara Garson provides a succinct descrip-

tion of the role of federal funds in helping banks meet their reserve requirements.  

 Every bank that does business in the United States is required to keep an account with a 

certain minimum deposit at the Federal Reserve Bank. This account doesn’t receive any 

interest, so banks don’t like to keep more money, more Federal funds, as this money is 

called, in their Federal Reserve accounts than they have to. On the other hand, if they fall 

below their reserve requirement, there are severe penalties. Being overdrawn at the Fed is 

such a taboo that no banker I asked even knew what the penalties were. 

  The goal of every bank, therefore, is to meet its reserve requirement (which changes 

with each day’s infl ows and outgoes) while having as little extra in the account as possible. 

It’s tricky. One way banks solve the problem is to lend and borrow (sell and buy) the 

uninvested money among themselves. In other words, there’s a market among banks for 

their extra federal funds.  3  

      The Monetary Control Act of 1980 (which will be discussed in detail toward the 

end of this chapter) called for uniform reserve requirements for all fi nancial institutions—

commercial banks, savings banks, savings and loan associations, money market mutual funds, 

and credit unions. You’ll notice in Table 1 that the reserve requirement for time deposits is 

zero. Because time deposits, by defi nition, are held for relatively long periods of time, the 

Federal Reserve Board eliminated reserve requirements for all time deposits in 1992.   

 Primary and Secondary Reserves 

 A bank’s  primary reserves are its vault cash and its deposits at the Federal Reserve 
District Bank . These reserves pay no interest; therefore the banks try to hold no more 

than the Federal Reserve requires. Ideally, then, they hold  zero  excess reserves. 

3Barbara Garson, Money Makes The World Go Around (New York: Viking, 2001), pp. 22–23.
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    Bankers are, if nothing else, prudent. Their main aims, other than making high 

profi ts, are to protect their depositors and to maintain liquidity. Liquidity is the ability 

to convert assets quickly into cash without loss. 

    Even without legal reserve requirements, bankers would keep some cash on reserve 

to meet the day-to-day needs of their depositors as well as to meet any unforeseen large 

withdrawals. The cash that banks do keep on hand, together with their deposits at the 

Federal Reserve District Banks, is usually called primary reserves. In addition, every 

bank holds secondary reserves, mainly in the form of very short-term U.S. government 

securities. 

     Treasury bills, notes, certifi cates, and bonds (that will mature in less than a year) 
are generally considered a bank’s secondary reserves . These can quickly be converted 

to cash without loss if a bank suddenly needs money, whether because of increased 

withdrawals or perhaps a shortage of primary reserves. Generally, in the case of a short-

age of primary reserves, a bank will borrow on a daily basis from other banks in the 

federal funds market. 

     The Creation and Destruction of Money   

 The Creation of Money 

 Money consists of checking deposits, checklike deposits, and currency in the hands of 

the public. To create money, banks must increase either currency held by the public or 

checkable deposits. The way banks do this is by making loans. 

    A businessperson walks into Bank of America and requests a loan of $10,000. Later 

that day she calls the bank and fi nds out that her loan is granted. Because she already 

has a checking account at Bank of America, the bank merely adds $10,000 to her bal-

ance. In return she signs a form promising to pay back the loan with interest on a 

specifi ed date. That’s it. Money has been created. Checking deposits have just increased 

by $10,000. 

    If, for some reason, the businessperson had asked to be paid in cash, the public 

would have held $10,000 more in currency. And the bank? The $10,000 it loaned out 

was merely inventory; it was not counted as part of our money supply. 

    The point is that the bank just created $10,000. Whether checkable deposits or cur-

rency held by the public rose by that amount, our money supply rose by $10,000. 

    This may sound like a license to print money. It is, but it’s a very restricted license. 

A bank may make loans only if it has some available reserves. And who determines 

whether banks have these reserves? You guessed it—the Federal Reserve. So we really 

have three parties involved in the creation of money: the person who wants to borrow 

the money, the bank that creates the money, and the Federal Reserve, which allows this 

creative act to take place.   

 The Destruction of Money 

 Whoever creates can usually destroy as well. That’s what happens when the business- 

person pays back her loan. She’ll probably write a check on her account for $10,000 

plus the interests she owes, and when the bank deducts that amount from her account, 

down goes the money supply. Or if she pays back the loan in cash, again—down goes 

the money supply. In this case the currency leaves the hands of the public (literally) and 

goes into the bank’s inventory. The bank will stamp the loan agreement form “paid,” and 

the transaction is completed. 

    The creation and destruction of money is a major function of banking. The basic 

way this is done is through loans. The most important commercial bank loans are com-

mercial and industrial loans, although consumer loans have grown considerably in impor-

tance since the 1970s.   

  What are the three main aims 
of bankers?  
  What are the three main aims 
of bankers?  

  Banks create money by making 
loans.  
  Banks create money by making 
loans.  

  Money is destroyed when a 
loan is repaid to the bank.  
  Money is destroyed when a 
loan is repaid to the bank.  

sLa75799_ch14_329-362.indd Page 335  5/13/08  9:38:24 AM user-s174sLa75799_ch14_329-362.indd Page 335  5/13/08  9:38:24 AM user-s174 /Users/user-s174/Desktop/13-05-08 /Users/user-s174/Desktop/13-05-08 



336 C H A P T E R  1 4

 Limits to Deposit Creation 

 Most bank loans involve giving the borrower an additional deposit in his or her checking 

account; therefore, it would appear that banks can create all the money they wanted by 

doing this. All you need is a simple bookkeeping operation. A $20,000 loan means you 

increase that customer’s account by $20,000 by a computer entry. 

    Remember the goldsmith who kept writing receipts until there were 1,000 gold coins 

in his safe backing 100,000 receipts? Why can’t bankers keep issuing loans by increasing 

the checking accounts of their customers? 

    The fi rst limit would be prudence. Most banks would try to keep about 2 percent of 

their demand deposits on reserve in the form of vault cash; in case some of their depos-

itors came in to cash checks, there would be enough money on hand to pay them. But 

no banker has that choice. The Federal Reserve sets legal requirements to which the 

banks must adhere, and, as I’ve already mentioned, these limits are substantially higher 

than those that might be set by the most prudent of bankers. 

     Deposit Expansion   

 How Deposit Expansion Works 

 To see how deposit expansion works, we’ll assume a 10 percent reserve ratio because 

that’s an easy number with which to work. And we’ll assume everyone uses just one 

bank. Suppose someone comes into a bank and deposits $100,000. 

    We know that banks don’t like to have idle reserves because they don’t earn any 

interest on them. So what does the bank do with the $100,000? It lends out as much as 

it can. Let’s assume it lends $90,000 to a single business fi rm. 

    Normally, the bank would need an additional $9,000 in reserves to cover the new 

$90,000 demand deposit. But why did the company borrow $90,000? Obviously it was 

needed for certain business expenses; no one pays interest on borrowed money just to 

sit on it. 

    Again, keeping things simple, suppose this company wrote a check for $90,000 

to pay for additional inventory. The company receiving the check deposits it in its 

bank, and the process is repeated. The bank keeps the required 10 percent ($9,000) 

on reserve and lends out the remaining $81,000. This money is spent and eventually 

deposited in a third bank, which keeps 10 percent ($8,100) on reserve and lends out 

$72,900. 

    We could go on and on. Indeed, we have in  Table 2 . Were we to continue the pro-

cess with an infi nite number of banks, we would eventually end up with $1 million in 

deposits and $100,000 in reserves. 

   The Deposit Expansion Multiplier 

 Remember the multiplier in Chapter 12? Now we’ll look at the deposit expansion mul-

tiplier, which is based on the same principle and nearly the same formula. 

    Any new money injected into the banking system will have a multiplied effect on 

the money supply. How large this multiplied effect will be depends on the size of the 

multiplier. In general, when the reserve ratio is low, the multiplier will be high and vice 

versa. 

    The formula for the deposit expansion multiplier is: 

  

1

Reserve ratio     

Deposit

expansion

multiplier

5
1

Reserve ratio
      

Deposit

expansion

multiplier

5
1

Reserve ratio
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    If the reserve ratio is .10, we substitute and solve to fi nd the multiplier: 

  

1

Reserve ratio
5

1

.10
5 10

  

    Remember, how many dimes are in a dollar? 

    If the reserve ratio is .25, fi nd the deposit expansion multiplier. Do it right here. 

    Using the formula, we get: 

  

1

Reserve ratio
5

1

.25
5 4

  

    How many times does .25 go into 1? How many times does a quarter go into a 

dollar? 

    Now that I’ve made you do these calculations, a confession is in order. The deposit 

expansion multiplier is a bit less wonderful than I led you to believe. It’s just too big. 

You can probably get on with your life just accepting this fact, but if you happen to be 

from Missouri (the Show Me State), then you can check out the Advanced Work box, 

“Three Modifi cations of the Deposit Expansion Multiplier.”   

 Cash, Checks, and Electronic Money 

 One of the jobs of the Federal Reserve is called check clearing. Through this process, once 

the checks you write are deposited by the people you gave them to, they make their way 

through our fi nancial system, facilitated by the Fed, and eventually wind up photocopied 

TABLE 2   Hypothetical Deposit Expansion with 
10 Percent Reserve Requirement

 Deposits Reserves

 $100,000.00 $10,000.00

 90,000.00 9,000.00

 81,000.00 8,100.00

 72,900.00 7,290.00

 65,610.00 6,561.00

 59,049.00 5,904.90

 53,541.00 5,354.10

 48,186.90 4,818.69

 43,368.21 4,336.82

  —*  —*

 — —

 — —

$1,000,000.00 $100,000.00

*To save space, the rest of the calculations are omitted.
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on the back of your monthly bank statement. How did they get there? Read the box, 

“Check Clearing.”

         In 2004 Congress passed the Check Clearing for the 21st Century Act, often called 

Check 21, which is intended to hasten the adoption of electronic check processing. One 

important effect of this law will be that bank statements will carry photocopies of checks, 

not originals, saving banks from having to fl y checks across the country. The new system 

allows the bank that fi rst receives the check to create an electronic image for transmission 

through the system. Will this law ultimately lead to the elimination of paper checks? 

Maybe, but probably not for quite a few years. 

    A second important effect of the law is that you can no longer give someone a check 

and plan on having three or four days for it to clear. It may clear now within a day, or even 

less, so you need to have suffi cient money in your account when you write a check. 

    If your company in Boston needs to pay $937,042.91 to my company in St. Louis, 

does it send a check? Chances are, it will wire the money. To pay your phone bill, 

do you still send a check, or have the payment deducted electronically from your bank 

account? An increasing number of Americans no longer receive paychecks. Instead 

their pay is deposited electronically into their bank accounts. And when you buy 

things and pay with your debit card, a few seconds after your card is swiped by the 

sales clerk, the amount of your purchase has been deducted from your checking 

account. 

    Increasingly, money is changing hands electronically rather than in the form of 

checks. The Fed runs the system under which more than $4 trillion a day are transferred 

electronically—80 percent of the total payments made worldwide in dollars. About one-third 

of these transfers are carried out by the Federal Reserve’s electronic network, while most 

of the other two-thirds are done by the Clearing House Interbank Payments System 

(CHIPS), which is owned by 10 of the world’s largest banks. 

    Does all this mean that we are well on our way to a checkless, cashless society? 

Yes and no. We still carry out about 80 percent of our monetary transactions in cash—

everything from paying for our groceries to tipping the hairdresser. But when we con-

sider the total dollars actually spent, cash covers less than 1 percent of the total value 

Not every dollar of deposit expansion will actually be rede-

posited and lent out repeatedly. Some people may choose 

to hold or spend some of their money as currency. For ex-

ample, an individual receiving a $300 check may deposit 

$200 and receive $100 back as cash.

 This cash leakage tends to cut down on the deposit 

expansion multiplier because not all the money lent out is 

redeposited. For example, if $90,000 is lent out but only 

$81,000 is redeposited, this would have the same effect on 

the multiplier as a 10 percent increase in the reserve ratio.

 It is also possible, although unlikely in times of infl a-

tion, for banks to carry excess reserves. To the degree that 

they do, however, this cuts down on the deposit expansion 

multiplier. Why? Because it, in effect, raises the reserve 

ratio. For example, if the reserve ratio rose from .20 to .25 

because banks were carrying a 5 percent excess reserve, the 

multiplier would fall from 5 (1y.2 5 5) to 4 (1y.25 5 4). These 

leakages take place during times of recession and low in-

terest rates, when banks may carry excess reserves. One 

Three Modifi cations of the Deposit Expansion Multiplier

A D V A N C E D W O R K

might also keep in mind that during recessions, banks 

might carry excess reserves because of a scarcity of credit-

worthy borrowers.

 Finally, there are leakages of dollars to foreign coun-

tries caused mainly by our huge foreign trade imbalance. 

Our imports far exceed our exports, so there is a large drain 

of dollars to foreigners. And then, too, there is all the cur-

rency that American tourists spend abroad, plus the tens of 

billions sent covertly to international drug traffi ckers. Some 

of these dollars return to the United States in the form of 

various investments (particularly in U.S. government secu-

rities, corporate securities, and real estate), but there is a 

defi nite net outfl ow of dollars, which, in turn, depresses 

still further the deposit expansion multiplier.

 Where does all this leave us? It leaves us with the con-

clusion that the deposit expansion multiplier is, in reality, 

quite a bit lower than it would be if we based it solely on 

the reserve ratio. In other words, if the reserve ratio tells us 

it’s 10, perhaps it’s only 6.

338
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If you have a checking account at your local bank, at 

the end of each month you receive a statement listing 

all your deposits and withdrawals. On your statement, 

your bank includes tiny photocopies of the checks you 

wrote that month.

 Did you ever wonder how, if you wrote a check, it 

ended up on your statement at the end of the month? 

No? Well, I’m going to tell you anyway. The whole 

process is called check clearing, and it is a service pro-

vided by the Federal Reserve System.

 In 1976 we had a series of birthday parties for the 

nation. The United States of America was 200 years old 

that year. I was visiting some friends out in San Francisco 

at the time, and one of them, Bob, sold me a beat-up old 

bugle, which actually looked like it might have dated 

from the American Revolution.

 This bugle has come in quite handy at my 8:00 A.M. 

classes. At the time I bought it, though, the big question 

was how I would pay for it. I didn’t have $50 in cash, 

so I gave Bob my check for $50. It was written on 

Citibank back in Brooklyn. Bob deposited it in his 

account at Bank of America. From there it went to Bank 

of America’s main offi ce in San Francisco, which, in 

turn, sent it on to the San Francisco Federal Reserve 

District Bank. Bank of America’s reserves were raised 

by $50 (the amount of the check). Doing this was a 

simple bookkeeping operation.

 The check was sent to the New York Federal Reserve 

District Bank, which deducted $50 from the reserves of 

Citibank. The check then went to Citibank’s main offi ce 

in Manhattan, and then to my branch out on Flatbush 

Avenue in Brooklyn. The $50 was then deducted from 

my account, and at the end of the month, the canceled 

check was mailed to me with my statement.

 All of these transactions are shown pictorially in the 

diagram below. The check I gave Bob in San Francisco 

was sent back to me by my Brooklyn bank with my 

statement at the end of the month.

Check Clearing

$50 00

Me Bob

$50 00

Bob

Bank of 
America  

Branch office

Bob’s checking
account rises
by $50

$50 00

$50 00$50 00

New York
Federal Reserve

District Bank

San Francisco
Federal Reserve

District Bank

Bank of 
America  

Main office

Deducts $50 from
Citibank’s
reserves

Bank of America’s
reserves rise by $50

$50 00
Citibank

Main office
$50 00

Citibank

Branch office

Deducts $50 from
my checking account
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of transactions, while electronic transfers account for fi ve out of every six dollars that 

move in the economy. 

    If you buy things on the Internet, you probably have heard of Paypal (a company 

now owned by eBay). When you make a purchase, Paypal deducts the money from your 

bank account in the same way that it happens with a debit card.     

       The Tools of Monetary Policy  

 The most important job of the Fed is to control the growth of the money supply; its most 

important policy tool to do that job is open-market operations. 

  How Open-Market Operations Work 

 Open-market operations are the buying and selling of U.S. Treasury bills, notes, and 

bonds. The Fed does not market new securities.  4       That’s the Treasury’s job. Rather, the 

Fed buys and sells securities that have already been marketed by the Treasury, some of 

which might be several years old. 

    The total value of all outstanding U.S. government securities was about $4.6 trillion 

as of mid-2008. The Fed held an additional $800 billion. What open-market operations 

consist of, then, is the buying and selling of chunks of the national debt. The Fed does 

this by dealing with government bond houses, which are private U.S. securities dealers. 

If the Fed wants to buy $900 million of Treasury notes that will mature within the next 

three months, it places an order with a few of these bond houses, which then buy up the 

securities for the Fed. When the Fed wants to sell securities, it again goes to the govern-

ment bond houses and has them do the actual selling. 

    When the Fed wants to increase the money supply, it goes into the open market and 

buys U.S. government securities. You might ask, “What if people don’t want to sell?” 

Remember the line from  The Godfather,  “I’ll make you an offer you can’t refuse”? Well, 

that’s exactly what the Fed does. It tells the government bond houses, “Buy us 30,000 

Treasury bills no matter what the price.” 

    If the Fed goes on a buying spree in the open market, it will quickly drive up the prices 

of U.S. government securities. All this buying will push down interest rates. Let’s see why. 

    Suppose a bond is issued by the Treasury with a face value of $1,000 and an inter-

est rate of 8 percent. This means the bond costs the initial buyer $1,000 and pays $80 

interest a year. The price of the bond will fl uctuate considerably over its life; but when 

it matures, the Treasury must pay the owner $1,000, its face value. And every year the 

Treasury must pay the owner $80 interest. 

    Using the formula 

  
Interest rate 5

Interest paid

Price of bond  

   we can observe that a $1,000 bond paying $80 interest pays an interest rate of 

8 percent: 

  

$80

$1,000
5 8 percent

  

    This is sometimes called the stated rate or face rate. 

    We have been talking about the Fed going into the open market and buying govern-

ment securities. Suppose the Fed bought enough securities to bid up their price to 

  What are open-market 
operations?  
  What are open-market 
operations?  

  How the Fed increases the 
money supply  
  How the Fed increases the 
money supply  

  Question: What do you get 
when you cross the Godfather 
with an economist? Answer: An 
offer you can’t understand.  

  Question: What do you get 
when you cross the Godfather 
with an economist? Answer: An 
offer you can’t understand.  

Interest rate 5
Interest paid

Price of bond    
Interest rate 5

Interest paid

Price of bond    

4The Fed is legally limited to buying no more than $5 billion in newly issued government securities a year, 
which is less than 1 percent of what the Treasury issues.
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$1,200. Remember, these securities still pay $80 interest a year. Let’s calculate their 

new interest rate: 

   
Interest rate 5

Interest paid

Price of bond
5

$80

$1,200    
� 62y3 percent

    You see that, as previously noted, when the Fed goes into the open market to buy 

securities, it bids up their price and lowers their interest rates. In the process, as we shall 

soon see, this also expands the money supply. 

    The 62y3 percent is the effective, or market, rate of interest. Although the U.S. Trea-

sury is still paying 8 percent ($80) on the face value ($1,000) of the bond, the Federal 

Reserve has effectively lowered the market rate of interest to 62y3 percent. Incidentally, 

if the Treasury were to issue new bonds that day, it would need to pay an interest rate 

of just 62y3 percent (that is, $66.67 on a $1,000 bond). 

    When the Fed wants to contract the money supply, or at least slow down its rate of 

expansion, it goes into the open market and sells securities. In the process, it lowers bond 

prices and raises interest rates. 

    When selling securities, the Fed also uses the “Godfather principle.” Again, it makes 

an offer that can’t be refused (in this case, an offer to sell securities at low enough prices 

to get rid of a certain amount). 

    If the Fed bids bond prices down to $800, we use the same formula to fi nd that the 

interest rate has risen to 10 percent. 

  
Interest rate 5

Interest paid

Price of bond
5

$80

$800
5 10 percent

  

    When the Fed sells securities on the open market to contract the money supply, bond 

prices fall and interest rates rise. Falling bond prices and rising interest rates generally 

accompany a tightening of the money supply. 

    You should note that although the Fed deals only with U.S. government securities, 

interest rates and bond prices move together in a broad range. When the Fed depresses 

the prices of U.S. government securities, all government and corporate bond prices tend 

to fall. And when the Fed pushes up the interest on U.S. government securities, all inter-

est rates tend to rise. 

    Let’s try another interest rate problem. Find the interest rate on a bond that pays 

$100 a year in interest and is currently selling for $800. Work it out right here: 

   Solution: 

  
Interest rate 5

Interest paid

Price of bond
5

$100

$800
5 12.5 percent

  

     Figure 2A  and  Figure 2B  show how open market operations affect interest rates. 

We’ll begin at equilibrium point E 1  in Figure 2A. If the Fed buys a huge amount of U.S. 

Treasury securities on the open market, this purchase raises the money supply from MS 1 

 ($3 trillion) to MS 2  ($4 trillion) pushing the equilibrium point from E 1  to E 2 , and driv-

ing down the interest rate from 8 percent to 6 percent.  5  

     Figure 2B illustrates what happens when the Fed sells a huge amount of U.S. Trea-

sury securities on the open market. Money supply falls from MS 1  ($3 trillion) to MS 2  

  How the Fed contracts the 
money supply  
  How the Fed contracts the 
money supply  

5The Fed rarely increases or decreases the money supply by more than one or two percent at a time. The huge 
changes shown in Figures 2A and 2B are used to show graphically how changes in the money supply cause 
changes in the interest rate.
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($2 trillion) pushing the equilibrium point from E 1  to E 2 , and driving the interest rate up 

from 5 percent to 8 percent.   

 The Federal Open-Market Committee 

 Open-market operations are conducted by the Federal Open-Market Committee (FOMC), 

which consists of 12 people. Eight are permanent members—the seven members of the 

Board of Governors and the president of the New York Federal Reserve District Bank (he 

or she is a permanent member because nearly all open-market purchases are made in the 

New York federal securities market). The other four members of the FOMC are presidents 

of the other 11 Federal Reserve District Banks; they serve on a one-year rotating basis. 

    The FOMC meets eight times a year to decide what policy to follow. This is not to 

say that every six weeks the committee changes directions from buy to sell to buy again. 

    Assume the FOMC decides to ease credit a bit, perhaps because of the threat of a 

recession. It might decide to buy $700 million of securities on the open market. The 

New York Bank, as agent of the Federal Reserve, places an order with several govern-

ment bond houses. The bonds are paid for by checks written on various Federal Reserve 

District Banks. Each government bond house deposits the checks in its own commercial 

bank. From there the checks are sent to the New York Federal Reserve District Bank, 

which adds the amount of the checks to the banks’ reserves. 

    Say, for example, the Fed gives a $100 million check to bond house number one, 

which deposits it in its account at Commerce Bank. From there the check is sent a few 

blocks away to the New York Federal Reserve District Bank, which adds $100 million 

to the reserves of Commerce Bank. 

    What does Commerce Bank do with $100 million of reserves? Assuming it now has 

excess reserves of $100 million, it will lend most of it out. Up goes the money supply! 

As we have noted, banks seldom keep excess reserves because they don’t earn interest. 

Thus we have a multiple expansion of deposits. 

    The process works the same way if the government bond houses are not the ultimate 

sellers of the securities. Usually those sellers are individuals, corporations, or banks. If 

  How the open-market 
operations are conducted  
  How the open-market 
operations are conducted  

  To fi ght recessions, the FOMC 
buys securities.  
  To fi ght recessions, the FOMC 
buys securities.  
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an individual sells a $10,000 bond to a government bond house, which, in turn, sells it 

to the Fed, the government bond house is only the middleman. When the Fed pays the 

government bond house, this money will be turned over to the person who sold the 

bond. When she deposits her check at her local bank, say the National State Bank of 

New Jersey, the check will still be sent to the New York Federal Reserve District Bank. 

Ten thousand dollars will be added to the reserves of the National State Bank, which 

is now free to lend it out. 

    When banks lend out money, the money supply increases. When the Fed buys 

$700 million of securities, it is making $700 million of reserves available to the banking 

system. Most of this money will be lent out, and through the deposit expansion multi-

plier, it will create a multiplied deposit amount. For example, if the reserve ratio were 

10 percent, the multiplier would be 10 (Multiplier 5 1/Reserve ratio 5 1y.10 5 10). 

However, allowing for currency leakages and bank holdings of some excess reserves, 

we’ll say that the multiplier is actually only 6. A $700 million open-market purchase 

will lead to about a $4.2 billion expansion of deposits (and, therefore, a $4.2 billion 

expansion of the money supply). 

    During periods of infl ation, when the FOMC decides to sell securities, we have 

exactly the opposite set of events. If the FOMC were to give the government bond houses 

$700 million of securities with orders to sell them at whatever the market will bring, we 

can easily trace the steps. 

    Customers will be found, and they will pay by check. For example, a corporation 

with an account at SunTrust Bank in Atlanta might buy $50,000 of securities. When its 

check reaches the Atlanta Federal Reserve District Bank, $50,000 is deducted from the 

reserves of SunTrust Bank. Similar reserve deductions occur around the country. Soon 

reserves for the entire banking system are reduced by $700 million. 

    That’s just the fi rst step. The banks will probably be short of reserves as they carry 

little, if any, excess. Where do they get the money? They can borrow from their Federal 

Reserve District Bank’s discount windows, but this will only tide them over temporarily, 

and they’re reluctant to do this anyway. They can go into the federal funds market, which 

is an overnight market in which banks borrow from each other on a day-to-day basis if 

they are short of reserves. But because most banks are short because of FOMC sales, 

this source of funds has constricted. 

    Ultimately, the banks will have to curb their loans, which is what the FOMC wanted 

all along. Initially, then, we would expect that $700 million less reserves will mean 

$700 million less in loans. But  had  those loans been made, with a multiplier of six, 

there would have been some $4.2 billion worth of loans, and the money supply would 

have been $4.2 billion higher. 

    We’re saying that if reserves are reduced by $700 million, this will, with a multiplier 

of six, ultimately reduce the money supply by $4.2 billion. Or, put slightly differently, 

when reserves are reduced, the money supply will end up being lower than it would 

otherwise have been. 

    Are you ready to apply your knowledge of the monetary multiplier to determine the 

potential effect of the sale of some securities on the open market? Suppose the Fed buys 

$200 million of securities and the monetary multiplier is 5. By how much could our 

money supply increase? 

   Solution: 

Excess

reserves
3

Monetary

multiplier
5

Potential expansion of

the money supply

   $200 million 3 5 5 $1,000,000,000   

  To fi ght infl ation, the FOMC 
sells securities.  
  To fi ght infl ation, the FOMC 
sells securities.  
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 You can get the latest offi cial pronouncement by the FOMC by going to  www.federalreserve.

gov  and clicking on News and Events.    

 Discount Rate and Federal Funds Rate Changes 

 The discount rate is the interest rate paid by member banks when they borrow at the 

Federal Reserve District Bank. The main reason today’s banks borrow is that they are 

having trouble maintaining their required reserves. 

    The original intent of the Federal Reserve Act of 1913 was to have the District Banks 

lend money to member banks to take care of seasonal business needs. In the busy period 

before Christmas, fi rms would borrow money from their banks, which would, in turn, borrow 

from the Federal Reserve District Banks. Borrowing, then, was really note  discounting.     You 

technically borrowed $1,000, but if the interest rate was 8 percent, the interest—$80 for a 

one-year loan—was deducted in advance. All you got was $920; you paid back $1,000. 

    This was called discounting. When the commercial banks took these IOUs or com-

mercial paper to the Federal Reserve District Bank, they would borrow money to cover 

these loans. This was called rediscounting. 

    Today banks no longer rediscount their commercial paper. Instead, they borrow 

directly from the Federal Reserve and call the interest they pay the discount rate. On 

any given day, banks rarely owe the Fed more than a couple of hundred million  dollars. 

But remember that the Fed does stand ready in times of emergency, as a lender of 

last resort. One such emergency was set off by the terrorist attacks of 9/11. On Sep-

tember 12, 2001, banks borrowed $45.5 billion from the Fed. Had those funds not been 

available, there is no telling if a fi nancial panic might have taken place, possibly with 

depositors all over the country rushing to their banks to withdraw their money. 

    Rather than borrow from the Fed, banks usually borrow excess reserves from each 

other, usually for no more than a few days at a time. The interest rate they pay is called 

the Federal funds rate. Kathleen Madigan of  BusinessWeek  describes what happens when 

the Fed changes the discount rate and the Federal funds rate simultaneously:  

 The Fed can also change the discount rate when it alters the Federal funds rate, a one-two 

punch called “banging the gong” because it reverberates across global markets. The 

discount rate is charged when a member bank borrows from the Fed, a move done when 

the bank can’t borrow anywhere else. The discount rate is usually set equal to or a half-

point below the funds rate.  6  

       Figure 3  provides a record of the Federal funds rate between 1954 and April 2008. 

Why did the Fed lower the rate 13 times between the beginning of 2001 and mid-2003? 

Because the economy had entered a recession and had lost more than two and a half 

million jobs since January 2001. 

 You’ll notice in Figure 3 that the federal funds target rate was held at 5.25 percent 

from the middle of 2006 through September of 2007. Between then and late April of 2008 

it was lowered in seven steps to 2.00, with still more reductions possible later in the year. 

As you know, our economic growth had slowed substantially and the Fed’s policy makers 

had became increasingly convinced that the economy might be sinking into a recession.

    The Federal funds rate hit 20 percent twice in the late 1970s and early 1980s. At 

that time the Fed was worried mainly about double digit infl ation, so it pursued a very 

stringent tight money policy. Consequently the economy had back-to-back recessions in 

1980 and 1981–82. When the Fed was convinced it had broken the back of the infl ation, 

it eased money growth in late 1982, the Federal funds rate—and all other interest rates—

fell sharply, and the recession ended. 

    The Federal funds rate is actually set by the forces of supply and demand, but the 

Federal Open-Market Committee sets a Federal funds rate target and then makes sure that 

target is hit. When the committee raised the Federal funds rate target from 3 percent to 

3.25 percent in July 2005, it sold billions of dollars worth of U.S. government securities. 

 on the web  on the web 

How discounting worksHow discounting works

6Kathleen Madigan, BusinessWeek, February 7, 2000, pp. 124 and 126.
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Setting the target Federal funds rate is the FOMC’s primary policy instrument. Indeed, 

setting that target rate  is,  in effect, monetary policy. 

    Today the Federal Reserve sets the discount rate one percentage point above the 

targeted Federal funds rate. So, in effect, then, the Fed sets monetary policy almost solely 

through open-market operations, by which its targeted rate of interest on overnight loans 

of bank reserves is set.   

 Changing Reserve Requirements 

 A changing of reserve requirements is really the ultimate weapon of the Federal Reserve 

System. Like nuclear weapons, which are rarely—if ever—used, it can be nice to know 

that the mechanism is there. 

    The Federal Reserve Board has the power to change reserve requirements within 

legal limits, but in practice it does this perhaps once in a decade. The limits for check-

able deposits are between 8 and 14 percent.  7  

     The basic reserve rate was set at 12 percent in 1980 for most checking deposits; in 

1992 it was lowered to 10 percent. The Board of Governors took this strong measure to 

help the economy recover from the lingering effects of the 1990–91 recession. In banking 

circles this 10 percent rate is often referred to as the  reserve ratio,  ignoring the fact that 

there is, in effect, a 0 percent reserve requirement for the fi rst $9.3 million of checking 

deposits and a 3 percent requirement on the next $39.6 million (see Table 1 on page 333). 

    This weapon is so rarely used because it is simply too powerful. For example, if the 

Federal Reserve Board raised the reserve requirement on demand deposits by just one 

half of 1 percent, the nation’s banks and thrift institutions would have to come up with 

nearly $4 billion in reserves. 

    Reserve requirements, then, are raised reluctantly by the Board of Governors, and 

only after all else fails. However, when the economy is gripped by recession, the Fed 

becomes less reluctant to turn to its ultimate weapon; but even then, reserve requirement 

changes are a last resort. 

    The Fed has three ways of increasing our money supply: lowering reserve require-

ments, lowering the discount rate, and buying government securities on the open market. 

What about printing currency? Does  this  raise our money supply? If you think the answer 

is yes, then you defi nitely should read the box, “Does Printing More Money Increase 

Our Money Supply?” 

  The Fed’s ultimate weapon    The Fed’s ultimate weapon  

  Why does the Fed rarely 
change reserve requirements?  
  Why does the Fed rarely 
change reserve requirements?  

2001

Source: Federal Reserve Bulletin, March 2008.

1

2000 2002 2003 2004 2005 2006 2007 2008

2
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6

7%

FEDERAL FUNDS TARGET RATE

Figure 3

The Target Federal Funds Rate 

1954–2008
This rate was pushed to a 45-year 
low of just 1 percent on June 25, 
2003. In June 2004 the Open 
Market Committee began raising 
the rate in quarter of a percent 
increments. By January 2006 it had 
reached 4.5 percent.

7If fi ve members of the Board deem it desirable, the maximum can be raised to 18 percent, and if conditions 
are extraordinary, any rate whatsoever may be set.
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    Favorite test question: Of the three main monetary policy instruments, which is the 

most important? 

    The correct answer is “open-market operations.” It has the advantage of fl exibility, 

since government securities can be bought or sold in large or small amounts. In addition, 

its impact on bank reserves is prompt. So the buying and selling of U.S. government 

securities is, by far, the most important monetary policy weapon in the Fed’s arsenal. 

    A relatively minor Federal Reserve policy tool is raising and lowering the stock 

market margin requirement, which is discussed in the accompanying box. 

E X T R A

H E L P
When the Federal Reserve Banks issue currency, 

doesn’t this increase our money supply? Surpris-

ingly, the answer is no, Now I’m going to prove it.

 What is the money supply? It’s currency, demand 

deposits, and other checkable deposits held by the public. 

So the question is, When the Fed prints currency, how 

does it get into the hands of the public?

 Suppose the Federal Reserve Bank of San Francisco 

issues 10 one-hundred-dollar bills and gives them to 

Security Pacifi c Corp., which pays by having its reserves 

lowered by $1,000. (Actually, its reserves stay the same, 

because this money goes into its vault.) Next, a local busi-

nesswoman writes a check for $1,000 on her account at 

Security Pacifi c and walks out of the bank with the 10 

one-hundred-dollar bills.

 Did that transaction increase the money supply? What 

do you think? On the one hand, when the teller gave the 

Does Printing More Money 
Increase Our Money Supply?

woman the cash, that increased the amount of money in 

the hands of the public by $1,000. But what the bank gave 

with that one hand, it took away with the other by decreas-

ing her checking account by $1,000.

 To recap: When the Federal Reserve Bank of San 

Francisco issued $1,000 in currency, did that lead to an 

increase in the money supply? No, it did not. When the 

Fed prints money, it does so to accommodate the needs 

of the public. If the public wishes to hold more of its 

money in the form of currency—and, parenthetically, less 

in the form of checking deposits—the Fed will accom-

modate these wishes. So the next time someone walks up 

to you on the street and asks you whether the Fed increases 

the money supply by issuing currency, tell him no.

The Federal Reserve Board has the power to set margin 

requirements in the stock market. In Chapter 1 we talked 

about how in the 1920s stock market speculators could 

borrow 90 percent of the price of a stock from a stock-

broker and put up just 10 percent of their own money. 

If the stock went up, they made a lot of money. But 

when the market crashed in 1929, not only were these 

speculators wiped out but so were their stockbrokers, 

who were not repaid. They, in turn, could not repay the 

banks all they had borrowed.

 Today the margin requirement is set by the Federal 

Reserve Board, which has pegged it at 50 percent since 

1974. Which means that, if you wanted to invest $10,000 

in the stock market, you would need to put up $5,000 

of your own money. When Alan Greenspan, who had 

repeatedly expressed concern about the “irrational 

 exhuberance” of the stock market, was asked why he 

didn’t raise the margin requirement, he replied that an 

increase would be unfair to small investors. Perhaps, but 

margin debt has grown at an alarmingly rapid rate since 

1990. In that year margin debt was just over 4 percent 

of all consumer debt. By the end of 2000 it was more 

than 16 percent.

 If—or perhaps one should say when—the market 

turns down sharply, the stockbrokers will ask their mar-

gin customers to put up more money, or else they will 

sell their stocks. Some won’t have the money, so their 

stocks will be sold, driving stock prices down still further. 

Although we are not nearly as vulnerable as we were 

in 1929, the huge and growing overhang of margin debt 

makes it increasingly likely that a sharp decline in stock 

prices could lead to a stock market crash.

Margin Requirements

346
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   Summary: The Tools of Monetary Policy 

 What three things can the Fed do to fi ght a recession? List them right here:  

1.   

2.   

3. 

    The answers are (1) lower the discount rate, (2) buy securities on the open market, 

and, ultimately, if these two don’t do the job, (3) lower reserve requirements. 

    What three things can the Fed do to fi ght infl ation? List them here:  

1.   

2.   

3.        

        The answers are (1) raise the discount rate, (2) sell securities on the open market, 

and, ultimately, if these two don’t do the job, (3) raise reserve requirements. (For further 

results of monetary policy, see the Advanced Work box, “The Effectiveness of Monetary 

Policy in an Open Economy.”) 

     The Fed’s Effectiveness in Fighting Infl ation 
and Recession   

 A Summing Up: The Transmission Mechanism 

 How does monetary policy affect GDP? In general, when the Federal Reserve raises the 

rate of monetary growth, this tends to raise GDP growth. This cause and effect relation-

ship is described by the transmission mechanism shown in  Figure 4 .     What happens when 

Suppose the Fed tightens money and interest rates 

rise. Investors all over the world will be attracted to 

the higher interest rates they can earn by purchas-

ing U.S. bonds, corporate bonds, and other assets. But in 

order to invest, they will need to exchange their money for 

U.S. dollars.

 This will drive up the dollar relative to foreign curren-

cies. In other words, you will now be able to get more eu-

ros, yen, and pounds for your dollars. Foreign goods will 

become cheaper to Americans and our imports will soar. 

Meanwhile, foreigners will be getting fewer dollars for 

their euros, yen, and pounds, so they will fi nd American 

goods more expensive. And they will cut back on their pur-

chases of those goods.

 Let’s recap: Tight money drives up interest rates, mak-

ing American investments more attractive to foreigners.

The Effectiveness of Monetary Policy in an Open Economy

A D V A N C E D W O R K

They will bid up the dollar, thus lowering our exports and 

raising our imports. So tight money works to lower our net 

exports (exports minus imports).

 Did you get all that? We’ve really gotten a bit ahead of 

ourselves, because the effects to exchange rate changes on 

foreign trade are not analyzed until the last chapter of this 

book. But while we’re at it, how would an expansionary 

monetary policy affect our net exports?

 It would have just the opposite effect of a contraction-

ary policy. Monetary expansion would lower our interest 

rates. Lower interest rates are not attractive to foreign in-

vestors, whose demand for U.S. dollars will drop. If the 

dollar falls relative to foreign currencies, that makes our 

exports cheaper and our imports more expensive. Thus, an 

expansionary monetary policy will raise our net exports 

and further stimulate our economy.

347
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    Federal Reserve policy in fi ghting infl ation and recession has been likened to pulling 

and then pushing on a string. Like pulling on a string, when the Fed fi ghts infl ation, it 

gets results—provided, of course, it pulls hard enough. 

    Fighting a recession is another matter. Like pushing on a string, no matter how hard 

the Fed pushes, it might not get anywhere. 

    First we’ll consider fi ghting infl ation. Assume all three basic policy tools have been 

used: Securities have been sold on the open market, the discount and federal funds target 

rates have been raised, and, ultimately, reserve requirements have been raised. The results 

are that bond prices have plunged, interest rates have soared, and money supply growth 

has been stopped dead in its tracks. Banks fi nd it impossible to increase their loan port-

folios. There’s a credit crunch and there’s credit rationing. Old customers can still borrow, 

but their credit lines are slashed. (My own line of credit, for example, was cut by Citibank 

during the 1980 credit crunch from $3,500 to $500.) Nearly all new customers are turned 

away.  During the fi rst half of 2008 major lenders—including Washington Mutual, Indy-

Macc Bank, and Capital One—sent out letters to many of their borrowers saying that 

declining property values were prompting the decision to cut off credit.

    During times like these, the rate of infl ation has got to decline. It’s hard to raise 

prices when no one is buying anything. No one can buy because no one has any money. 

Of course, the Fed is somewhat reluctant to tighten up too much or for too long because 

such a policy generally brings on recessions. Indeed the back-to-back recessions we suf-

fered in 1980 and 1981–82 were caused primarily by the Fed’s tight money policy, which 

pushed interest rates above 20 percent (see Figure 6). 

    The Fed has a far harder time dealing with a recession. Again, assume the standard 

tools have been used: Securities have been purchased on the open market, the discount 

and federal funds target rates have been lowered, and reserve requirements have been 

lowered. All this creates excess reserves for the banks. But now the $1,000,000 question: 

What do they  do  with these reserves?  

     Do they lend them out? Is that your fi nal answer? Yes! To whom should they lend 

them? To a businessowner who needs a loan to keep going? To a fi rm that can’t meet 

its next payroll without a loan? To an individual who has just lost her job and can’t meet 

her car payments? 

    Businesses that were good credit risks during prosperity become poor risks during 

recessions. Individuals, too, lose creditworthiness during recessions, particularly if they’ve 

just been laid off. So the very segment of the economic community most in need of help 

during recessions is least likely to be accommodated. 

    Meanwhile, many of the top credit-rated corporations are not coming in to borrow 

large sums of money. During recessions the companies to whom the banks will lend 

money are not borrowing. Why? Because business isn’t so great for them either. Would 

you borrow to buy more equipment—even at low interest rates—if your equipment was 

one-third idle? Would you expand your factory if sales were down 20 percent—even if 

the interest rate fell to 4 percent? 

  The Fed is more effective in 
fi ghting infl ation than recession.  
  The Fed is more effective in 
fi ghting infl ation than recession.  

  The government fi ghting 
infl ation is like the 
Mafi a fi ghting crime.  

 —Laurence J. Peter 

  The government fi ghting 
infl ation is like the 
Mafi a fi ghting crime.  

 —Laurence J. Peter 
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The Transmission Mechanism: 

Expansionary Monetary Policy
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The Transmission Mechanism: 

Contractionary Monetary Policy

the Fed lowers the rate of monetary growth? As you probably guessed, this has the 

oppose effect: lower monetary growth tends to lower GDP growth. This relationship is 

shown in  Figure 5 . 
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Figure 6

The Prime Rate of Interest Charged by Banks on Short-Term Business Loans, 1978–2008
Although the prime rate is set by the nation’s largest banks, it is strongly infl uenced by the actions of the Federal Reserve 
Board of Governors.

Source: Federal Reserve Bulletin, 1978–2008; http://research.stlouisfed.org/fred2/data/PRIME.txt.
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    The recession of 2001 provides a good example of the unresponsiveness of the 

economy to strong monetary stimulation. Between March 2001 (when we went into 

a recession) and April 2003, the Federal funds target rate was cut from 5 percent all 

the way down to 1 percent. And yet real investment lagged for years. It sank from a 

peak of $1,689 billion (in constant 2000 dollars) in the fourth quarter of 2000 and 

did not get that high again until the fourth quarter of 2003. While the Fed’s actions 

should be credited with keeping the recession relatively mild, our lagging rate of 

investment showed the limits of monetary policy in stimulating investment during 

recessions. 

    In the previous chapter we talked about the Japanese experience during the late 

1990s and the early years of this decade, when their economy was mired in recession. 

The Bank of Japan pushed interest rates down close to zero. Did this policy bring about 

prosperity? Evidently not, since neither consumers nor business fi rms took advantage of 

these super-low interest rates to borrow and spend. 

    All of this said, may we conclude that easy money has little or no effect in ending 

a recession? Not at all! It’s like the adage “You can lead a horse to water, but you 

can’t make him drink.” But if that horse happens to be thirsty, just try to  stop  him 

from drinking. 

    During the recession of 1990–91 the Fed used all three of its policy tools to at least 

cushion the economic decline—buying securities on the open market, lowering the dis-

count rate eight times, and, in early 1992, lowering the reserve requirement on demand 

deposits from 12 percent to 10 percent. The ensuing recovery was weak and slow. Sim-

ilarly the Fed made all the right moves during the recession of 2001, but once again, the 

recovery was weak and slow. 

    The Fed was able to help end the recessions of 1980 and 1981–82 by relaxing credit 

and driving down interest rates. However, the excruciatingly slow and halting recovery 

of 1991–92 was not very responsive to the lowest interest rates in 15 years. Furthermore, 

even though the banks had plenty of money that they could have loaned out to indi-

viduals and business fi rms, many banks preferred to purchase short-term U.S. government 

securities.  8  

8Do you recall the crowding-out effect discussed in Chapter 12? It shows how private borrowers are crowded out 
of fi nancial markets by the U.S. Treasury, thus offsetting some of the effects of an expansionary fi scal policy.
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    The Liquidity Trap 

 John Maynard Keynes determined that at very low interest rates people would not lend 

out their money, would not put it in the bank, would not buy bonds with it, but would 

simply hold it. That’s right—they’d sit on it, they’d hoard it, but they wouldn’t spend it 

or make it available to anyone else. 

    Why should they? When the interest rate declines to, say, 2 percent, why would 

people risk their money for such a low rate of return? And why would they tie it up at 

such a low interest rate when within a few months the interest rate might rise?  Then  they 

would sink it into interest-bearing assets, but not now. 

    Suppose that during a severe recession the Fed purchased billions of dollars of 

U.S. Treasury securities on the open market, creating huge excess reserves. What if 

these reserves were not lent out, but just sat there? This is exactly what happened in 

Japan from the mid-1990s into the new millennium. The Bank of Japan pushed inter-

est rates down to virtually 0, while Japanese citizens just sat on personal savings of 

over $1 trillion. Japan was caught in a  liquidity trap,  a situation in which people 

believe that interest rates are much more likely to rise than to fall. Why tie up your 

money in fi xed interest assets such as corporate or government bonds? When inter-

est rates rise, they’ll be stuck with assets whose prices are falling. When a nation’s 

economy has fallen into a liquidity trap, the central bank has little power to set 

things right. 

     The Depository Institutions Deregulation and 
Monetary Control Act of 1980  

 Economic historians will mark the 1970s and 1980s as decades of swift and signifi cant 

change in American banking. During this period, the distinction between commercial banks 

and thrift institutions (savings banks, savings and loan associations, and credit unions) 

became blurred to the point where it was hard to tell what was a bank and what wasn’t. 

    Until 1980 there was a clear legal line of demarcation between commercial and thrift 

institutions. Banks (meaning commercial banks) could issue checking deposits; savings 

banks, savings and loan associations, and credit unions could not. The only problem was 

that more and more of the thrifts were doing just that. The way they got around the law 

was to call those checking deposits something else—namely, negotiable order of  withdrawal 

accounts (or NOW accounts). Thus, technically, people who had deposits at these thrift 

institutions were not writing checks; they were writing negotiable orders of withdrawal. 

    While Federal Reserve regulation prohibited commercial banks from paying any 

interest on checking deposits, the thrifts were paying their depositors about 5 percent 

interest on their NOW accounts. Because these were technically savings accounts rather 

than checking accounts, it was OK to pay interest. Therefore, the thrifts had it both ways: 

They were able to give their depositors checking accounts and pay interest on them—

which gave them a considerable competitive advantage over commercial banks. 

    The commercial banks complained to the Fed and to anyone else who would listen, but 

to little avail. Finally Congress took matters into its own hands and passed the Depository 

Institutions Deregulation and Monetary Control Act of 1980. It had three key provisions:  

   1.   All depository institutions are now subject to the Fed’s legal reserve requirements. 

Before this act, only those commercial banks that were members of the Federal 

Reserve—about one-third of all commercial banks were members—were subject to 

these requirements. The other commercial banks and thrift institutions were subject 

to state reserve requirements, which were substantially lower.  

   2.   All depository institutions are now legally authorized to issue checking deposits. 

Furthermore, they may be interest bearing. Previously, commercial banks were for-

bidden to pay interest on checking accounts, while the thrift institutions claimed to 

be paying interest on savings accounts.  

  At very low interest rates, 
people don’t lend out their 
money.  

  At very low interest rates, 
people don’t lend out their 
money.  

  What is a bank and what isn’t?    What is a bank and what isn’t?  

  The three key provisions of the 
Banking Act of 1980  
  The three key provisions of the 
Banking Act of 1980  

sLa75799_ch14_329-362.indd Page 350  5/13/08  9:38:31 AM user-s174sLa75799_ch14_329-362.indd Page 350  5/13/08  9:38:31 AM user-s174 /Users/user-s174/Desktop/13-05-08 /Users/user-s174/Desktop/13-05-08 



 The Federal Reserve and Monetary Policy 351

   3.   All depository institutions now enjoy all the advantages that only Federal Reserve 

member banks formerly enjoyed—including check clearing (see the box, “Check 

Clearing,” earlier in this chapter) and borrowing from the Fed (discounting).   

    Remember that the main job of the Federal Reserve is to control the money supply. 

By bringing all depository institutions—especially the nonmember commercial banks and 

the savings banks that had NOW accounts—under the Fed’s control, the Monetary Con-

trol Act made this job a lot easier. 

    Another important consequence of this law is that by the end of the 1990s, intense 

competition reduced the 40,000-plus fi nancial institutions that existed at the beginning 

of the 1980s to just 20,000 today. The lifting of the prohibition against interstate banking, 

combined with further advances in electronic banking, will create greater consolidation, 

with perhaps just 30 or 40 giant fi nancial institutions doing most of the business. 

    The Banking Act of 1999  

 In 1980 the jurisdiction of the Federal Reserve had been extended to all commercial 

banks and thrift institutions. In 1999 it was further extended to insurance companies, 

pension funds, investment companies, securities brokers, and fi nance companies. 

    The new law repealed sections of the Glass-Steagall Act of 1933, which was based 

on the premise that America’s fi nancial house could best be restored if bankers and 

brokers stayed in separate rooms. It was thought that this could reduce the potential 

confl icts of interest between investment banking  9     and commercial banking, which had 

contributed to the speculative frenzy leading to the stock market crash of 1929. Under 

Glass-Steagall, commercial banks could receive no more than 10 percent of their income 

from the securities markets, a limit so restrictive that most simply abandoned business 

on Wall Street selling stocks and bonds to their customers. Over time, Federal judges 

and regulators chipped away at Glass-Steagall and other restrictions on cross-ownership 

of banks, insurance companies, and securities fi rms, enabling, for instance, Citibank to 

merge with Travelers in 1998 to form Citigroup, the world’s largest fi nancial services 

company. Indeed, this merger helped secure the scrapping of Glass-Steagall. 

    One purpose of the 1999 law was to give all fi nancial fi rms, including banks, the 

chance to sell all sorts of investments. In this way they would be similar to banks in 

other countries that already provide such services. According to  The Economist,  “Banks 

in America and Japan—where laws based on Glass-Steagall were imposed by the Amer-

icans during the post-war occupation—suffered from a lack of diversifi cation compared 

with ‘universal’ banks in continental Europe.”  10     The law allows banks, securities fi rms, 

and insurance companies to merge and to sell each other’s products, and has enabled a 

wave of mergers as companies compete to build fi nancial supermarkets offering all the 

services customers need under one roof.   

Monetary Policy Lags

As with fi scal policy, which we discussed in Chapter 12, the effectiveness of monetary 

policy also depends greatly on timing. And then too, monetary policy is also subject to 

the recognition, decision, and impact lags. Here’s a brief summary of the lags.

 The recognition lag is the time it takes for policy makers to realize that a business 

cycle turning point has been passed. The decision lag is the time it takes for policy mak-

ers to decide what to do and to take action. And fi nally, the impact lag is the time it 

takes for the policy action to have a substantial effect.

 One would expect monetary policy time lags to be somewhat shorter than fi scal policy 

time lags. The Board of Governors, which always has at least three or four professional 

  The number of fi nancial 
institutions is shrinking quickly.  
  The number of fi nancial 
institutions is shrinking quickly.  

9Investment banks sell new stock and new bonds for existing companies and help arrange corporate mergers.
10“The Wall Falls,” The Economist, October 30, 1999, p. 79.

Recognition lag is usually 
shorter for monetary than for 
fi scal policy.
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economists among its membership, continually monitors the economy. Furthermore, 

because the Board has only seven members, with the chair playing the dominant role, a 

consensus with respect to policy changes is reached far more easily than it is under our 

political method of conducting fi scal policy. While the legislative wrangling among the 

members of each house of Congress, between the two houses, and between the president 

and Congress may take several months, consensus among the seven members of the Fed 

is reached relatively quickly. The decision lag is thus fairly short.

 How long is the impact lag—the time until monetary policy changes have a substantial 

effect? Economists estimate this time as anywhere from nine months to about three years. 

Further, there is some agreement that a tight money policy will slow down an infl ation 

more quickly than an easy money policy will hasten a recovery. Still, there is no general 

agreement on whether monetary policy or fi scal policy is faster—or more effective.

 While the goals of monetary policy and fi scal policy are identical—low unemploy-

ment, stable prices, and a satisfactory rate of economic̀ growth—the effects of each are 

felt in different economic sectors. Fiscal policy is generally directed toward the consumer 

sector (tax cuts) or the government sector (spending programs). Monetary policy, however, 

has its strongest impact on the investment sector. In brief, tight money discourages invest-

ment, and a rapidly growing money supply has the opposite effect. The only question, 

then, is how long it takes before the investment sector feels the impact of monetary 

policy changes.

 Corporate investment does not fall off precipitously when the interest rate rises, nor 

does it shoot up when the interest rate falls. Although investment in plant and equipment 

becomes more attractive when the interest rate declines, as a rule large corporations take 

months, and sometimes years, to formulate investment plans. Therefore, transitory changes 

in the availability of investment funds or the rate of interest do not have a substantial 

impact on the level of investment in the short run. However, over a two- or three-year 

period, it’s another story.

 During a period of infl ation, the proper monetary policy for the Fed to pursue is to 

slow down or even halt the growth of the money supply. But what if, by the time this 

is done and has had any impact, the economy has already entered a recession? Clearly 

it will make that recession even worse.

 During a period of recession, what is the proper monetary policy? To speed up the 

rate of growth of the money supply. But suppose that by the time this policy has had 

any impact, recovery has begun? Oh no! Now this monetary expansion will fuel the next 

round of infl ation.

 To sum up, because of the recognition lag, the decision lag, and especially the 

impact lag, monetary policy is too slow to have its intended effect. By the time the 

monetary brakes are working to halt an infl ation, the economy may have already 

entered a recession; and when an expansionary monetary policy is pursued to bring 

the economy out of a recession, recovery has already set in. Thus, because of the time 

lags, monetary policy may actually destabilize the economy. The Fed surely did not 

intend to have that effect, but the road to economic instability is often paved with good 

intentions.

  Fiscal and Monetary Policies Should Mesh  

 It should be apparent that until the early 1990s there was little coordination in the mak-

ing of fi scal and monetary policies. Indeed, there is little fi scal policy as such, but rather 

a series of compromises within Congress and between Congress and the president. 

Further, given the independence of the Federal Reserve Board, different groups of peo-

ple are responsible for monetary and fi scal policy. 

    Because of the need for these policies to mesh rather than work at cross-purposes 

(as they sometimes have), we should consider ways to unify monetary and fi scal policy. 

One step in this direction would be to allow each newly elected president to appoint a 

new chairman of the Board.    
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 Who Controls Our Interest Rates? 

 Who controls our interest rates? The Fed, right? Well, it turns out the Chinese and 

Japanese governments, which have been buying hundreds of billions of dollars in U.S. 

government securities, now play a large and growing role. In recent years both nations 

have tried to hold down the exchange rate of their currencies to dollars. They’ve done 

this by buying dollars, mainly by fi nancing our huge federal budget defi cits. What would 

happen to our interest rates if the Chinese and Japanese stopped buying our government 

securities? Or even worse, what if they began selling them off? 

 As you probably guessed, the prices of these securities would plummet and interest 

rates would shoot up. Consider what we can expect in the next decade as the 77 million 

baby boomers retire and begin receiving Social Security and Medicare benefi ts. The 

federal budget defi cit will probably rise above $500 billion, Americans will continue to 

spend their entire incomes, and the U.S. Treasury will become still more dependent on 

the kindness of foreigners to fi nance the defi cit. 

 And the Fed? From mid-2004 through early 2006 it raised the Federal funds rate by 

quarter point increments from just 1 percent to 4.75 percent. While the Fed was quite 

successful in increasing short-term interest rates, long-term interest rates (most notably 

on home mortgages and 10-year Treasury bonds) remained fairly fl at. Why couldn’t the 

Fed push up long-term rates? Mainly because foreigners, especially the Chinese govern-

ment, were buying hundreds of billions of dollars of U.S. government securities. 

 So who  does  control our interest rates? While the Fed still is, by far, the biggest 

kid on the block, it no longer calls all the shots. And if our fi nancial dependency on 

foreigners continues to grow, then in the not-too-distant future, our monetary policy will 

originate more and more in Shanghai, Tokyo, London, Frankfurt, and other fi nancial 

capitals.      

Current Issue: The Housing Bubble, the Subprime 
Mortgage Mess, and the Financial Crisis of 2008

During the fi rst years of the new millennium, our economy went through the traumas of 

the bursting of the dot-com bubble, a recession, and the terrorist attacks of 9/11. Chairman 

Alan Greenspan induced the Open Market Committee to push down the Federal funds 

rate to the extremely low level of just 1 percent. Despite this stimulation, our economy 

continued to stagnate well into 2003. But one sector which did quickly benefi t from low 

interest rates was the housing industry, giving rise to another economic bubble.

Taking advantage of low short-term interest rates, mortgage brokers began to grant 

record numbers of adjustable rate mortgages to millions of buyers with lower and lower 

incomes and credit ratings. Rather than lock into somewhat higher fi xed rate mortgages, 

these buyers opted to pay initially lower interest rates in the hope that these rates would 

stay low. As long as interest rates stayed low, their mortgage payments remained low.

These conditions created a speculative home buying frenzy which continued through 

2006, Ben Bernanke’s fi rst year as Fed chairman. As long as interest rates remained low 

and the price of homes continued rising, the housing bubble could keep growing. Both 

Greenspan, and then Bernanke, ignored the warning signs that the bubble would soon 

burst. Mortgage brokers, taking advantage of these conditions, vastly expanded the pool 

of home buyers by fi nancing millions of subprime loans to families that could not have 

otherwise qualifi ed for home ownership. These borrowers were relatively poor people 

who typically paid a low interest rate (called a “teaser rate”) for two or three years, and 

then a much higher rate. They would not have ordinarily qualifi ed for loans, either 

because their income was too low to meet the anticipated payments, or because of a poor 

credit history. Indeed about 60 percent of subprime loans required either no income 

verifi cation or only the most cursory check.
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After making these loans, mortgage companies usually sold them off to investment 

banks, which, in turn, combined them into securities known as collateralized debt obliga-

tions (CDOs). Between 2001 and 2006 subprime loans rose from just $50 billion to over 

$1 trillion. With perfect hindsight, it was not hard to see the approaching train wreck. 

Two things would make this inevitable. First, hundreds of thousands of subprime bor-

rowers would default on their mortgages, many of them losing their homes. And then 

too, real estate prices would not only stop rising, but would begin to fall.

Ben Stein put this in more personal terms:

John Jones wanted to buy a home. He had poor credit. He went to his local mortgage 

lender, George Smith, and secured a mortgage with a low interest rate at fi rst but a much, 

much higher rate down the line.

 Time passed. It turned out that Mr. Jones bit off more than he could chew. He looked 

at his mortgage payment. Maybe it had been reset to a higher rate. He saw the housing 

market deteriorating around him. His house was worth less than he paid for it, and he was 

paying more—maybe a lot more—than he could afford or than he would have had to pay 

for a comparable rental. He moved out and mailed the keys to the local lender, Mr. Smith.11

Mr. Smith, however, had long since gone out of business. So Mr. Jones’s keys, 

along with those from all the other defaulting borrowers, were forwarded to the invest-

ment bank that purchased the subprime mortgages issued by Mr. Smith’s company. But 

the investment bank no longer held these loans. They were packaged as CDOs and 

sold to large banks (such as Citigroup or JPMorgan Chase), hedge funds, insurers, 

and to other fi nancial institutions. In early 2008, before all these losses were sorted 

out, it was clear that they would amount to hundreds of billions of dollars.

An expert on the massive bank failures of the 1930s, Bernanke was determined 

that history not repeat itself. He and his fellow governors, as well as the presidents of 

the other Federal Reserve Banks may have been somewhat slow to smell the smoke, 

but once they did, they acted very quickly and forcefully to put out the fi re.

Although some of our huge banks—most notably Citigroup and JPMorgan Chase—

took huge mortgage losses—the bulk of the losses were incurred by an array of invest-

ment banks, hedge funds, brokerage houses, and other unregulated fi rms. Since the 

new millennium there had been a veritable explosion in complex derivative instru-

ments, such as collateralized debt obligations and credit default swaps, which were 

intended primarily to transfer risk. Thus was born what has been termed, “the shadow 

banking system.”

In March 2008 the Fed announced a series of short-term (28- to 90-day) loans 

totaling up to $400 billion—and even more, if needed—mainly to commercial and 

investment banks. Its most widely publicized loan was a $30 billion credit line to help 

JPMorgan Chase acquire a virtually bankrupt Bear Stearns, a Wall Street investment 

bank which had lost tens of billions in the mortgage market. In addition, some 20 large 

investment banks, which had long relationships with the Fed buying and selling U.S. 

government securities, would be lent up to a few hundred billion dollars if needed.

Until early 2008 lending had been confi ned to Federal Reserve member banks. 

Now it appeared, other fi nancial intermediaries would be extended credit if that’s what 

it took to avert a fi nancial meltdown. In addition, a wide variety of investments could 

serve as collateral, including hard-to-sell securities backed by mortgages.

What caused the credit crisis? Many people would guess it was the subprime 

mortgage mess, but that may have been just the last straw. For several years investment 

banks and other fi rms were making huge leveraged bets that the prices of real estate, 

as well as a multitude of other investments, would continue to rise. Borrowing as much 

as $100 for every $1 of capital, these fi rms were up to their ears in debt. To make 

things worse, because of the complex web of debt, if even one large fi rm—Bear 

11Ben Stein, “The Unending Allure of the Free Lunch,” The New York Times, February 10, 2008, Business 
Section, p.6.
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Stearns, for example—were to default, the ripple effect might bring down our entire 

fi nancial house of cards. Because few of these fi rms were subject to regulation by the 

Fed, the FDIC, or any other  government authority, no one knew how much was owed 

to whom. Indeed, we shall probably never know.

What would have happened if Bear Stearns had failed? Very possibly the wholesale 

dumping of mortgage securities and other assets into a market that was frozen, where buy-

ers were nowhere to be found. One failure would have led to the next, until hundreds—or 

even thousands—of hedge funds, banks, and brokerage fi rms would have gone belly up.

The bailout was great for the big investors most responsible for the fi nancial crisis, 

but what about the millions of Americans who stood to lose their homes? Among oth-

ers, Alan Blinder, a former Federal Reserve Vice Chairman, has proposed bringing 

back the Depression era Home Owners’ Loan Corporation to help those in danger of 

losing their homes.

The HOLC was established in June 1933 to help distressed families avert foreclosures by 

replacing mortgages that were in or near default with new ones that homeowners could 

afford. It did so by buying old mortgages from banks—most of which were delighted to 

trade them in for safe government bonds—and then issuing new loans to homeowners. The 

HOLC fi nanced itself by borrowing from capital markets and the Treasury.12

Blinder would restrict these loans to between 1 and 2 million creditworthy home-

owners. Real estate speculators and owners of second or vacation homes would be 

excluded. Although there would still be substantial numbers of defaults, the program 

could ultimately turn a profi t for the government as did the old HOLC.

In the long run we need to ask what kind of message this massive bailout has sent 

to our fi nancial markets. If, during times of fi nancial crisis, the Fed will always stand 

ready to provide a massive bailout, then won’t this just encourage people to take  foolish 

risks, since they will be protected from the consequences of their decisions?  Central 

banks have long been sensitive to the problem of “moral hazard,” the danger that res-

cuing investors from their mistakes will simply encourage others to be more reckless 

in the future. Alan Blinder summarized the Fed’s dilemma: “These kinds of crisis 

prevention measures always have to balance potential moral hazard costs down the line 

against the clear and present danger that something is going to happen right now.” That 

something, in early 2008, was a fi nancial crisis that was threatening to sprial out of 

control, possibly bringing down our entire fi nancial structure, and with it, those of the 

rest of the world.

In the spring of 2008, one of the big political questions was whether Congress would 

enact legislation to help the millions of homeowners who faced foreclosure. After the 

Fed had acted forcefully to prevent a fi nancial meltdown—and, along the way, ensured 

that hundreds of fi nancial institutions would not go bankrupt—shouldn’t Congress come 

up with at least a small fraction of that funding to help millions of homeowners to avoid 

foreclosure? In an election year, it would make a great deal of political sense to provide 

homeowners with some kind of relief.

  Questions for Further Thought and Discussion  

   1.    Should the Federal Reserve Board of Governors remain independent? What is the 

strongest argument on either side?  

   2.    Is the Federal Reserve more effective in fi ghting recessions or infl ations? Explain 

your answer, if possible, using a fl ow chart.  

12Alan Blinder, “From the New Deal, a Way Out of a Mess,” The New York Times, February 24, 2008, 
Business Section, p.6.
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   3.   What is the most important job of the Federal Reserve? What makes it so important?  

   4.    What are open-market operations? How are they conducted to fi ght infl ation 

and recession?  

   5.    Draw a diagram showing the impact on bond prices, interest rates, and the level of in-

vestment of (a) an expansionary monetary policy; (b) a contractionary monetary policy.  

   6.    Why has the power to set the discount rate become a less effective monetary policy 

tool over the last eight decades?  

   7.    In 1980 and in 1999 two major banking laws were passed. Explain how each law 

 affects bank consolidation.  

   8.    What is the current macroeconomic situation in the United States? What should the 

Fed do about it?  

   9.    What monetary policy tools should the Fed use to achieve the result you recom-

mended in question 8?  

  10.    How is money created and destroyed? Explain the concept of the money multiplier, 

and discuss the factors that infl uence its size.  

  11.     Practical Application:  How well has the Fed done in pursuing its main policy goals 

since Ben Bernanke became chairman in January 2006?    
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  Workbook for Chapter 14 

Name     Date  

 Multiple-Choice Questions 

 Circle the letter that corresponds to the best answer.  

   1.   Fiscal and monetary policy have   . ( LO1 )  

  a)   the same means and ends  

  b)   different means and ends  

  c)   the same means and different ends  

  d)   different means and the same ends    

   2.   Which statement is true? ( LO1 )  

  a)   The United States has always had a central bank.  

  b)   The United States has never had a central bank.  

  c)   The United States had a central bank until 1913.  

  d)    The United States has had a central bank since 1913.    

   3.   The most important Federal Reserve policy weapon is 

  . ( LO1 ,  2 )  

  a)   changing reserve requirements  

  b)   changing the discount rate  

  c)   moral suasion  

  d)   open-market operations    

   4.   To restrict monetary growth, the Federal Reserve will 

  . ( LO2 )  

  a)   raise the Federal funds rate and sell securities  

  b)   raise the Federal funds rate and buy securities  

  c)   lower the Federal funds rate and sell securities  

  d)   lower the Federal funds rate and buy securities    

   5.   Monetary policy is conducted by   . ( LO1 )  

  a)   the president only  

  b)   Congress only  

  c)   the president and Congress  

  d)   the Federal Reserve    

   6.   A liquidity trap most likely will occur when   

. ( LO4 )  

  a)    there is a severe recession and interest rates are 

relatively high  

  b)    there is a severe recession and interest rates are 

relatively low  

  c)    there is great prosperity and interest rates are 

relatively high  

  d)    there is great prosperity and interest rates are 

relatively low    

   7.   Control of the Federal Reserve System is vested in   

. ( LO1 )  

  a)   the president  

  b)   Congress  

  c)   the Board of Governors  

  d)   the District Banks    

   8.   Basically the Board of Governors is 

  . ( LO1 )  

  a)   independent  

  b)   dependent on the president and Congress  

  c)   powerless  

  d)   on a par with the District Banks    

   9.   Legal reserve requirements are changed 

  . ( LO2 )  

  a)   very often  

  b)   on rare occasions  

  c)   never  

  d)   none of these    

  10.   Which of these is a secondary reserve? ( LO2 )  

  a)   Treasury bills  

  b)   gold  

  c)   vault cash  

  d)   deposits at the Federal Reserve District Bank    

  11.   The larger the reserve requirement, the 

  . ( LO2 )  

  a)   smaller the deposit expansion multiplier  

  b)   larger the deposit expansion multiplier  

  c)   easier it is for banks to lend money    
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  12.   Each of the following is a leakage from the deposit 

expansion multiplier except   . ( LO3 )  

  a)   cash  

  b)   the foreign trade imbalance  

  c)   excess reserves  

  d)   all of these are leakages    

  13.   Check clearing is done by   . ( LO1 ,  2 )  

  a)   the bank where a check is deposited  

  b)   the bank on which a check is written  

  c)   the Federal Reserve System  

  d)   the comptroller of the currency    

  14.   Open-market operations are   . ( LO5 )  

  a)    the buying and selling of U.S. government 

securities by the Fed  

  b)    borrowing by banks from the Fed  

  c)    the selling of U.S. government securities by the 

U.S. Treasury  

  d)    raising or lowering reserve requirements by 

the Fed    

  15.   When the Fed wants to increase the money supply, it 

  . ( LO5 )  

  a)   raises the Federal funds rate  

  b)   raises reserve requirements  

  c)   sells securities  

  d)   buys securities    

  16.   To buy securities, the Fed offers   . ( LO5 )  

  a)   a low price and drives up interest rates  

  b)   a low price and drives down interest rates  

  c)   a high price and drives up interest rates  

  d)   a high price and drives down interest rates    

  17.   Which statement is the most accurate? ( LO5 )  

  a)    The Federal funds rate and the discount rate rise 

and fall together.  

  b)    The prime rate of interest is usually about a half 

percentage point below the Federal funds rate.  

  c)    The Federal funds rate did not change at all during 

the late 1990s.  

  d)    The Federal Reserve has little infl uence on interest 

rates.    

  18.   Which one of the following is the most accurate 

statement?   ( LO8 )  

  a)    The impact lag of monetary policy is considerably 

shorter than the impact lag of fi scal policy.  

  b)    The recognition lag of monetary policy is often 

shorter than the recognition lag of fi scal policy.  

  c)    The impact lag of monetary policy is anywhere 

from three to six months  .

  d)    The level of corporate investment is very responsive 

to even slight changes in the interest rate.    

  19.   Which statement is true? ( LO6 )  

  a)    The Fed is more effective at fi ghting infl ation than 

fi ghting recession.  

  b)    The Fed is more effective at fi ghting recession 

than fi ghting infl ation.  

  c)    The Fed is effective at fi ghting both recession and 

infl ation.  

  d)    The Fed is effective at fi ghting neither infl ation 

nor recession.    

  20.   The Depository Institutions Deregulation and 

Monetary Control Act of 1980 had three key 

  provisions, one of which was   . ( LO7 )  

  a)    uniform reserve requirements for all fi nancial 

institutions  

  b)   zero reserve requirements for all time deposits  

  c)   that no interest may be paid on checking deposits  

  d)    that vault cash would no longer count toward 

reserves    

  21.   The main job of the Fed is to   . ( LO6 )  

  a)   control the rate of growth of the money supply  

  b)   to manage the national debt  

  c)    provide low-interest loans to all fi nancial 

institutions  

  d)   raise and lower tax rates    

  22.   One of the main results of the Depository Institutions 

Deregulation and Monetary Control Act of 1980 may 

  be to   . ( LO7 )  

  a)    lessen the number of fi nancial institutions in the 

United States  

  b)    increase the number of fi nancial institutions in the 

United States  

  c)    discourage the formation of big, nationwide, all-

purpose fi nancial institutions  

  d)    make it easier for the member banks to borrow 

money from the Federal Reserve District Banks    
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  23.   Reserve requirements are changed   . ( LO2 )  

  a)   once a week  

  b)   three or four times a year  

  c)   once every two or three years  

  d)   once every ten or fi fteen years  

  e)   only if Congress passes a new law    

  24.   Suppose that the deposit expansion multiplier were 7. 

After taking into account its three modifi cations, we 

might estimate the true deposit multiplier to be   

  . ( LO3 )  

  a)   14   d)  4 

  b)   9   e)  1 

  c)   7  

            25.   Statement 1: Currency leakages take place especially 

during times of recession and low interest rates. 

Statement 2: The process of check clearing is being 

partially replaced by the electronic transferring of 

money. ( LO3 )  

  a)   Statement 1 is true and statement 2 is false.  

  b)   Statement 2 is true and statement 1 is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    

  26.   Which is the most accurate statement? The Federal 

Reserve   . ( LO5 )  

  a)    markets new Treasury bills, notes, certifi cates, and 

bonds  

  b)    runs a check clearing operation for U.S. 

government checks, but does not handle checks 

written by private individuals or business fi rms  

  c)    Open-Market Committee is part of the U.S. 

Treasury  

  d)   buys and sells chunks of the national debt    

  27.   The limits set by law for reserves on checking 

accounts are between   . ( LO2 ,  5 )  

  a)   0% and 9%     b)   3% and 12%  

  c)   8% and 14%     d)   12% and 18%    

  28.   Which of the following is the most accurate 

statement? ( LO5 )  

  a)   We will have a checkless economy before 2012.  

  b)    Your bank must return the checks you wrote with 

your monthly statement.  

  c)    The Fed uses open-market operations to hit its 

target Federal funds rate.  

  d)    When the Fed pushes up the money supply, 

interest rates tend to rise.    

  29.   The repeal of Glass-Steagall in 1999 

  . ( LO7 )  

  a)    had the objective of allowing banks, securities 

fi rms, and insurance companies to merge and to 

sell each others’ products  

  b)    will result in a huge expansion in the number 

of fi nancial institutions doing business in the 

United States  

  c)    will result in the same abuses that led to the 

passage of the original act in 1929  

  d)    will make it much harder for U.S. fi nancial 

institutions to merge    

  30.   If the equilibrium rate of interest is 7 percent and 

market price of a U.S. government bond is $1,000, 

what is the most likely interest rate and bond price if 

the Fed increases the money supply by a substantial 

amount? ( LO5 )  

  a)   8 percent; $1,100  

  b)   8 percent; $1,000  

  c)   8 percent; $900  

  d)   6 percent; $1,100  

  e)   6 percent; $1,000  

  f)   6 percent; $900    

  31.   Faster monetary growth tends to   . ( LO4 )  

  a)   lower interest rates, leading to lower investment  

  b)   lower interest rates, leading to higher investment  

  c)   raise interest rates, leading to lower investment  

  d)   raise interest rates, leading to higher investment    

  32.   Which would be the most accurate statement? ( LO1 )  

  a)    The Federal Reserve Board of Governors has 

more power than the monetary authorities of any 

other country.  

  b)    The Deutsche Bundesbank has more power than 

the Federal Reserve.  

  c)    The Bank of England and La Banca d’Italia are 

two of the most powerful central banks.  

  d)    The European Central Bank is one of the most 

powerful central banks in the world.    

  33.   The subprime lending mess was caused by   ( LO9 )  

  a)   the lowered lending standards of mortgage brokers.  

  b)   the Federal Reserve’s lowering of interest rates.  

  c)    both the lowered lending standards of mortgages 

brokers and the Federal Reserve’s lowering of 

interest rates.  

  d)    neither the lowered lending standards of mortgage 

brokers nor the Federal Reserve’s lowering of 

interest rates.    
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  40.   Which is the most accurate statement?  . ( LO9 )  

  a)    The Fed’s actions in dealing with the 2008 

fi nancial crisis may encourage future risky 

fi nancial behavior, since a future crisis will be met 

with another bailout.  

  b)    Although the Fed managed to avert a fi nancial 

meltdown in 2008, it will not have the resources to 

deal with future fi nancial crises.  

  c)    The Fed was not at all responsible for the recent 

housing bubble.  

  d)    From a long run perspective, the massive fi nancial 

bailout carried out by the Fed did much more 

harm than good.    

 Fill-In Questions  

   1.   Our paper currency is issued by   . ( LO1 )  

   2.   Our currency is backed by   . ( LO1 )  

   3.   According to Keynes’s liquidity trap, at very low 

interest rates, people would   . ( LO4 )  

   4.   Control of the Federal Reserve is held by 

  . ( LO1 )  

   5.   At the present time, nearly all checking deposits are 

subject to a legal reserve requirement of    

percent. ( LO2 ,  5 )  

   6.   Time deposits are subject to no reserve requirement 

because  

 . ( LO2 )  

   7.   All reserves pay an interest rate of    

percent. ( LO2 )  

   8.   If the Fed wants to increase the money supply, it will 

follow these two steps: (1)  

 ; (2)  

 ; and if these do not prove 

suffi cient, it may   . ( LO5 )  

   9.   It has been much easier for the Fed to fi ght  

  than   . ( LO6 )     

  34.   A decrease in the rate of growth in the money 

supply will tend to    interest rates and   

 the level of investment. ( LO4 )  

  a)   raise, raise  

  b)   lower, lower  

  c)   lower, raise  

  d)   raise, lower    

  35.   Money is created when someone   . ( LO4 )  

  a)   takes out a bank loan  

  b)   pays back a bank loan  

  c)   spends money  

  d)   saves money    

  36.   Bank deposit creation is limited by   . ( LO4 )  

  a)   reserve requirements  

  b)   the interest rate  

  c)   whether a bank is nationally or state chartered  

  d)   whether a bank is in a large city or a rural area       

  37.   The primary objective of the Fed in early 2008  was to  

  . ( LO9 )  

  a)   avert a fi nancial meltdown.  

  b)    enable millions of subprime borrowers to keep 

their homes.  

  c)   tamp down infl ation.  

  d)   prevent a recession.    

  38.   The main players in the shadow banking system are 

  . ( LO9 )  

  a)   the large commercial banks.  

  b)    the smaller banks.  

  c)    investment banks, hedge funds, and brokerage 

houses.  

  d)   foreign investors.    

  39   To deal with the fi nancial crisis of 2008 the Fed 

resorted primarily to   . ( LO9 )  

  a)   traditional policy weapons used to fi ght infl ation.  

  b)    traditional policy weapons used to fi ght recessions.  

  c)    extraordinary measures that broke new policy 

ground.  

  d)    urging the large fi nancial intermediaries to do the 

right thing.    
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 Problems  

   1.   If you ran a bank with checking deposits of 

$20 million, you would need to hold reserves of how 

much? (Use Table 1 on page 333.) ( LO2 )  

   2.   If you ran a bank with checking deposits of 

$400 million, you would need to hold reserves of a 

little less than how much (assuming you don’t 

remember the cutoff point)? ( LO2 )  

   3.   If the reserve requi.rement were 15 percent, how 

much would the deposit multiplier be? ( LO2 )  

   4.   Using your answer from the previous problem, if 

the Federal Reserve increased bank reserves by 

$100 million, by how much would the money supply 

rise? ( LO2 )  

   5.   How much is the effective, or market, interest rate on 

a bond that has a face value of $1,000 and a selling 

price of $1,200 and that pays $120 interest? ( LO5 )  

   6.   If a bank has reserves of $21 million and demand 

deposits of $200 million, how much are the bank’s: 

(a) required reserves? (b) excess reserves? ( LO2 )  

   7.   Approximately how much in reserves does a bank with 

$5 billion in demand deposits have to hold? ( LO2 )  

   8.   If a bank has reserves of $100 million and checking 

deposits of $700 million, how much are the bank’s: 

(a) required reserves? (b) excess reserves? ( LO2 )  

   9.   How much reserves would a bank have to hold on: 

(a) $1 billion of time deposits that will mature in less 

than 18 months? (b) $1 billion of time deposits that 

will mature in more than 18 months? (Hint: see 

Table 1 on page 333.) ( LO2 )  

  10.   Use the information in  Table 1  to fi nd this bank’s 

required reserves. ( LO2 )      

TABLE 1

      Checking deposits: $1 billion    

  Time deposits: $300 million    
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   Chapter 15 

  E
 conomists are not easy to follow when they talk about familiar, day-to-day events 

like unemployment rate changes and the rising consumer price index. But when they 

talk theory, sometimes even their fellow economists have diffi culty understanding 

what they are saying to each other. I’ll repeat the words of George Bernard Shaw: “If all 

economists were laid end to end, they would not reach a conclusion.” 

  John Maynard Keynes put all of this into perspective much more elegantly:  

 The ideas of economists and political philosophers, both when they are right and when they 

are wrong, are more powerful than is commonly understood. Indeed, the world is ruled by 

little else. Practical men, who believe themselves to be quite exempt from any intellectual 

infl uences, are usually slaves of some defunct economist.  

  What conclusion will you reach at the end of this chapter? If you’re like my fellow 

economists, you will choose one school of economic thought to defend, while attacking 

each of the others. I hope you’ll take each economic theory with a grain of salt, disre-

garding what you can’t accept while appreciating the cogency of the arguments that have 

been advanced. No attempt is being made to do more than outline some of the underlying 

ideas of each of the fi ve main schools of the last one hundred years.  

  An economist is someone good 
with numbers who didn’t have 
the personality to become an 
accountant.  

 —Anonymous 

  An economist is someone good 
with numbers who didn’t have 
the personality to become an 
accountant.  

 —Anonymous 

 A Century of Economic Theory  

   The First Law of Economics: For every economist, there exists an equal and opposite economist. 

The Second Law of Economics: They’re both wrong.   

   6.   Supply-side economics.  
   7.   The rational expectations theory.   
8. Conventional macropolicy to fi ght 

recessions and infl ation.

   1.   The equation of exchange.  
   2.   The quantity theory of money.  
   3.   Classical economics.  
   4.   Keynesian economics.  
   5.   The monetarist school.  

   LEARNING OBJECTIVES 

  After you’ve read this chapter, you will have a better understanding of the basics of:  

    The Equation of Exchange  

 Much of the Keynesian-Monetarist debate revolves around the quantity theory of 

money, which itself is based on the equation of exchange. So in the fi rst two sections 

let’s look at these two concepts before we deal specifi cally with any of the schools 

of economic thought. The equation of exchange and the quantity theory of money are 

easily confused, perhaps because the equation of exchange is used to explain the 

 Don’t get the equation of 
exchange mixed up with the 
quantity theory of money. 

 Don’t get the equation of 
exchange mixed up with the 
quantity theory of money. 
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364 C H A P T E R  1 5

quantity theory. I warn my students every term about how easily the unwary test taker 

writes down the equation of exchange when asked for the quantity theory, or vice 

versa. Still, many of them remain faithful to the tradition of confusing the two concepts 

on the next exam.  

     The equation of exchange is 

  MV 5 PQ  

    What do these letters stand for? M represents the number of dollars in the nation’s 

money supply—the currency, demand deposits, and checklike deposits. 

    The velocity of circulation, or the number of times per year that each dollar in our 

money supply is spent, is represented by V. If we were to multiply M times V, or MV, 

that would be our money supply multiplied by the number of times per year each dollar 

is spent—in other words, total spending. Total spending by a nation during a given year 

is GDP. Therefore: 

  MV 5 GDP  

    Now for the other side of the equation. P represents the price level, or the average 

price of all the goods and services sold during the year. Finally, there’s Q, the quantity 

of goods and services sold during the year. Multiplying P times Q, we get the total 

amount of money received by the sellers of all the fi nal goods and services produced by 

the nation that year. This is also GDP. Things equal to the same thing are equal to each 

other (MV 5 GDP; PQ 5 GDP); therefore MV 5 PQ. 

    We’ll get a better idea of how this equation works by replacing the letters with 

numbers. For M we can substitute $900 billion, and we’ll give V a value of 9. 

   MV 5 PQ  

  900 3 9 5 PQ  

   8,100 5 PQ  

    This gives us a GDP of 8,100, or $8.1 trillion. As a form of shorthand, economists 

write billions of dollars without the dollar sign. The money supply of $900 billion 

becomes 900, and the GDP of $8,100 billion becomes 8,100. 

    So far we have MV 5 8,100; therefore, PQ also 5 8,100. How much are P and Q? 

We don’t know. All we do know is that P 3 Q 5 8,100. 

    What we’ll do, so we can fool around with this equation, is arbitrarily assign values 

to P and Q. That might not be very nice or proper, but let me assure you that people do 

this sort of thing every day. Let’s take P. Who can guess what the average price of all the 

fi nal goods and services sold actually is? In other words, could you guess the average 

price of all those cars, houses, hot dogs, pairs of shoes, haircuts, cans of beer, cavity fi ll-

ings, and so on? As there’s no way of even guessing, we’ll make the number $81. Why 

$81? Because it will be easy to work with. But perhaps $61.17 or $123.98 is the actual 

value of P. We’ll never know. 

    Now we’ll consider Q. How many fi nal goods and services were sold during the 

year? 23 billion? 345 billion? Again, we can’t possibly know, so we’ll assign a number. 

If we’ve already picked $81 for P, and PQ 5 8,100, then Q must equal 100 (meaning, 

in economists’ shorthand, 100 billion). Therefore: 

   MV 5 PQ  

  900 3 9 5 81 3 100  

   8,100 5 8,100  

    That’s the equation of exchange. It must always balance, as must all equations. If 

one side rises by a certain percentage, the other side must rise by the same percentage. 

For example, if MV rose to 9,000, PQ would also rise to 9,000. 

  MV 5 PQ    MV 5 PQ  
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    The Quantity Theory of Money  

 The quantity theory of money has both a crude version and a more sophisticated version. 

The crude quantity theory of money holds that when the money supply changes by a 

certain percentage, the price level changes by that same percentage. For example, if the 

money supply were to rise by 10 percent, the price level would rise by 10 percent. Simi-

larly, if M were to double, then P would double. Using the same fi gures we assigned to 

the equation of exchange, let’s see what happens if M and P double. 

   MV 5 PQ  

   900 3 9 5 81 3 100  

   1,800 3 9 5 162 3 100  

   16,200 5 16,200  

    If we double M, then MV doubles, and if we double P, PQ doubles. Because both 

sides of the equation must be equal, it appears that the crude quantity theory of money 

works out. 

    There are only two problems here. We are assuming V and Q remain constant. Do 

they? If they do, the crude quantity theory is correct. But what if they don’t? For exam-

ple, what if M, P, and Q all double? For the equation to balance, V would have to 

double. Similarly, what if M doubles and V declines by 50 percent? In that case, the rise 

in M would be canceled by the decline in V. If M doubles and MV stays the same, can 

we expect an automatic doubling of P? 

    Let’s take a closer look at V and then at Q. Since 1950 V has risen fairly steadily 

from about three to nearly seven. In other words, individuals and businesses are spend-

ing their dollars much more quickly. Alternatively, they are making more effi cient use 

of their money balances. 

    There are several explanations for the rise of V. First, there’s infl ation. Why hold 

large money balances when they lose their value over time? Second, why hold idle cash 

balances when they could be earning interest? Finally, the use of credit cards, debit cards, 

and automatic teller machines (ATMs), especially during the last 15 years, has allowed 

people to carry less cash. As a result, V has more than doubled since the mid-1950s. 

    Now let’s see about Q, the quantity of fi nal goods and services produced. During 

recessions, production, and therefore Q, will fall. For example, during the 1981–82 reces-

sion Q fell at an annual rate of about 4 percent during the fourth quarter of 1981 and the 

fi rst quarter of 1982. During recoveries, production picks up, so we go from a declining 

Q to a rising Q. 

    Obviously, then, we cannot consider V or Q to be constants. Therefore, the crude 

version of the quantity theory is invalid. 

    The real problem with the early quantity theorists is that they overstated their case. 

Clearly, rapid monetary growth will invariably lead to infl ation. But does a given rate of 

increase in the money supply lead to precisely the same rate of growth in the price level? 

Not in  my  book, nor in any other economics text. 

    Today’s modern monetarists, those who believe the key economic variable is changes 

in M, have come up with a more sophisticated quantity theory. They assume any short-

term changes in V are either very small or predictable. The situation with Q, however, 

is another story. 

    Let’s say M rises by 10 percent and V stays the same: MV will rise by 10 percent 

and PQ will rise by 10 percent. So far, so good. In fact, so far the crude and sophisti-

cated quantity theories are identical. But what happens next is entirely up to the level 

of production, Q. 

    If there’s considerable unemployment and we increase M, most, if not all, of this increase 

will be refl ected in an increase in production, Q. Money fl owing into the economy will lead 

to increased spending, output, and employment. Will it lead to higher prices as well? Prob-

ably not. It is reasonable to expect most of the rise in M to be refl ected in a rise in Q. 

The crude version of the 
quantity theory
The crude version of the 
quantity theory

  During a period of very tight 
money in the late 1970s and 
early 1980s, V rose to nearly 
seven.  

  During a period of very tight 
money in the late 1970s and 
early 1980s, V rose to nearly 
seven.  

  The sophisticated version of the 
quantity theory  
  The sophisticated version of the 
quantity theory  

  The value of money . . . varies 
inversely as its quantity; every 
increase of quantity lowering 
the value, and every diminution 
raising it, in a ratio exactly 
equivalent.  

 —John Stuart Mill,    
Principles of Political Economy  

  The value of money . . . varies 
inversely as its quantity; every 
increase of quantity lowering 
the value, and every diminution 
raising it, in a ratio exactly 
equivalent.  

 —John Stuart Mill,    
Principles of Political Economy  
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        As we approach full employment, however, further increases in M will begin to lead, 

more and more, to increases in P, the price level (see  Figure 1 ). And it is there that the 

sophisticated quantity theory becomes operative. We therefore can make two statements 

summarizing the sophisticated quantity theory:  

   1.   If we are well below full employment, an increase in M will lead mainly to an 

increase in Q.  

   2.   If we are close to full employment, an increase in M will lead mainly to an increase 

in P.   

    That’s the sophisticated quantity theory of money. Please don’t confuse it with the 

crude quantity theory, and don’t confuse either quantity theory with the equation of 

exchange. 

    What is the sophisticated quantity theory supposed to do? Like most theories, it 

makes a prediction. In its least rigorous version, it says that changes in M’s rate of growth 

lead to similar changes in PQ’s rate of growth. If M is increasing slowly, PQ will increase 

slowly; rapid growth in M leads to rapid growth in PQ. Although no precise mathemat-

ical relationship is claimed (as under the crude quantity theory), the monetarists say 

changes in M lead to predictable changes in PQ. 

    Classical Economics  

 The American economy suffered very bad recessions, even depressions, in the 1830s, 

1870s, and 1890s, but eventually we always did manage to recover. If the government tried 

to get the country out of a recession, said the classicals, it only made things worse. 

    The classical school of economics was mainstream economics from roughly 1775 

to 1930. Adam Smith’s  The Wealth of Nations,  a plea for laissez-faire (no government 

interference), was virtually the economics bible through most of this period. The clas-

sicals believed our economy was self-regulating. Recessions would cure themselves, and 

a built-in mechanism was always pushing the economy toward full employment. 

    As we saw at the beginning of Chapter 11, the centerpiece of the classical system 

was Say’s law: Supply creates its own demand. Everything produced gets sold. Why? 

Because people work so that they can spend. 

        What if people save some of their incomes? No problem, said the classicals, because 

that savings will be invested. With that, they pointed to  Figure 2 , which shows a graph 

of saving and investment. The two are equal at an interest rate of 10 percent. 

    What if the amount of money people wanted to save at 10 percent interest were 

greater than the amount businesspeople wanted to invest? Still no problem, said the clas-

sicals. The interest rate would fall automatically. People would be inclined to save less 

      Sophisticated quantity theory 
in brief  
      Sophisticated quantity theory 
in brief  

  Recessions cure themselves.    Recessions cure themselves.  

  Say’s law    Say’s law  

  Savings will be invested.    Savings will be invested.  
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Hypothetical Aggregate Supply 

Curve
Moving from the extreme left side 
of the aggregate supply curve, we 
can raise output without raising 
prices until we begin to approach 
full-employment GDP. After 
continuing to raise output, 
accompanied by a rising price level, 
we reach full-employment GDP, at 
which point any further movement 
along the aggregate supply curve 
will raise prices without increasing 
output.
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at lower interest rates, and businesspeople would be inclined to invest more. Eventually, 

the interest rate would fall far enough so that savings and investment would be equal. 

    The classicals also assumed downwardly fl exible wage rates and prices. If there 

happened to be a temporary recession and business fi rms could not sell their entire 

inventories, they would simply lower their prices until their inventories were depleted. 

Similarly, if some workers were unemployed, they would offer to work for lower wages 

and would fi nd new jobs. 

    Another basic classical tenet was the quantity theory of money. Stated in its crudest 

version, when the money supply changes by a certain percentage, the price level changes 

by that same percentage. Thus, when the money supply is increased by 5 percent, the 

price level rises by 5 percent. 

    Resorting once again to the equation of exchange: 

  MV 5 PQ  

    If M rises by 5 percent and P rises by 5 percent, that means V and Q remain constant. 

In the six decades since World War II V has generally been stable during nonrecession 

years and during peacetime. How stable has Q been? Q, the quantity of output of goods 

and services, rises during nonrecession years and falls during recession years. 

    Where does all this leave us as regards the quantity theory? In its crude version, 

which the classicals espoused, we could hardly expect V  and  Q to stay constant from 

year to year. So much, then, for the crude quantity theory. 

    Finally, let’s take a closer look at the classical contention that recessions are tem-

porary phenomena, which, with the help of Say’s law, the interest rate mechanism, and 

downwardly fl exible wages and prices, cure themselves. This leads to the basic classical 

macroeconomic policy when there is a recession: Do nothing! 

    If the government attempted to cure a recession by spending more money or cutting 

taxes, these measures would not get the economy out of the recession. Why not? Because 

the recession would cure itself. Government intervention could not help, and it might 

even hurt. 

    What about monetary policy? If there were a recession, the standard monetary pol-

icy would be to increase the rate of growth of the money supply. What would this 

accomplish? Ask the classicals. Because the recession would be curing itself, output, Q, 

would go up automatically. Because V would be stable, a rise in M would simply be 

translated into a rise in P, so the attempt to cure the recession by means of monetary 

policy would only cause infl ation. 

    The classical school dominated economic thought until the time of the Great Depres-

sion. If recessions cure themselves automatically, asked John Maynard Keynes in the 

  Interest rate mechanism    Interest rate mechanism  

  Flexible wages and prices    Flexible wages and prices  

  Quantity theory of money    Quantity theory of money  

  V and Q are constant.    V and Q are constant.  
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A:  None. If the government 
would just leave it alone, it 
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1930s, why is the entire world economy dragging along from year to year in unending 

depression? And if the economy isn’t curing itself, said Keynes, government intervention 

is in order.   

  Keynesian Economics  

 John Maynard Keynes wrote his landmark work  The General Theory of Employment, 
Interest, and Money  during the depths of the Great Depression. While President Herbert 

Hoover (perhaps the last political leader to uphold the theories of classical economics) 

was telling everyone who would listen that recovery was just around the corner, things 

were going from bad to worse. As the unemployment rate mounted, production plum-

meted, and soup kitchens proliferated, more and more Americans demanded that the 

federal government do something. When Franklin Roosevelt defeated Hoover by a land-

slide in 1932, he had a mandate to do whatever was necessary to bring about recovery. 

    Keynes provided a blueprint. The problem, he said, was inadequate aggregate 

demand. People were just not buying enough goods and services to employ the entire 

labor force. In fact, aggregate demand was so low that only the government could spend 

enough money to provide a suffi cient boost. 

    Keynes defi ned aggregate demand as consumer spending, investment spending, and 

government spending (plus net exports, which at that time were negligible). Consumption 

is a function of disposable income. When disposable income is low, said Keynes, consump-

tion is low. And during the Great Depression disposable income was extremely low. 

    Investment, which is largely a function of the marginal effi ciency of investment, or 

the expected profi t rate, was not just low, but even negative. So we could not hope that 

an upturn in investment would lead the way out of the Depression. The only hope was 

for the government to spend enough money to raise aggregate demand suffi ciently to get 

people back to work. 

    What type of spending was necessary? Any kind, said Keynes. Quantity is much 

more relevant than quality. Even if the government employed some people to dig holes, 

said Keynes, and others to fi ll up those holes, it would still be able to spend the country 

out of these economic woes. 

    Where would the government get the money? There were two choices: print it or 

borrow it. If the government printed it, wouldn’t that cause infl ation? Keynes thought 

this unlikely; during the Depression, the country had been experiencing  de fl ation, or 

falling prices. Who would even  think  of raising prices when she was having trouble 

fi nding customers? 

    What about budget defi cits? Nothing improper about these, said Keynes. Although 

the common wisdom of the times was that the government must balance its budget, there 

was absolutely nothing wrong with defi cits during recessions and depressions. It was 

necessary to prime the pump by sucking up the idle savings that businesses were not 

borrowing and using those funds to get the economy moving again. 

    Once government spending was under way, people would have some money in their 

pockets. And what would they do with that money? You guessed it—they’d spend it. 

This money would then end up in other people’s pockets, and they, in turn, would spend 

it once again. This is the fabled multiplier effect that we introduced in Chapter 12.  

     That money would continue to be spent again and again, putting more and more 

people back to work. As they began paying taxes, the defi cit would melt away. The gov-

ernment could cut back on its spending programs while tax receipts swelled, so we could 

view the budget defi cits as a temporary expedient to get the economy off dead center. 

    But what of the classical automatic mechanism that ensured that the economy always 

moved toward full employment? In the long run, Keynes conceded, maybe it really  did  

work. But in the long run, noted Keynes, “we are all dead.” 

    Why didn’t the classical mechanism work in the short run? Keynes observed that 

interest rates fell to about 2 percent during the Great Depression, but business fi rms still 

were not borrowing all that much to build new plant and equipment. After all, who in his 
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elaboration of the obvious.  
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right mind would invest in new plant and equipment when his factory was operating at 

only 30 or 40 percent of capacity? Besides, said Keynes, at an interest rate of 2 percent, 

many people would not be willing to lend out their savings. Why tie up their money at 

such a low interest rate? Why not just sit on this money until interest rates rose again? 

    So much for the interest rate mechanism. With respect to downwardly fl exible wages 

and prices, there were institutional barriers. Labor unions would oppose lowered wage 

rates, while highly concentrated industries would tend to prefer output decreases to price 

cuts during recessions. 

    Keynes also raised some objections to the quantity theory of money. Most signifi -

cant, he asked what would happen to the money that would be printed if the government 

did increase the money supply. The classicals had assumed it would be spent, thus push-

ing up the price level. This could happen, conceded Keynes, but during a bad recession 

perhaps people would just hold their money, waiting for interest rates to rise before they 

lent it out. 

    Wouldn’t they spend it, as the classicals suggested? Poor people would. But if they 

were poor, what would they be doing with money in the fi rst place? If the money supply 

were increased during a bad recession, said Keynes, that money would simply be held 

as idle cash balances by relatively well-to-do people. Nothing would happen to the money 

until the economy was well on its way toward recovery, interest rates rose, and more 

investment opportunities became available. 

    By the mid-1930s the classical school of economics had lost most of its adherents. 

Not everyone became a Keynesian. Conservative economists in particular could never 

fully reconcile themselves to the vastly increased economic role that the Keynesians 

awarded to the federal government. In fact, the remaining economic schools to be con-

sidered here—the monetarists, the supply-siders, and the rational expectationists—would 

all rail against the evils of big government. 

    But big government was here to stay. Although the massive spending programs of 

Franklin Roosevelt’s New Deal did not get the country out of the Depression, the much 

bigger defense spending during World War II certainly did. There was no question that 

Keynes had been right, but since the war Americans had been plagued not just by peri-

odic recessions but by almost unending infl ation. There was growing feeling among 

economists that perhaps Keynesian economics was just recession and depression econom-

ics, that it could not satisfactorily deal with curbing infl ation. 

    The Monetarist School   

 The Importance of the Rate of Monetary Growth 

 Monetarism begins and ends with one obsession: the rate of growth of the money supply. 

According to monetarists, most of our major economic problems, especially infl ation and 

recession, are due to the Federal Reserve’s mismanagement of our rate of monetary 

growth. 

    Milton Friedman, an economist who did exhaustive studies of the relationship 

between the rate of growth of the money supply and the rate of increase in prices, reached 

a couple of not surprising conclusions. First, the United States has never had a serious 

infl ation that was not accompanied by rapid monetary growth. Second, when the money 

supply has grown slowly, the country has had no infl ation. 

    In a study of the monetary history of the United States during the period of nearly a 

century after the Civil War, Friedman and his longtime collaborator Anna Jacobson 

Schwartz reached this conclusion: “Changes in the behavior of the money stock have been 

closely associated with changes in economic activity, money income, and prices.”  1   

  If M rises, what if people don’t 
spend additional money, but just 
hold it?  

  If M rises, what if people don’t 
spend additional money, but just 
hold it?  

  Is Keynesian economics valid 
just during recessions?  
  Is Keynesian economics valid 
just during recessions?  

  Monetarists are obsessed with 
the growth rate of M.  
  Monetarists are obsessed with 
the growth rate of M.  

1Milton Friedman and Anna Jacobson Schwartz, A Monetary History of the United States, 1867–1960 
(Princeton, NJ: Princeton University Press, 1971), p. 676.
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    Building on the quantity theory of money, the monetarists agreed with the classicals 

that when the money supply grows, the price level rises, albeit not at exactly the same 

rate. But they refuted Keynes’s argument that if the money supply were raised during a 

recession, people might just hold on to these added funds. Like the classicals, the mon-

etarists assumed that to get it is to spend it—not necessarily on consumer goods, but on 

stocks, bonds, real estate, and other noncash assets. 

    If people  did  spend this additional money, the prices of what they bought would be 

bid up. In other words, the monetarists were saying that the quantity theory basically 

holds true. 

    So far, so good. Now for recessions. What causes them? When the Federal Reserve 

increases the money supply at less than the rate needed by business—say, anything less 

than 3 percent a year—the economy is headed for trouble. Sometimes, in fact, the Fed 

does not let it grow at all and may even cause it to shrink slightly. 

    By and large the facts have borne out the monetarists’ analysis. Without a steady 

increase in the money supply of at least 3 percent a year, there is a high likelihood of a 

recession.   

 The Basic Propositions of Monetarism  

 (1) The Key to Stable Economic Growth Is a Constant Rate of Increase in the 
Money Supply   Has our economic history been one of stable growth? No infl ation? 

No recessions? Since World War II alone, we’ve had four waves of infl ation and 10 

recessions. 

  The monetarists place almost the entire blame on the Federal Reserve Board of 

Governors. If only they had been increasing the money supply by a steady 3 percent a 

year, we could have avoided most of this instability. 

  Let’s trace the monetarist reasoning by analyzing the Fed’s actions over the course 

of a business cycle. As a recession sets in, the Fed increases the rate of growth of the 

money supply. This stimulates output in the short run, helping to pull the economy out 

of the recession. In the long run, however, this expanded money supply causes infl ation. 

So what does the Fed do? It slams on the monetary brakes, slowing the rate of growth 

in the money supply. This brings on a recession. And what does the Fed do in response? 

It increases the rate of monetary growth. 

  “Is this stop-go, stop-go monetary policy any way to run an economy?” ask the 

monetarists. This type of policy inspires about as much confi dence as the student driver 

approaching a red light. First he hits the brakes about 100 yards from the corner. Then, 

overcompensating for his error, he hits the accelerator much too hard. When the car 

lurches forward, he hits the brakes again, bringing the car to a dead stop about 50 yards 

from the corner. Then he repeats the whole process. 

  In the late 1960s, an accelerating rate of monetary growth was accompanied by a 

rising rate of infl ation, which, in the early 1970s, reached double-digit proportions. In 

1973 the Federal Reserve Board put on the brakes, and we went into the worst recession 

we had suffered since World War II. In 1975 the Fed eased up and we recovered. Then, 

in late 1979, the brakes were applied. The prime rate of interest soared to more than 

20 percent, and in January 1980 we went into a sharp six-month recession. What happened 

next? You guessed it. The Fed eased up again. Interest rates came down, and economic 

recovery set in. But in 1981 the Fed, alarmed at the rising infl ation rate, slammed on the 

monetary brakes, and we entered still another recession in August 1981. The prime once 

again soared to more than 20 percent. This recession proved even deeper than that of 

1973–75. In summer 1982 the Fed once again eased up on the brakes; sure enough, by 

November of that year the recession had ended.   

 (2) Expansionary Monetary Policy Will Only Temporarily Depress Interest 
Rates   In the short run, when the Fed increases the rate of monetary growth, interest 

rates decline. If the interest rate is the price of money, it follows that if the money  supply 
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is increased and there is no change in the demand for money, then its price (the interest 

rate) will decline. 

  The monetarists tell us that in the long run an increase in monetary growth will not 

lower interest rates; the increased money supply causes infl ation. Lenders will demand 

higher interest rates to compensate them for being repaid in infl ated dollars. 

  Let’s say, for example, there’s no infl ation and the interest rate is 5 percent. This is 

the real rate of interest. The rate of infl ation then rises to 8 percent; that means if it cost 

you $10,000 to live last year, your cost of living is now $10,800. If lenders can anticipate 

the rate of infl ation, they will insist that they be paid not just for the real interest rate of 

5 percent but also for the anticipated infl ation of 8 percent. This raises the interest rate 

from 5 percent to a nominal rate of 13 percent. 

  When the Federal Reserve allows the money supply to grow quickly, interest rates 

are kept down for a while until lenders realize the rate of infl ation (caused by faster 

monetary growth) is rising. They will then demand higher interest rates. Thus, a higher 

rate of monetary growth in the short run will keep interest rates low, but in the long run 

it will lead to higher interest rates.   

 (3) Expansionary Monetary Policy Will Only Temporarily Reduce the Unem-
ployment Rate   The fi rst two basic propositions partially explain the third. First, when 

monetary growth speeds up, output is expanded, but in the long run only prices will rise. 

Because rising output would lower the unemployment rate, in the short run unemploy-

ment is reduced. But in the long run, an increase in the rate of monetary growth will 

raise prices, not output, so the unemployment rate will go back up. We’ll come back to 

why this happens. 

  The second basic proposition states that expansionary monetary policy only tem-

porarily depresses interest rates. In the short run, more money means lower interest 

rates. These lower interest rates encourage more investment and, consequently, less 

unemployment. 

  But in the long run the added money in circulation causes infl ation, which, in turn, 

raises interest rates. As interest rates rise, investment declines and the unemployment rate 

goes back up. 

  The monetarists have explained the temporary reduction in the unemployment rate 

more directly. As labor union members begin to anticipate infl ation, they will demand 

higher wage rates. New labor contract settlements will refl ect the higher cost of living, 

but these higher wage settlements will price some workers out of the market, thus raising 

the unemployment rate.   

 (4) Expansionary Fiscal Policy Will Only Temporarily Raise Output and 
Employment   Here we have another confl ict—this time a basic one—between the 

monetarists and the Keynesians. The Keynesians believe fi scal policy, particularly heavy 

government spending, will pull us out of a recession. But how is this spending going to 

be fi nanced? By borrowing. The Treasury goes into the market for loanable funds and 

borrows hundreds of billions of dollars to fi nance the defi cit.

   The monetarists point out that such huge government borrowing comes directly 

into confl ict with the borrowing of business fi rms and consumers. Not only will it be 

harder for these groups to borrow, but interest rates will be driven up. This crowding-

out effect represents, according to the monetarists, a substitution of public for private 

spending. All we’re really doing is spending more on government goods and services 

and less on consumer and investment goods and services. Aggregate demand is not 

increased. 

  How well would a budget surplus restrain infl ation? Not very, say the monetarists. 

The Treasury would be repaying part of the national debt, which would tend to push 

down interest rates and make borrowing easier. Private borrowing would replace public 

borrowing. The hoped-for restraint would not materialize because private borrowers 

would now be spending these borrowed funds on goods and services. In effect, then, we 

would still have the same level of spending.    

  In the long run, a rise in M 
pushes up infl ation and interest 
rates.  

  In the long run, a rise in M 
pushes up infl ation and interest 
rates.  

Crowding-out effectCrowding-out effect
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 The Monetary Rule 

 The policy prescription of the monetarists is simply to increase the money supply at a 

constant rate. When there is a recession, this steady infusion of money will pick up the 

economy. When there is infl ation, a steady rate of monetary growth will slow it down. 

So one size of monetary growth fi ts all economic occasions. 

    You might ask why the money supply should be increased at all during infl ation. 

There are two answers. First, the monetarists would tell you that if we didn’t increase 

the money supply at all, we would be going back to the old, failed discretionary mon-

etary policies of the past—the start-and-stop, start-and-stop policies that only made the 

business cycle worse. Second, over the long run the economy does need a steady infusion 

of money to enable economic growth. 

    The monetarists’ steady monetary growth prescription is analogous to the feeding 

policy of the American Army. Every day, in every part of the world, at every meal, the 

soldiers walk along the chow line and receive, in addition to the main course and dessert, 

two pieces of white bread, two pats of butter, and one pint of whole milk. The main course 

is also dished out in equal portions. The food servers do not dole out portions whose sizes 

vary with that of the eater. They look from the serving pan to the eater’s tray, slopping 

out serving spoonfuls of whatever it is that the Army decided to cook that day. 

    So, we have a 6-foot 6-inch 300-pound person getting the same size portion as does a 

5-foot 6-inch 130-pound person. My theory is that the Army wants everyone to be the same 

size—a theory that also seems to be borne out by the single uniform size that is issued. If 

everyone eats the same portion, presumably they will all end up this same size. 

    Perhaps the monetarists got the idea of increasing the money supply by a constant 

percentage by observing Army chow lines. They believe our economic health will be 

relatively good—if not always excellent—if we have a steady diet of money. No starts 

and stops, no extreme ups and downs, and, to complete the analogy, no very fat years 

and no very lean years.   

 The Decline of Monetarism 

 It’s interesting that when the Fed really began to pay attention to what the monetarists 

were saying, this may have led to the ultimate decline of the monetarist school. In Octo-

ber 1979 Federal Reserve Chairman Paul Volcker announced a major policy shift. No 

longer would the Fed focus only on keeping interest rates on an even keel. From now 

on the Fed would set monetary growth targets and stick to them. 

    This new policy was followed for most of the next three years. The double-digit 

infl ation that prevailed in 1979 and 1980 was fi nally brought under control by late 1982—

but not until we had gone through a period of sky-high interest rates, very high unem-

ployment, and back-to-back recessions. 

    Even though the Fed had fi nally followed the advice of the monetarists—at least to 

a large degree—and even though the nagging infl ation of the last 15 years had fi nally 

been wrung out of the economy, people began to look elsewhere for their economic 

gurus. They looked to the White House, which had become a stronghold of the latest 

school of economics, the supply-side school.    

  Supply-Side Economics  

 Supply-side economics came into vogue in the early 1980s when Ronald Reagan assumed 

the presidency. Supply-siders felt that the economic role of the federal government had 

grown much too large and that high tax rates and onerous government rules and regula-

tions were hurting the incentives of individuals and business fi rms to produce goods and 

services. President Reagan suggested a simple solution: get the government off the backs 

of the American people. How? By cutting taxes and reducing government spending and 

regulation. 

Increase the money supply at a 
constant rate.
Increase the money supply at a 
constant rate.

  Cut tax rates, government 
spending, and government 
regulation.  

  Cut tax rates, government 
spending, and government 
regulation.  

sLa75799_ch15_363-388.indd Page 372  5/13/08  10:52:10 AM user-s174sLa75799_ch15_363-388.indd Page 372  5/13/08  10:52:10 AM user-s174 /Users/user-s174/Desktop/Tempwork/MAY 2008/13-05-08 /Users/user-s174/Desktop/Tempwork/MAY 2008/13-05-08 



 A Century of Economic Theory 373

    The objective of supply-side economics, then, is to raise aggregate supply, the total 

amount of goods and services the country produces. The problem, said the supply-siders, 

is that high marginal tax rates are hurting the incentive to work and to invest. All the 

government needs to do is cut tax rates, and  voilà!  Up goes production. 

    Many of the undesirable side effects of high marginal tax rates are explained by the 

work effect, the savings and investment effect, and the elimination of productive market 

exchanges, which we shall take up in turn.  

 The Work Effect 

 People are often confronted with work–leisure decisions. Should I put in that extra cou-

ple of hours of overtime? Should I take on a second job? Should I keep my store open 

longer hours? If you answer yes to any of these, you’ll have to give the government a 

pretty big slice of that extra income. At some point you may well conclude, “I’d have 

to be nuts to take on any extra work; I’d only be working for the government.” 

    At what point do  you  start working for the government? When it takes 20 cents out 

of each dollar of extra income (a marginal tax rate of 20 percent)? When it takes 30 cents? 

Or 40 cents? If you are a wage-earner, you will have to pay Medicare and Social Secu-

rity tax, federal income tax, and, probably, some state income tax. Back in 1980, before 

the passage of the Kemp-Roth tax cut and the tax cuts that came under the Tax Reform 

Act of 1986, people earning more than $50,000 a year often had marginal tax rates of 

more than 50 percent. If you paid more than half of your overtime earnings in taxes, 

would you consider yourself to be working for the government? 

    Facing high marginal tax rates, many people refuse to work more than a certain 

number of hours of overtime or take on second jobs and other forms of extra work. 

Instead, they opt for more leisure time. In sum, high marginal tax rates rob people not 

only of some potential income but of the incentive to work longer hours. People working 

shorter hours obviously produce less, so total output is lower than it might have been 

with lower marginal tax rates.   

 The Saving and Investment Effect 

 When people save money, they earn interest on their savings. But a high marginal tax 

rate on interest income will provide a disincentive to save, making less savings available 

for investment purposes. 

    Similarly, people who borrow money for investment purposes—new plant and equip-

ment and inventory—hope that this will lead to greater profi ts. But if those profi ts are 

subject to a high marginal tax rate, once again there is a disincentive to invest. 

    Supply-side economists point to the economic stagnation of the late 1970s and early 

1980s as proof of the basic propositions of their theory. On the other hand, the economic 

record during the Reagan years, particularly with respect to saving, investment, and 

economic growth, was nothing to write home about.   

 The Elimination of Productive Market Exchanges 

 Most people have jobs at which they are good; if an accountant, a carpenter, an auto-

mobile mechanic, and a gourmet chef are all relatively good at their professions, that’s 

probably why they chose those lines of work to begin with—and all that on-the-job 

training didn’t hurt either. 

    When you need your taxes prepared—especially if you stand to save several thousand 

dollars—you go to an accountant. When you need your transmission fi xed, unless you’re 

a skilled mechanic, you’ll certainly be better off going to someone who is. In fact, one 

of the main reasons our standard of living is so high in the United States is because a 

large proportion of our labor force is composed of individuals with specialized skills. 

    What happens when your roof must be reshingled? Do you hire a roofer, or do you 

do it yourself? Do you do it yourself because it’s cheaper? 

  Raise aggregate supply.    Raise aggregate supply.  

  Work–leisure decisions    Work–leisure decisions  

  Why work if the government 
gets most of your money?  
  Why work if the government 
gets most of your money?  

 High marginal tax rates 
discourage working, saving, 
and investing. 

 High marginal tax rates 
discourage working, saving, 
and investing. 
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    Well, maybe it’s cheaper and maybe it isn’t. Suppose you can reshingle your roof in 

100 hours and a roofer can do the job in 60 hours. If the roofer charges you $12 an hour 

(in addition to materials), it will cost you $720. How many hours would you have to work 

to earn $720? Suppose your clerical job pays $10 an hour and you are in the 40 percent 

marginal tax bracket. You take home only $6 an hour (that is, 60 percent of $10). 

    Do you hire the roofer or do it yourself? If you do it yourself, it will take you 100 hours. 

If you hire the roofer, you must pay him $720. How many hours would you have to work 

to bring home $720? Figure it out: $720�$6 5 120 hours. I think even  I  would rather spend 

100 hours on my roof than 120 hours in front of a class. And I’m afraid of heights! 

    There is a serious misallocation of labor when the productive market exchange—your 

clerical work for your roofer’s labor—is eliminated; but because of the high marginal tax 

rate, it pays for you to work less at your regular job (at which you are presumably good) 

and more at household tasks (at which you are not so good). When you add up all the 

productive market exchanges short-circuited by high marginal tax rates, you may well be 

talking about hundreds of billions of dollars in misallocated resources.   

 The Laffer Curve 

 Supply-side economists have one basic policy prescription: Cut tax rates! Won’t federal 

tax revenue fall precipitously? But Arthur Laffer, an orthodox supply-side economics 

professor, said that cutting marginal tax rates could lead to an increase in government 

revenue. (See the box, “The Laffer Curve.”) 

    Let’s see how this works by looking at the case of a specifi c individual. Suppose 

this person pays $50,000 on an income of $100,000. If this person’s tax rate were 

lowered to 40 percent, she would pay $40,000. Right? Wrong, say the supply-siders. 

She would now have an incentive to work harder. How  much  harder? Hard enough, 

say, to earn $130,000 by working every available hour of overtime or taking on a 

second job. 

    How much is 40 percent of $130,000? It comes out to exactly $52,000. How much 

did the government collect from her before the tax cut? Only $50,000. So by cutting tax 

rates, say the supply-siders, the government will end up collecting more revenue. But 

when the government cut tax rates in 1981 and 1982, tax revenue actually declined. Of 

course, there was a recession going on. 

    During the last two years of the Reagan administration, it had become apparent that 

supply-side economics was an idea whose time had gone. Although infl ation had been 

brought under control and interest rates had declined as well (largely because of the 

efforts of the Federal Reserve), the supply-side policies had not yielded the rapid rate of 

economic growth that the public had been led to expect. Perhaps the greatest legacies of 

supply-side economics were huge budget defi cits. 

   Andrew Mellon: Our First Supply-Side Economist 

 Long before the term  supply-side economics  was even coined, it was being practiced by 

our longest serving secretary of the treasury, Andrew Mellon, who held this post under 

Presidents Warren Harding, Calvin Coolidge, and Herbert Hoover. Over time he was able 

to oversee a series of personal income tax cuts which were especially benefi cial to our 

nation’s highest income citizens. More than fi ve decades before supply-side economics 

became popular, here is what Mellon wrote:  

 Any man of energy and initiative in this country can get what he wants out of life. But 

when that initiative is crippled by legislation or by a tax system which denies him the right 

to receive a reasonable share of his earnings, then he will no longer exert himself and the 

country will be deprived of the energy on which its continued greatness depends.  2  

  High tax rates discourage 
productive market exchanges.  
  High tax rates discourage 
productive market exchanges.  

  Policy prescription: Cut taxes!    Policy prescription: Cut taxes!  

     Waiting for supply-side 
economics to work is like leaving 
the landing lights on for Amelia 
Earhart.  

 —Walter Heller    

     Waiting for supply-side 
economics to work is like leaving 
the landing lights on for Amelia 
Earhart.  

 —Walter Heller    

Arthur Laffer, American 
economist

2Andrew W. Mellon, Taxation: The People’s Business (New York: Macmillan, 1924), p. 12.
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The Laffer Curve

A D V A N C E D W O R K

Imagine that we’re at point A on the Laffer curve drawn in 

Figure A. We cut the marginal tax rate from 50 percent to 

40 percent, and lo and behold, tax revenue rises from 

$1,200 billion to nearly $1,400 billion. Is this sophistry? 

(That’s Greek for “pulling a fast one.”)

 What if we were at, say, point C on the Laffer curve 

and we cut tax rates? What would happen to federal tax 

revenue? Obviously, it would decline.

 The problem is to fi gure out where we are on the Laffer 

curve, or what the parameters of the curve itself are, before 

we start cutting taxes. There really is a Laffer curve out 

there. The trouble is we don’t know exactly where, so when 

we try to use it as a policy tool, it’s kind of like playing an 

economic version of pin the tail on the donkey. When you 

play a game blindfolded, you run the risk of looking a lot 

like the six-year-old kids who miss the donkey completely. 

And this game is for somewhat higher stakes.
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Figure A

The Laffer Curve
At a marginal tax rate of 0, tax 
revenues are 0. Tax revenue can be 
increased by raising the marginal 
tax rate to point C, at which they 
will be maximized. If marginal tax 
rates are raised still higher, tax 
revenue will decline. And, if the 
marginal tax rate were 100 percent, 
no one would work, and tax 
revenue would be 0. The rationale 
of the Laffer curve is that, when the 
marginal tax rate is too high, say, at 
50 percent (see point A), we can 
raise tax revenue by lowering it to 
40 percent (see point B).

       Rational Expectations Theory  

 Whatever else you have learned about economic policy, you know that economists don’t 

all agree on what policies we should follow. But most economists would more or less 

agree on two sets of policies. To fi ght infl ation, you want to lower the rate of growth of 

the money supply and reduce federal government budget defi cits. And to fi ght recessions, 

you want to do the opposite: increase the rate of growth of the money supply and increase 

the size of the defi cits. But prominent among those who would disagree with these 

policies are the rational expectationists. 

    You probably never saw  Monty Python and the Holy Grail,  but in that movie there 

was a group of knights who distinguished themselves solely by saying “Neee.” No mat-

ter what questions they were asked, they would always answer “Neee.” Assuming “Neee” 

was Middle English for nay or no, those knights were the rational expectations theorists, 

or the new classical economists of their day. 

    Like the “old” classical economists, today’s rational expectationists say no to any 

form of government economic intervention. Such intervention, no matter how well inten-

tioned, would do a lot more harm than good. In fact, they maintain that anti-infl ationary 

and antirecessionary policies, at best, would have no effect whatsoever. More likely, say 

the new classical economists, these policies would end up making things worse. 

  Most economists agree on two 
sets of policies.  
  Most economists agree on two 
sets of policies.  

375

sLa75799_ch15_363-388.indd Page 375  5/13/08  10:52:11 AM user-s174sLa75799_ch15_363-388.indd Page 375  5/13/08  10:52:11 AM user-s174 /Users/user-s174/Desktop/Tempwork/MAY 2008/13-05-08 /Users/user-s174/Desktop/Tempwork/MAY 2008/13-05-08 



376 C H A P T E R  1 5

    It would be best for the government to do nothing, even if there were a recession 

or a substantial amount of infl ation. The economy will automatically and quickly right 

itself, ending up again with full employment and little or no infl ation. The reason that 

fi scal and monetary policy would have little effect, according to the rational expectation-

ists, is that they affect mainly aggregate demand but that the prime economic mover is 

aggregate supply. 

    They argued that at any given time there was a natural level of real GDP, toward 

which the economy gravitated. The defl ationary and infl ationary gaps that so per-

plexed policymakers during the 1970s weren’t gaps at all. Instead they refl ected 

changes in the economy’s own natural level of output. When oil prices went through 

the roof in 1973 and again in 1979, said the rational expectationists, they created 

declines in aggregate supply, lowering the natural level of GDP. There was nothing 

the government could do about these new economic facts, except to keep out of the 

way and let our economy quickly adjust to them as it moved to its new natural level 

of output. 

    Robert Lucas of the University of Chicago, a 1995 Nobel Prize winner, is clearly 

top gun among the new classical economists. Lucas believes that people can anticipate 

government policies to fi ght infl ation and recession, given their knowledge of policy, 

past experience, and expectations about the future. Consequently, they act on this antic-

ipation, effectively nullifying the intended effects of those policies. What, then, should 

the government do? It should follow strict guidelines rather than try to use discretionary 

policy to tinker with the economy. 

  The Three Assumptions of Rational Expectations Theory 

 Rational expectations theory is based on three assumptions: (1) that individuals and busi-

ness fi rms learn through experience to anticipate the consequences of changes in mon-

etary and fi scal policy; (2) that they act instantaneously to protect their economic 

interests; and (3) that all resource and product markets are purely competitive. 

    Now we’ll translate. Imagine the Federal Reserve decides to increase the money 

supply’s rate of growth sharply. Why would the Fed do this? To stimulate output and 

raise employment. 

    The scenario, according to the Fed, would be as follows: (1) the money supply rises; 

(2) business fi rms order more plant and equipment and more inventory; (3) more jobs 

are created and output rises; (4) wages do not rise right away, but prices do; (5) because 

prices rise and wages stay the same, profi ts rise; (6) eventually wages catch up to prices, 

profi ts go back down, and the expansion comes to an end. 

    This may have happened in the old days, say the rational expectations theorists, but 

surely people have learned something from all this experience. Everybody knows that 

when the Fed sharply increases the monetary growth rate, infl ation will result. Business 

fi rms, of course, will raise prices. But what about labor? Anticipating the expected infl a-

tion, wage-earners will demand wage increases now. No more playing catch-up after the 

cost of living has already risen. 

    If wage rates are increased along with prices, do profi ts increase? No! If profi ts are 

not rising, there goes the main reason for increasing output and hiring more people—

which, of course, was why the rate of monetary growth was raised in the fi rst place. 

    Let’s return to the rational expectations theorists’ three assumptions. The fi rst one is 

plausible enough—that through experience, we learn to anticipate the consequences of 

changes in monetary and fi scal policy. So, if a sharp increase in the rate of growth of 

the money supply always leads to infl ation, eventually we will all learn to recognize this 

pattern. (See the box, “Rational Expectations versus Adaptive Expectations.”)     

      It would follow from the next two assumptions that the intended results of macro-

economic policy shifts will be completely frustrated. Why? If you knew that prices would 

be increasing, would you be willing to sit back and passively accept a decline in your 

standard of living? Wouldn’t you demand a higher wage rate to keep pace with rising 

prices? The rational expectations theorists say people can always be expected to promote 

  The view of Robert Lucas    The view of Robert Lucas  

  An economist is someone who 
doesn’t know what he’s talking 
about—and makes you feel it’s 
your fault.  

 —Anonymous 

  An economist is someone who 
doesn’t know what he’s talking 
about—and makes you feel it’s 
your fault.  

 —Anonymous 
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their personal economic interests, and furthermore, in a purely competitive market, they 

are free to do so. 

    Most macroeconomic policy changes, say the rational expectations theorists, are 

readily predictable. When there’s infl ation, there are extended debates in Congress, 

demands for cuts in government spending and tax increases, and a slowdown in the rate 

of monetary growth. Both Congress and the Federal Reserve generally telegraph policy 

moves, often months in advance. So when these moves are made, no one is surprised. 

And because the public anticipates these policy changes, their intended effects are can-

celed out by the actions taken by individuals and business fi rms to protect their economic 

interests. In the case of policies aimed at raising output and employment, all the govern-

ment gets for its efforts is more infl ation. 

    What should the government do? It should do, say the rational expectations theorists, 

as little as possible. Like the classical economists and the monetarists, they believe the 

more the government tries to be an economic stabilizing force, the more it will destabilize 

the economy. 

    Basically, then, the federal government should fi gure out the right policies to follow 

and stick to them. What  are  the right policies? As you might expect, they’ve taken up 

the conservative economists’ agenda: (1) steady monetary growth of 3 to 4 percent a year 

(the monetarists’ monetary rule) and (2) a balanced budget (favored by the classical 

economists, among others). 

    Is it reasonable to expect individuals and business fi rms to predict the consequences 

of macroeconomic policy changes correctly when economists themselves come up with 

widely varying predictions, most of which are wrong? Economists place little faith in 

each other’s rationality; is it rational for them to ascribe a greater prescience to the 

general population than they give themselves? 

    In a world of constant change, is it possible for people to accurately predict the 

economic consequences of policy changes? Indeed, when a continually changing cast of 

policy makers, each with his or her own economic agenda, seems to be calling for 

  Most macroeconomic policy 
changes are predictable.  
  Most macroeconomic policy 
changes are predictable.  

  What should the government do?    What should the government do?  

  Criticism of the rational 
expectations school  
  Criticism of the rational 
expectations school  

How do we predict the future? The simplest way is to as-

sume that past trends will continue. The adaptive expecta-
tions hypothesis is based on the assumption that the best 

indicator of the future is what happened in the past.

 Suppose the price level has been rising at an annual 

rate of 6 percent for the last three years. Under adaptive 

expectations, people will expect prices to rise about 6 per-

cent in year 4. Now let’s add a wrinkle. Suppose that in 

year 4 the rate of infl ation rises to 9 percent. So what rate 

of infl ation do people now predict for year 5? They predict 

9 percent. Well, suppose that in year 5 it rises to 14 percent. 

What will everyone predict for year 6? Fourteen percent? 

Fine. Except that in year 6 it goes down to 10 percent. So 

for year 7 everyone predicts 10 percent. But in year 7 the 

infl ation rate falls to just 5 percent.

 Under adaptive expectations, forecasts of the future 

rate of infl ation may be right on the money, but they may 

also exhibit systematic error. When infl ation is accelerat-

ing, forecasts will tend to be too low. And when infl ation is 

decelerating (that is, disinfl ation is taking place), then fore-

casts will tend to be too high.

Rational Expectations versus Adaptive Expectations

A D V A N C E D W O R K

 The rational expectations hypothesis makes the assump-

tion that people do not keep making the same mistakes over 

and over again when predicting future events. After getting 

burned once or twice, they do not systematically keep 

 assuming that past trends will necessarily continue into the 

future.

 The rational expectations hypothesis assumes that fu-

ture expectations are based not just on past trends but on an 

understanding of how the economy works. For example, to 

form their expectation of the infl ation rate, decision makers 

will use all available information, including past infl ation 

rates, the impact of expected policy actions and their knowl-

edge of macroeconomic relationships within our economy.

 So which hypothesis is right—rational expectations or 

adaptive expectations? To the degree that people have a 

sense of how our economy operates—and to the degree 

that they don’t just blindly assume that past trends will 

continue into the future—the rational expectations hypoth-

esis appears to have greater validity. But it falls far short of 

its adherents’ claim that it is so powerful that it nullifi es 

descretionary monetary and fi scal policy.
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entirely new economic approaches every few years, it’s awfully hard to tell the players 

without a scorecard. It’s even harder to predict the fi nal score. 

    A second criticism of the rational expectations school is that our economic mar-

kets are not purely competitive; some are not competitive at all. Labor unions are not 

an economist’s idea of purely competitive labor market institutions. Nor would indus-

tries such as those that produce automobiles, petroleum, cigarettes, and breakfast 

cereals, each of which has just a handful of fi rms doing most of the producing, be 

considered very competitive. How much competition does Microsoft Windows 

have? 

    Finally, critics raise the question of the rigidities imposed by contracts. The labor 

union with the two- or three-year contract cannot reopen bargaining with employers when 

greater infl ation is anticipated because of a suddenly expansionary monetary policy. Nor 

can business fi rms that have long-term contracts with customers decide to charge higher 

prices because they perceive more infl ation in the future. 

    But this school is correct in calling their attention to how expectations may affect 

the outcome of macroeconomic policy changes. In recent years, then, economists have 

become more aware that to the degree policy changes are predictable, people will 

certainly act to protect their economic interests. Because they will succeed to some 

degree, they will partially counteract the effect of the government’s macroeconomic 

policy. 

    This leaves us with a major economic policy disagreement: What should the govern-

ment do when there’s a recession? “Nothing,” say the monetarists because policy makers 

are too incompetent to make the right decision. “Nothing,” say the classical economists 

and the rational expectationists, since the economy will quickly and automatically move 

back to full employment. But this is defi nitely a minority view. Most economists today 

would agree that, since it might take years for our economy to work its way out of a 

recession, some monetary and fi scal policy actions would need to be taken. 

    In the event of infl ation, this same policy dichotomy would be apparent. Although 

the monetarists might be somewhat amenable to a large degree of monetary restraint, the 

classical economists and rational expectationists would again suggest that the government 

do nothing. But the large majority of economists would again advocate some monetary 

and fi scal policy actions. 

     21st Century Economic Theory  

 In the fi rst few years of the new century we’ve already had a mild revival of the supply- 

side school, and the rise of a completely new school of economic thought—economic 

behaviorism. Here are some preliminary observations.  

 The Supply-Side Revival? 

 By mid-2003 President George W. Bush had signed legislation passed by razor-thin 

Republican Congressional majorities which cut taxes by at least $2 trillion by the end of 

the decade. Just as in 1981 when Ronald Reagan signed the massive Kemp-Roth tax cut, 

the president maintained that the tax cut would spur economic growth, raise tax revenues, 

and consequently, shrink the federal budget defi cit. Is this a resurrection of supply-side 

economics? Bush administration offi cials aren’t  calling  it supply-side economics, but these 

tax cuts certainly do pass the smell test.   

    The basic premise of supply-side economics is that lower marginal tax rates would 

give people a greater incentive to work. Under President Bush’s plan, for example, the 

top marginal tax rate of 39.6 percent would be cut to 35 percent, while taxpayers in each 

of the lower brackets—36 percent, 33 percent, 28 percent, and 15 percent—would also 

receive substantial tax cuts. 

    The question is: If your marginal tax rate is lowered (enabling you to keep more of 

your earnings), would you work more hours? The supply-siders say “Yes!”   

  An economist is someone who 
cannot see something working in 
practice without asking whether 
it would work in theory.  

 —Walter Heller 

  An economist is someone who 
cannot see something working in 
practice without asking whether 
it would work in theory.  

 —Walter Heller 

  Despite the fact that he [Labor 
Secretary John Dunlop] is an 
economist, basically I have great 
confi dence in him.  

 —George Meany 

  Despite the fact that he [Labor 
Secretary John Dunlop] is an 
economist, basically I have great 
confi dence in him.  

 —George Meany 
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 The Economic Behaviorists 

 In economics, like in popular music, we often ask ourselves, who’s hot and who’s not? 

There’s a hot new group of young economists, many of whom are barely out of graduate 

school and are complete newcomers to the economic theory scene. Their work is just 

beginning to appear in some of the big economics journals, so it may be a while yet 

before they work their way up to the top of the charts. They call themselves economic 

behaviorists, and they’re defi nitely going to hit it big. 

    Until the behavioral economists arrived upon the scene, a core belief among economists 

of all schools of thought was that people’s actions were guided by rational, unemotional 

self-interest. So if you won the lottery, you would put most of this money aside for the rest 

of your life. The behavioral economists observed that most lottery winners quickly spent 

most or all of their winnings. Maybe not very rational behavior, but very  human  behavior. 

    The behaviorist view of the business cycle also departs from mainstream economic 

thinking. When the good times are rolling, most people seem to think that they will 

continue indefi nitely. Remember the stock market boom in the 1990s? People kicked 

themselves for not putting more of their money in the market. Then, when the market 

tanked, those who were most heavily invested were the ones kicking themselves. During 

the economic boom in the late 1990s, many people thought the “new economy” had 

ushered in permanent prosperity. The national psyche quickly swung from overly opti-

mistic to overly pessimistic in the wake of falling stock prices, the events of 9/11, the 

2001 recession, and the slow recovery. 

    One of the two 2002 Nobel Prize winners in economics was Daniel Kahneman, who 

is not even an economist. A cognitive psychologist, Kahneman described humans as 

shortsighted, overconfi dent in their predictive skills, and irrationally prone to buying 

insurance on cheap home appliances. The next time a salesperson tries to sell you a 

three-year warranty on an air conditioner, a vacuum cleaner, or a microwave oven, take 

Daniel Kahneman’s advice and just say no. 

    In sum, the behavioral economists are not challenging the mainstream beliefs that 

rational behavior and economic self-interest are important motivators of economic behav-

ior. But they  are  challenging the belief that these are the  only  motivating factors. Their 

goal is to apply a wider range of psychological concepts to economic theory.    

  Conventional Macropolicy   to Fight Recessions

 Is it possible, then, to formulate conventional economic policy to fi ght recessions and 

infl ation? As you know, it would be impossible to obtain unanimous agreement for  any  

given policy. But a majority of economists, with varying degrees of enthusiasm, would 

go along with the conventional fi scal and monetary policies summarized below.  

 Fighting Recessions 

 We’re going to talk about the conventional fi scal and monetary policies that are advocated 

by most economists. But a signifi cant minority opinion—especially among the monetarists 

and rational expectationists—runs counter to the majority opinion on macropolicy. So if 

you happen to disagree with conventional fi scal and monetary policy, just grit your teeth, 

work your way through the next few pages, and be thankful that they will be short.   

  The most conventional fi scal policy for fi ghting a recession is to run a budget defi -

cit. Indeed, given the automatic stabilizers as well as our tax laws, defi cits are virtually 

inevitable during recessions.   We would also cut taxes, raise government spending, or some 

combination of the two.

     Were we to enter a recession, the conventional monetary policy would be to speed 

up the rate of growth of the money supply. Here we need to be careful: If we were to 

speed it up too much, we would have to worry about an infl ation and possibly rising 

interest rates, which, in time, would kill off any recovery.  

  Economics is the only fi eld in 
which two people can share a 
Nobel Prize for saying opposing 
things.  

 —Roberto Alazar   

  Economics is the only fi eld in 
which two people can share a 
Nobel Prize for saying opposing 
things.  

 —Roberto Alazar   

 Run defi cits to fi ght recessions.  Run defi cits to fi ght recessions. 

 Speed up M growth to fi ght 
recessions. 
 Speed up M growth to fi ght 
recessions. 
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    Two Policy Dilemmas 

 1.    Huge budget defi cits are fi nanced by massive borrowings by the Treasury. As the 

economy begins to recover, business and consumer borrowing picks up as well. What 

does all this loan demand do to interest rates? It drives them up. And when interest 

rates, which were high even during the recession, rise still higher in the early stages 

of recovery, what happens next? The recovery collapses. 

   Thus, a budget defi cit, designed to stimulate the economy, necessitates massive 

Treasury borrowing, driving up interest rates and ultimately choking off recovery. Is 

there any way to resolve this dilemma? How about gradually reducing the defi cit as 

the recovery progresses?   This may happen automatically as government payments 

decline for public assistance, food stamps, and unemployment benefi ts, and as per-

sonal and corporate income tax payments pick up.

 2.   Let’s consider rapid monetary growth. It stimulates recovery, making funds available 

to business fi rms and consumers. Interest rates may decline. So far, so good. But 

when we increase the money supply this rapidly, we also court infl ation, and with 

infl ation, people will demand more interest for their savings. With infl ation and 

higher interest rates, it won’t be long before the recovery sputters to a stop. 

   Can you think of a way out of this dilemma? We could try to reduce the rate 

of monetary growth as recovery begins to set in.     

   Conventional Macropolicy to Fight Infl ation 

   To fi ght infl ation, we would immediately want to try to reduce the size of the federal 

budget defi cit—if we happen to be running one. It would be too much of a shock to 

reduce it too quickly, but in the face of persistent infl ation, we would need to reduce the 

defi cit year by year and ultimately run budget surpluses.   

     The obvious policy move here would be to slow down the rate of growth of the 

money supply, indeed; if infl ation were beginning to rage out of control, not only would 

the Fed have to stop the money supply from growing, but it would have to cause it to 

contract slightly.   

   Fighting Infl ationary Recessions 

  Some people think of infl ations and recessions as separate problems. They once were. 

However, beginning with the recession in 1957–58, the price level has risen during every 

recession. To add insult to injury, during three of the most recent recessions, 1973–75, 

1980, and 1981–82, infl ation was of double-digit proportions. 

  Let’s review conventional fi scal policy to fi ght recession and infl ation. To fi ght reces-

sion, we run budget defi cits; to fi ght infl ation, we run surpluses. Very well, then, what 

do we do to fi ght an infl ationary recession? That’s one dilemma. 

  We’ll go on to the second dilemma. What is the conventional monetary policy to 

fi ght a recession? It’s to speed up the rate of monetary growth. And to fi ght an infl ation? 

Slow it down. 

  Here’s the million-dollar question: How do we fi ght an infl ation and a recession 

simultaneously using conventional fi scal and monetary policy? The answer: We can’t. 

  Don’t give up; there  is  hope. 

  One approach would be to try a combination of tight money to fi ght the infl ation 

and a large budget defi cit to provide the economic stimulus needed to fi ght the recession. 

We kind of stumbled onto this combination during the recession of 1981–82, but not 

until the Fed eased up on the tight money part did the economy fi nally begin to recover. 

By then, much of the infl ation had been wrung from the economy. 

  This suggests a second approach. First deal with the infl ation, then cure the reces-

sion. In the early 1950s the United States suffered from a surge of infl ation brought on 

by the Korean War. Three recessions occurred over the course of just eight years. By 

 To fi ght infl ation, reduce the 
defi cit. 
 To fi ght infl ation, reduce the 
defi cit. 

  To fi ght infl ation, slow the rate 
of M growth.  
  To fi ght infl ation, slow the rate 
of M growth.  
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the end of the third recession, the consumer price index was virtually stable. Then, 

through almost the entire decade of the 1960s, the economy went through a recession-

free expansion. 

  Conventional monetary and fi scal policy tools are suffi cient to deal with simple 

recessions or infl ations, but infl ationary recessions pose additional problems. Conven-

tional macropolicy cannot cure them without a great deal of suffering, especially by those 

who lose their jobs, their businesses, and even their homes.  

    The Limits of Macropolicy 

  There is no question that the federal government can easily alter the course of our

economy; but during the last decade, substantial changes took place that sharply limited 

its power. The internationalization of our economy has completely altered the rules of

the macroeconomic policy game. 

  Marc Levinson noted these changes:  

 International capital fl ows . . . have made it much more diffi cult for the central bank to 

plot the nation’s monetary course. 

  Suppose, for example, that the Fed wants to boost the economy’s growth rate. When 

international capital fl ows were small, the central bank could stimulate borrowing by 

pumping up the money supply or cutting the discount rate. But now, lower real interest 

rates will spur investors to move their capital out of dollar-denominated investments. 

Economists can’t even begin to estimate the likely extent of those capital fl ows.  3  

    Levinson’s analysis is supported by that of Kenichi Ohmae, who reasons that if the 

Fed tightens the money supply and pushes up interest rates, money will fl ow in from 

abroad, attracted by our relatively high interest rates. This will frustrate the tight-money 

and high-interest-rate objectives of the Fed, and, in effect, render the traditional instru-

ments of monetary policy obsolete.  4  

   As our economy becomes even more closely integrated into the world economy—a 

topic we’ll pursue in the last two chapters in this book—it is clear that macropolicy will 

become less important. Still, while macropolicy may no longer be the only economic 

game in town, it is still, by far, the biggest game. 

  There is another limitation to macropolicy: our huge and growing defi cits. Should 

we need to fi ght a new recession, can we cut taxes still further and push federal government 

spending even higher? Will members of Congress allow the defi cit to reach 7 or 8 percent 

of GDP? When the last recession struck in early 2001, we actually had been running a 

budget surplus. It was a lot easier in 2001 to cut taxes and raise government spending 

than it would be when the defi cit is $500 billion. Such a large defi cit will limit our fi s-

cal policy options when the next recession begins.  

  Conclusion  

 Murray Weidenbaum, who served as chairman of President Reagan’s Council of Economic 

Advisors, puts a lot of what we’ve been talking about in this chapter into perspective:  

 Each of the major schools of economic thought can be useful on occasion. The insights 

of Keynesian economics proved appropriate for Western societies attempting to get out 

of deep depression in the 1930s. The tools of monetarism were powerfully effective in 

squeezing out the infl ationary force of the 1970s. Supply-side economics played an 

important role in getting the public to understand the high costs of taxation and thus to 

support tax reform in the 1980s. But sensible public policy cannot long focus on any 

one objective or be limited to one policy approach.  5     

 Conventional policies are not 
ideal for fi ghting infl ationary 
recessions. 

 Conventional policies are not 
ideal for fi ghting infl ationary 
recessions. 

3Marc Levinson, “Economic Policy: The Old Tools won’t work,” Duns Business Month, January 1987, pp 30–33.
4Kenichi Ohmae, The Borderless World: HarperCollins, 1990, p. xi.
5Murray Weidenbaum, Rendezvous with Reality (New York: Basic Books, 1988), p. 23.
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   Current Issue: Is George W. Bush a Supply-Sider 
or a Keynesian? 

 Presidents do not often declare themselves members of any particular economic school, 

although Richard Nixon did once proclaim, “I am a Keynesian,” and Ronald Reagan was 

a fi rm adherent of supply-side economics. While President George W. Bush has never said 

so in as many words, he has clearly placed most of his economic bets on the workings 

of supply-side economics by presiding over two massive tax cuts during his fi rst term. 

 You’ll recall that John Maynard Keynes advocated spending whatever it takes to 

bring us out of economic downturns, and indeed a downturn did take place in 2001. 

Largely in response to the recession, Congress boosted spending signifi cantly in 2001, 

but spending continued to rise sharply over the next fi ve years even though the recession 

had ended in November, 2001. In response to the economic slowdown in early 2008, the 

president and congressional leaders reached agreement on an economic stimulus package 

which was quickly passed. Most of it consisted of rebate checks sent to tens of millions 

of tax payers. And through his fi rst fi ve years in offi ce, Bush did not veto even one 

congressional spending bill sent for his signature. 

 So would we call President Bush a supply-sider or a Keynesian? Those tax cuts 

certainly seem to qualify him as a supply-sider. And the spending he approved in 2001 

might qualify him as a Keynesian as well. But Keynes would not have called for the 

huge spending increases in subsequent nonrecession years. In addition, supply-side 

economics holds that tax cuts should ultimately lead to reductions in government 

spending—and defi nitely not to huge spending  increases . While President Bush did 

make supply-side tax cuts as well as Keynesian spending increases, he is neither a 

supply-sider nor a Keynesian.      

  Questions for Further Thought and Discussion  

   1.    According to the classical economists, how did Say’s law, the interest rate 

 mechanism, and downwardly fl exible wages and prices ensure that recessions 

would cure themselves?  

   2.    According to John Maynard Keynes, what was the basic problem during recessions, 

and what was his solution?  

   3.   What is the monetary rule and why is it favored by the monetarists?  

   4.   What is the Laffer curve? How do supply-siders use it with respect to tax rates?  

   5.    What are the three basic assumptions of the rational expectations theorists? Are they 

valid?  

   6.    Is there any consensus among at least some of the different schools of economic 

thought with respect to the effectiveness of monetary and fi scal policy?  

   7.    How does the crude quantity theory of money differ from the modern, sophisticated 

version?  

   8.    When a recession begins, if the federal government spent tens of billions of dollars 

on a highway building program and consequently ran a large defi cit, how would this 

fi scal policy measure be judged by each of the fi ve main schools of 20th century 

 economic thought?    

 9.   Practical Application: Outline the conventional monetary and fi scal policies for 

fi ghting an infl ation. Then outline the conventional monetary and fi scal policies for 

fi ghting a recession. Why would an infl ationary recession pose a dilemma for those 

who would attempt to apply conventional monetary and fi scal policies? 
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   Multiple-Choice Questions  

Circle the letter that corresponds to the best answer.  

   1.   Say’s law states that   . ( LO3 )  

  a)   supply creates its own demand  

  b)   demand creates its own supply  

  c)   demand will always exceed supply  

  d)   supply will always exceed demand    

   2.   According to the classical economists, if the quantity 

of money that people wanted to save was greater than 

the amount that people wanted to invest,

    . ( LO3 )  

  a)   there would be a recession  

  b)   there would be infl ation  

  c)   the interest rate would fall  

  d)   the interest rate would rise    

   3.   The classical economists believed   . ( LO3 )  

  a)   both wages and prices were downwardly fl exible  

  b)    neither wages nor prices were downwardly fl exible  

  c)   wages, but not prices, were downwardly fl exible  

  d)   prices, but not wages, were downwardly fl exible    

   4.   The classicals believed recessions were 

  . ( LO3 )  

  a)   impossible  

  b)   potential depressions  

  c)   temporary  

  d)   hard to end without government intervention    

   5.   The problem during recessions, said John Maynard 

Keynes, was   . ( LO4 )  

  a)   inadequate aggregate supply  

  b)   inadequate aggregate demand  

  c)   too much infl ation  

  d)   too much government intervention    

   6.   According to Keynes,    was necessary to 

get us out of a depression. ( LO4 )  

  a)   investment spending  

  b)   consumer spending  

  c)   foreign spending  

  d)   any kind of spending    

   7.   Keynes believed budget defi cits were 

  . ( LO4 )  

  a)   to be avoided at all costs  

  b)   bad during recessions  

  c)   good during recessions  

  d)   good all the time    

   8.   The key to investment spending, said Keynes, was   

. ( LO4 )  

  a)   the interest rate  

  b)   the expected profi t rate  

  c)   foreign spending  

  d)   government spending    

   9.   Classical economics lost most of its popularity in   

. ( LO3 )  

  a)   the 1920s    c)  the 1960s

  b)   the 1930s    d)  the 1980s          

   10.   Big government was ushered in during the   

. ( LO4 )  

  a)   1920s  c)  1960s  

  b)   1930s  d)  1980s            

   11.   To the monetarists, the most important thing was   

. ( LO5 )  

  a)   the rate of growth of the money supply  

  b)   balancing the federal budget  

  c)   raising the federal government’s tax base  

  d)   giving the Federal Reserve free reign    

Workbook for Chapter 15

Name  Date 

383

sLa75799_ch15_363-388.indd Page 383  5/13/08  10:52:13 AM user-s174sLa75799_ch15_363-388.indd Page 383  5/13/08  10:52:13 AM user-s174 /Users/user-s174/Desktop/Tempwork/MAY 2008/13-05-08 /Users/user-s174/Desktop/Tempwork/MAY 2008/13-05-08 



   12.   During a recession, if the money supply were 

increased     . ( LO4 ,  5 )  

  a)    the Keynesians and the monetarists agree that 

people would probably just hold on to these funds  

  b)    the Keynesians and the monetarists agree that 

people would spend this money on assets of one 

kind or another  

  c)    the Keynesians believe people would probably just 

hold on to these funds, while the monetarists 

believe people would spend this money on assets 

of one kind or another    

   13.   Which of the following is a basic proposition of 

monetarism? ( LO5 )  

  a)    The key to stable economic growth is a constant 

rate of increase in the money supply.  

  b)    Expansionary monetary policy will permanently 

depress the interest rates.  

  c)    Expansionary monetary policy will permanently 

reduce the unemployment rate.  

  d)    Expansionary fi scal policy will permanently raise 

output and employment.    

   14.   The monetary rule states that     . ( LO5 )  

  a)   the federal budget must be balanced every year  

  b)    the money supply must increase at the same rate 

as the price level  

  c)    the money supply must remain a constant from 

year to year  

  d)    the money supply must be increased at a 

constant rate    

   15.   The monetarists criticized     . ( LO5 )  

  a)   the stop-and-go policies of the Federal Reserve  

  b)    the ineffectiveness of monetary policy at fi ghting 

infl ation  

  c)   the importance given to money by the Keynesians  

  d)    the Fed for keeping a heavy foot on the monetary 

brake and allowing the money supply to rise by 

only 3 percent a year    

   16.   Supply-siders felt     . ( LO6 )  

  a)    the federal government played too large an 

economic role  

  b)    the federal government played too small an 

economic role  

  c)   tax rates were too low  

  d)    the federal government was not spending enough 

to meet the needs of the poor    

   17.   According to the supply-siders, each of the following 

resulted from high marginal tax rates except     

  . ( LO6 )  

  a)   the work effect  

  b)   the savings-investment effect  

  c)   the elimination of productive market exchanges  

  d)   lagging demand for imported goods and services    

   18.   According to the Laffer curve, when very high 

marginal tax rates are lowered, tax revenue will     

  . ( LO6 )  

  a)   decline considerably    c)  stay the same

  b)   decline slightly  d)  increase            

   19.   The rational expectations theorists said anti-

infl ationary policy will   . ( LO7 )  

  a)   generally work  

  b)   defi nitely do more harm than good  

  c)   either do no good or do harm    

   20.   According to the rational expectations theorists, 

everyone learns that when the Fed sharply increases 

  monetary growth   . ( LO7 )  

  a)    infl ation will result and people must move to 

protect themselves  

  b)    a recession will result and people must move to 

protect themselves  

  c)    people will continue to make the same mistakes 

over and over again    

   21.   The effects of most macroeconomic policy changes, 

say the rational expectations theorists, are 

    . ( LO7 )  

  a)   very hard to predict  

  b)   very easy to predict  

  c)    slow—that is, they take place over a period of 

many years  

  d)   irrational    

   22.   The advice the rational expectations theorists give the 

federal government is to   . ( LO7 )  

  a)   change macropolicy often  

  b)    fi gure out the right policies to follow and stick to 

them  

  c)    fi gure out what the public is expecting and then do 

the opposite    
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   23.   Which school would advocate government spending 

to end a recession? ( LO4 )  

  a)   Classical    d)  Supply-side

  b)   Keynesian    e)  Rational expectations

  c)   Monetarist            

   24.   Which school would consider cutting tax rates as the 

cure for all our economic ills? ( LO6 )  

  a)   Classical  d)  Supply-side  

  b)   Keynesian    e)  Rational expectations

  c)   Monetarist            

   25.   MV 5 PQ   . ( LO1 )  

  a)   all the time  c)  some of the time  

  b)   most of the time    d)  never          

   26.   If MV rises, PQ   . ( LO1 )  

  a)   must rise   c) must stay the same

  b)   may rise  d)  must fall              

   27.   The crude quantity theory of money states that if M 

rises by 20 percent, P will   . ( LO2 )  

  a)   fall by 20 percent     d)   rise  

  b)   fall     e)   rise by 20 percent  

  c)   stay the same    

   28.   The modern monetarists believe   . ( LO5 )  

  a)   V is very unstable  

  b)   V never changes  

  c)    any changes in V are either very small or 

predictable  

  d)   if M rises, V will fall by the same percentage    

   29.   As we approach full employment, what will probably 

happen? ( LO1 ,  2 )  

  a)   V will fall    d)  P will rise

  b)   Q will fall  e)  P will fall  

  c)   Q will rise            

   30.   Each of the following explains why wages are not 

downwardly fl exible  except    . ( LO4 )  

  a)   the effi ciency wage theory  

  b)   the law of diminishing returns  

  c)   the insider-outsider theory  

  d)   labor contracts  

  e)   the minimum wage    

   31.   The rational expectationists believe that fi scal and 

monetary policy are     . ( LO7 )  

  a)   most effective fi ghting recessions  

  b)   most effective fi ghting infl ation  

  c)    more effective in infl uencing aggregate supply 

than aggregate demand  

  d)   not effective    

   32.   The behaviorial economists believe that economic 

behavior is guided     . ( LO7 )  

  a)   entirely by rational, unemotional self-interest  

  b)   entirely by emotions  

  c)   by both rational self-interest and emotions  

  d)   by neither rational self-interest nor emotions    

   33.   Which is the most accurate statement about President 

George W. Bush’s economic policies? ( LO3 ,  4 ,  5 ,  6 )  

  a)   They are pure supply-side.  

  b)   They are pure Keynesian.  

  c)   They are pure monetarist.  

  d)   They are pure classical.  

  e)    They have some elements of supply-side and 

some elements of Keynesian economics.       

  34.   The conventional fi scal policy to fi ght a recession 

would be to   . ( LO8 )  

a)   increase the rate of monetary growth    

b)   decrease the rate of monetary growth    

 c)  run budget defi cits    

 d)  run budget surpluses      

   35.   The conventional monetary policy to fi ght infl ation 

would be to   . ( LO8 )  

 a)  increase the rate of monetary growth    

 b)  decrease the rate of monetary growth    

 c)  run budget defi cits    

 d)  run budget surpluses      

   36.   One problem or dilemma we might face in fi ghting a 

recession is that   . ( LO8 )  

 a)  we might end up with budget surpluses    

 b)  output might rise too quickly    

 c)  interest rates might fall    

 d)  interest rates might rise      
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   37.   During recessions, we want   . ( LO8 )  

 a)  budget defi cits and faster monetary growth    

 b)  budget defi cits and slower monetary growth    

 c)  budget surpluses and faster monetary growth    

 d)  budget surpluses and slower monetary growth      

   38.   During infl ations, we want   . ( LO8 )  

 a)  budget defi cits and faster monetary growth  

 b)  budget defi cits and slower monetary growth    

 c)  budget surpluses and faster monetary growth    

 d)  budget surpluses and slower monetary growth      

   39.   Which statement is true? ( LO8   )  

 a)   In recent years infl ation and recession have 

become separate problems.    

 b)   In recent years infl ation and recession have 

become related problems.    

 c)   Infl ation and recession have never been related 

problems.    

 d)   Infl ation and recession have always been related 

problems.      

   40.   In recent years macropolicy has   . ( LO8   )  

 a)  become more powerful    

 b)  become less powerful    

 c)  remained about as powerful as it was 15 years ago      

 Fill-In Questions  

   1.   According to the classical economists, if there is a 

recession, the government should   . ( LO3 )  

   2.   The classicals, applying Say’s law, believed all our 

income would be   ; all our 

production would be   ; and all 

our savings would be   . ( LO3 )  

   3.   The classicals said if the amount of money people 

wanted to save was greater than the amount 

  businesspeople wanted to invest,   

  . ( LO3 )  

   4.   According to Keynes, the main institutional barriers 

to downward wage and price fl exibility were (1)

  

     and (2)   . ( LO4 )  

   5.   Milton Friedman is a leader of the    

school. ( LO5 )  

   6.   John Maynard Keynes said that during recessions and 

depressions, the main problem was    

. ( LO4 )  

   7.   To solve that problem, Keynes suggested    

. ( LO4 )  

   8.   Monetarism begins and ends with one obsession:   

. ( LO5 )  

     9. Milton Friedman concluded that we have never had a 

serious infl ation that was not accompanied by   

  . ( LO5 )  

   10.   The monetarists believed that if the money supply 

were raised during a recession, people would   

  . ( LO5 )  

   11.   According to the monetarists, recessions are caused 

by   . ( LO5 )  

   12.   The key to stable economic growth, according to the 

monetarists, is   . ( LO5 )  

  13.   The monetarists say expansionary monetary policy 

will    depress interest rates and the 

unemployment rate. They further say expansionary 

monetary policy will    raise output and 

employment. ( LO5 )  

   14.   The objective of supply-side economics is to    

. The problem, said the supply-siders, 

was that    were hurting the incentive to 

work and invest. ( LO6 )  

   15.   The way to get people to work more, say the supply-

siders, is to   . ( LO6 )  

   16.   According to the Laffer curve, reducing very high 

marginal tax rates will result in    federal 

tax revenue. ( LO6 )  

   17.   Most macroeconomic policy changes, say the rational 

expectations theorists, are   

. ( LO7 )  

   18.   The main criticism leveled at the rational 

expectations theorists is that   

. ( LO7 )     
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  19.   The three main goals of macropolicy are 

(1)   ; (2)   

; and (3)   . ( LO8 )  

   20.   The conventional fi scal policy to fi ght a recession is 

to    while the conventional 

monetary policy is to   . ( LO8 )  

   21.   The conventional fi scal policy to fi ght an infl ation is 

to   , while 

the conventional monetary policy is to   

. ( LO8 )  

   22.   One problem with both expansionary monetary and 

fi scal policies used to fi ght recessions is that they 

  could lead to 

  . ( LO8 )  

   23.   The dilemma of fi ghting an infl ationary recession 

with conventional fi scal policy would be 

  . ( LO8   )  

   24.   The dilemma of fi ghting an infl ationary recession 

with conventional monetary policy would be   

. ( LO8   )  

 Problems  

   1.   If M were 600 and V were 10, how much would 

PQ be? ( LO1 )  

   2.   According to the crude quantity theory of money, if 

M were to increase by 10 percent, what would 

happen to V, P, and Q? ( LO2 )  

   3.   If M were 800, P were 20, and Q were 400, how 

much would V be? ( LO1 )  

   4.   Initially M 5 600, V 5 8, P 5 16, and Q 5 300. 

According to the crude quantity theory of money, if 

M rose to 720, how much would P be? ( LO1 )  

   5.   If P were 7 and Q were 800, how much would MV 

be? ( LO1 )        
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   Chapter 16 

  T
 he American worker has long been among the most productive in the world, turn-

ing out relatively large amounts of goods or services per hour. Our hourly output 

has been growing rapidly since the mid-1990s. The McKinsey Global Institute 

breaks the economy down into 60 sectors. U.S. workers are the most productive on Earth 

in at least 50 sectors. This, in turn, has driven our rate of economic growth, making us 

among the fastest growing mature economies in the world. 

  But there have been some very serious problems. Our extremely low savings rate has 

forced us to borrow over $2 billion a day from foreigners to fi nance not just our federal 

budget and trade defi cits, but also much of our investment in new plant and equipment. 

The quality of our labor force has declined in recent years, which refl ects a failing educa-

tional system. And as globalization proceeds, there is growing concern about the migration 

of high-skilled, well-paying jobs, mainly to China, India, and other developing countries. 

  Our problems pale in comparison with those of the less developed countries of Asia, 

Africa, and Latin America. They are just beginning the journey to development that we 

undertook more than two centuries ago. But, unlike us, they are beginning from a base 

of such abject poverty that many of them may never get far. 

 Economic Growth and Productivity  

  5.    The factors slowing our economic 
growth.  

  6.    Economic growth in the less 
developed countries.  

  7.   The Malthusian theory of population.  
  8.   Baumol’s Disease.   

  1.    Economic growth in the United 
States: The record.  

  2.   The role of productivity.  
  3.    The reasons our productivity growth 

has varied.  
  4.    The roles of savings, capital, and 

technology.  

  LEARNING OBJECTIVES 

  In this chapter your objective is to understand:  

    The Industrial Revolution and American 
Economic Development  

 Prior to the Industrial Revolution, about two and a half centuries ago, one generation lived 

about as well as the next—or as badly. Except for a few rich families, almost everyone 

was poor. Throughout the world, you were lucky if you had the basics—three square 

meals a day, some homespun clothes on your back, and a thatched roof over your head. 

  389
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390 C H A P T E R  1 6

    If you were  really  lucky, you might live to see your old age, which began around 

your 40th birthday. You lived and died within a few miles of where you were born, you 

spent most of your time farming, and you were illiterate. About the only good thing in 

life before the Industrial Revolution was that you never had to worry about fi nding a 

parking space. 

    The Industrial Revolution made possible sustained economic growth and rising liv-

ing standards for the fi rst time in history (see the accompanying box, “Economic Growth 

during the Last Millennium”). The steam engine, the factory system, mass production, 

the mechanized cotton spindle, the blast furnace (for smelting iron), railroads, and scores 

of other innovations ushered in a massive increase in productivity and output. 

    Although living standards in the industrializing nations of Western Europe and in 

the United States rose steadily, not until the 1920s did the age of mass consumption truly 

arrive. Homes were electrifi ed; electric appliances, telephones, and cars became com-

monplace; and most working people were even beginning to enjoy increasing amounts 

of leisure time. After the Great Depression and World War II, the industrialized nations 

were able to pick up where they had left off in 1930, and by 1990 living standards in 

most of these countries had tripled. Chapter 1 of this book traced American economic 

development over the last two centuries. 

    Starting in 1780, England needed 58 years to double its per capita GDP. The 

American Industrial Revolution following the Civil War was a bit faster, with per capita 

output doubling in 47 years. Beginning in 1885, Japan doubled its per capita GDP in 

34 years. 

    But borrowing heavily on earlier technology and making use of a great infl ux of 

Japanese capital, South Korea doubled its per capita output in just 11 years, starting in 

1966. And now, China is roaring along with its own industrial revolution, doubling its 

per capita output every 10 years. 

    The Industrial Revolution, which began in England around the middle of the 18th 

century, entered its second phase in America in the early years of the 20th century. It 

was based on the mass production of cars, electrical machinery, steel, oil, and chemicals. 

But in the last three decades, the third phase of the Industrial Revolution has taken hold 

in Japan, Western Europe, and newly industrialized countries of Southeast Asia, as well 

as in the United States. This phase is based largely on consumer electronics, computer 

systems, communications systems, computer software, and advances in manufacturing 

processes. Since the early 1990s we have been in the fourth phase of the Industrial 

Revolution—the information age. During this period nearly all business fi rms and most 

homes in the world’s richest countries have been computerized.  

  The Industrial Revolution made 
possible sustained economic 
growth and rising living 
standards for the fi rst time in 
history.  

  The Industrial Revolution made 
possible sustained economic 
growth and rising living 
standards for the fi rst time in 
history.  

Economic Growth during the Last MillenniumEconomic Growth during the Last Millennium
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world output per head averaged little more than 

0.1 percent a year. But that growth accelerated 

to 1.2 percent a year around 1800. The accompanying 

chart shows that world GDP today is more than 30 times 

as great as it was 1,000 years ago.

 The Industrial Revolution set off this great burst of 

sustained economic growth. But until the mid-20th 

 century nearly all this growth was confi ned to Europe, 

the United States, Canada, Australia, New Zealand, and 

Japan.

Source: The Economist, September 23, 2000, p. 7.
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 Economic Growth and Productivity 391

 How fast is the U.S. economy growing? Go to www.bea.gov and then click on “U.S. 

economy at a glance” in the upper left corner. You’ll see a bar graph showing the quar-

terly growth of real GDP.     

     The Record of Productivity Growth  

 What factor or factors determine an economy’s growth rate? One of the foremost growth 

theorists, Edward Denison, identifi ed three key factors. In an extensive study of American 

economic growth over the 1929–82 period, Denison attributed about half our growth to 

added inputs of labor and capital and the rest to increased productivity.  1   The main source 

of productivity growth was advances in knowledge obtained through research and devel-

opment. A second major source was improvements in the quality of labor, primarily the 

consequence of improvements in education and training. 

     Productivity is output per unit of input . For example, a telephone switchboard operator 

handles 100 calls per hour. So the output is 100 calls handled, and input is one hour

of labor. If, one year later, the switchboard operator handles 103 calls per hour, his 

productivity has grown 3 percent. 

    The faster our productivity grows, the faster our output, or real GDP will grow. 

(This relationship is shown in  Figure 1 .) New ways of doing things can sometimes 

drastically boost productivity. Before we began shipping freight in standard-sized con-

tainers in the 1960s, it would take 300 longshoremen 10 days to unload a large freighter. 

Today it takes 30 longshoremen just one and a half days to do the same job. Another 

example: I’m old enough to remember the photocopy machines that looked liked elon-

gated toasters. You’d place the page to be copied in one slot and about 30 seconds later 

it would emerge from the other slot. And your copy would emerge from a third slot at 

the same time. Of course you’d have to wait another minute or so for that copy to dry. 

And if you weren’t careful, you’d get chemicals all over your original. That happened 

to my friend when he tried to make a copy of a ten-dollar bill and it turned brown. 

Today, machines make hundreds of copies in a minute. So we could say that the 

Figure 1

Annual Percentage Change in 

Productivity and Real GDP, 

1970–2007

Source: Economic Report of the 
President, 2006; www.bls.gov/news.
release/prod2t01.htm.

on the web

1Edward S. Denison, Accounting for Slower Economic Growth (Washington, D.C.: Brookings Institution, 1979).
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 productivity of photocopy machines—and longshoremen as well—has improved by sev-

eral thousand percent since the 1950s. 

     Figure 2  provides a summary of productivity growth since 1950. As you’ll notice, 

it lagged considerably from the 1970s through the 1980s.  But it picked up again, averag-

ing 3 percent a year from 1995 through 2005. But then our rate of productivity growth 

fell again (see Figure 1) to 1.0 percent in 2006 and 1.6 percent in 2007. It is still too 

soon to say if this drop will prove to be a trend towards lower productivity growth or if 

it will reverse itself before the end of the decade.

    One may also question whether our measure of productivity is all that accurate to 

begin with. Since 1990 the average work-week has been virtually constant, never rising 

above 34.5 hours, nor falling below 33.7 hours. But with the advent of laptops, cell 

phones, and personal digital assistants, many information workers are on call 24/7. If the 

Labor Department is ignoring these extra, out of the offi ce, hours that so many millions 

of workers are putting in, then it is overestimating productivity growth. 

    This leaves us with two questions. First, why was our rate of productivity growth 

so low from the 1970s through the 1980s? And second, why did it pick up again in 

the 1990s?    

 You can fi nd the latest quarterly fi gures on productivity growth at www.bls.gov/lpc/home.

htm. First click on “Get Detailed Productivity and Costs Statistics,” then click on “Major 

Sector Productivity and Costs,” and fi nally, check the box, “Business Output per Hour.”  

  How Saving and Investment Affect Productivity Growth 

 We’re looking for the factors that depressed our productivity growth from the mid-1970s 

through the early 1990s, and we’re looking for those factors that pushed up our produc-

tivity growth beginning in the mid-1990s.  

 Our Low Savings Rate   There is no one clear reason why our rate of productivity 

increase slowed in the 1970s and 1980s, but a reason singled out by many economists 

is our low savings rate. Americans have been poor savers for generations, but through 

most years of the 1950s, 1960s, and 1970s, we still managed to put away around 7 to 8 

percent of disposable income. This changed in the 1980s, however, when savings aver-

aged just 5.4 percent of disposable income. In the second half of the 1990s it declined 

steadily, and has been below 1 percent since 2005. 

  As a nation, we’re spending more than we’re earning. We made up the difference 

by borrowing from foreigners, taking out home equity loans, running up credit card debt, 

or digging in our savings. It boggles the mind that in a relatively poor country like China, 

people can save one quarter of their income, but in our own relatively rich country, we 

can’t even make ends meet. 

Low savings rate means low 
productivity growth.
Low savings rate means low 
productivity growth.

on the web

Figure 2

Annual Productivity Percentage 

Increase, by Decade, 

1950–2007

Source: Economic Report of the 
President, 2008; www.whitehouse.gov/
omb/budget/fy2009/economy.html
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 Economic Growth and Productivity 393

  Why do Americans save so little? Much of the blame is placed on the generations 

that came of age over the last few decades, whose rallying cries were, “Shop till you 

drop,” “Born to Shop,” and “I want it all and I want it now!” Their sense of entitlement 

was fostered by indulgent parents who did not want their children to go without. And, 

of course, the parents, themselves, did not go without either. The members of the baby-

boom generation, unlike their middle-aged predecessors, have saved very little of their 

disposable incomes. 

  Although their savings rate is extremely low, Americans are putting away hundreds of 

billions for their retirement in the form of 401Ks, IRAs, and mutual funds, as well as the 

purchase of individual corporate stocks and bonds. Most of this does not count as personal 

savings, but a large chunk of these funds fi nd their way into corporate investment. 

  Personal savings is just one part of the total amount saved by Americans, which we 

call  gross saving  (see  Figure 3 ). Businesses save as well as does the government (I’m 

lumping together the federal, state, and local governments). Businesses save money 

through retained earnings (that is, profi ts plowed back into the business), but most of 

their savings is in the form of depreciation (or capital consumption) allowances (which 

we talked about in Chapter 6). These funds are used to replace the plant and equipment 

that have worn out or become obsolete, and they are also used to purchase additional 

plant and equipment.   

    The federal government ran budget defi cits from 1970 through 1997, while the state 

and local governments generally ran surpluses. Beginning in the late 1970s, the federal 

defi cits far outweighed the state and local surpluses, so the government contribution to 

the gross savings rate became a big minus. 

  As we  noted back in Chapter 7, the massive federal budget defi cits of the early 

1990s fell during the rest of the decade, and by 1998 we were running surpluses. But 

soon after the new millennium began things took a turn for the worse. In short order the 

stock market tanked, the telecommunications-led boom became a bust, a recession set 

in, and, of course, there were the terrorist attacks of 9/11. Although the economy did 

slowly recover from the recession, the federal, state, and local government surpluses 

disappeared, and by 2008, we were running a combined defi cit of over $400 billion. 

  What does our gross savings rate look like? In  Figure 3  you can see an unmistakable 

downward trend from the late 1970s to the early 1990s, and then an apparent reversal 

beginning in 1993. But since the beginning of the new millenium there has been another 

downward trend. Not only are we running huge and growing federal budget defi cits but 

our lagging personal savings rate has been below 1 percent since 2005. 

  Because we save so little, we generate a very low fl ow of funds for investment. 

Since the late 1990s we’ve been running huge trade defi cits and foreigners have been 

recycling most of the dollars we sent them by making investments in the United States. 

Our  investment is consequently much higher than it would otherwise have been due to 

this infl ux of dollars from abroad. For foreigners, the key attraction of investing in the 

United States is the relatively high interest rates that we pay.   

The generations that came of 
age in the 1980s and 1990s 
have not done as well as their 
parents’ generations.

The generations that came of 
age in the 1980s and 1990s 
have not done as well as their 
parents’ generations.

Gross saving 5 personal 1 
business 1 government saving    
Gross saving 5 personal 1 
business 1 government saving    

Foreign investors have been 
attracted by our high interest 
rates.

Foreign investors have been 
attracted by our high interest 
rates.
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Figure 3

U.S. Gross Savings Rate: Gross 

Saving as a Percentage of GDP, 

1947–2007
For most of this period our gross 
savings has been in the 14–18 
percent range. There was a 
downward trend from 1977 through 
1992, an upward trend from 1993 
to 2000, and a sharp downward 
trend since then.

Source: Economic Report of the 
President, 2008; Survey of Current 
Business, March 2008.
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 Our Low Rate of Investment   To increase our output at a satisfactory rate, we need 

to keep replacing worn-out and obsolete capital with the most up-to-date and techno-

logically advanced plant, equipment, and software. And we need not only to replace the 

capital that we’ve cast off, but also to keep increasing our capital stock. 

  Do you recall the production possibilities curves from Chapter 2? Figure 4 repro-

duces a few of them. The production possibilities curve provides a snapshot of our 

economy at full employment producing just two types of goods. Here they’re capital 

goods and consumer goods. A country that devotes a higher proportion of its resources 

to capital goods than to consumer goods will grow faster than another country that ini-

tially has the same production possibilities curve but emphasizes consumer goods.         

  As you can see, the country shown in Figure 4B has a much higher rate of growth 

than the one in Figure 4A. And the reason why it has enjoyed this relatively high growth 

should be obvious. Perhaps the two countries in question are the United States and China 

(leaving aside the fact that China’s economy is just a fraction of the size of ours). The 

lesson our nation must learn is that until we begin to devote more resources to capital 

goods production and less to consumer goods production, our growth rate will be lower 

than it would have otherwise been. 

  We have depended on foreign investors to provide us with some of  their  savings. 

And where did they get all those dollars? We supplied them ourselves by running mas-

sive trade defi cits in recent years. As long as foreigners are willing to accept our dollars 

in payment for these trade defi cits and to send most of them back to us in the form of 

investment, we can keep our fi nancial heads above water. But as long-time former Federal 

Reserve chairman Alan Greenspan has repeatedly warned, foreigners will not be willing 

to accommodate us forever.    

 How Labor Force Changes Affect Productivity Growth 

 In 1870, American, German, French, Japanese, and British workers averaged nearly 3,000 

hours a year on the job. Now it is less than 2,000 hours, with much of the decline having 

come since World War II. How does our labor force stack up against those of the rest of 
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Capital Spending and Economic 

Growth
Panels A and B show identical 
production possibility curves in 
1994. If a nation allocates its 
production of capital goods and 
consumer goods at point A of panel 
A, in 10 years it will be at PPC2004. 
If it allocates its production of 
capital goods and consumer goods
at point B of panel B, in 10 years it 
will be at much higher PPC2004.
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 Economic Growth and Productivity 395

the industrial world? Are we growing fl abby and complacent? Some things are easier to 

measure than others, so we’ll start with the easiest: the declining average workweek.   

 (1) The Average Workweek and Workyear 

 In 1900 the average workweek was 60 hours, and less than 2 percent of Americans took 

vacations. Today most people put in the standard nine-to-fi ve (or eight-to-four) with an 

hour for lunch. Until the 1920s most Americans were putting in a six-day week. From 

there we went to a standard Monday-to-Friday plus half a day on Saturday, and fi nally, 

by the late 1940s, we got it down to the fi ve-day week.     

    In the 1950s, if George Washington’s birthday fell on a Saturday, you had to cele-

brate on your own time. But today his birthday (as well as several other holidays) is 

celebrated on Monday, ensuring that almost everyone not only has the day off but also 

gets to enjoy a three-day weekend. In fact, most full-time workers are guaranteed 10 

paid holidays. When you fi gure in vacation time, paid sick leave, and personal leave, it’s 

a wonder anyone ever has to show up to work at all. And if you run out of sick leave, 

you can always call in dead. 

    I really don’t mean to give you the impression that Americans are a nation of slack-

ers, because the average American works longer hours than her counterpart in every other 

large industrialized nation (see  Figure 5 ). There was a signifi cant drop-off in hours 

worked in most of these nations since 1990, but it is clear that Americans are among the 

world’s hardest working people. While Americans average just two weeks of paid vaca-

tion a year, Western Europeans average fi ve or six weeks. And then there are all those 

off-the-clock hours on company business that so many workers put in on the phone and 

at their home computers. 

    What is the effect of all these long working hours on productivity? Employers may 

be aware that after working more than a certain number of hours their employees becomes 

less productive. But in these times of fi erce global competition, many employers squeeze 

their workers well beyond that point.   

 (2) Our Declining Educational System 

  “I didn’t meet the bar. But I think truly and honestly it has no relevancy to what I do 
every day.” —Wilfredo Laboy, the school superintendent of Lawrence, Mass., on failing 

a basic literacy test for the third time. 

    Business fi rms are having trouble fi nding secretaries who can spell and put together 

grammatically correct sentences. Law fi rms spend millions of dollars teaching their attorneys 
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Figure 5

Average Number of Hours per 

Employed Person in Selected 

Countries, 1990 and 2006
Two things stand out here. First, in 
each of these countries, the average 
person worked fewer hours in 2006 
than in 1990. And second, 
Americans worked longer hours 
than workers of each of the other 
countries. Indeed, the average 
American worker put in almost
400 hours a year more than the 
average German worker.

Source: OECD
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how to write. And fast-food restaurant chains have found it necessary to place pictures of 

burgers, fries, sodas, and other items on their cash registers because so many of their clerks 

are numerically challenged. 

    It is truly paradoxical that at a time when more people than ever are attending 

college and millions of them are graduating every year, our labor force is less well- 

educated than those of previous generations. So I’ll resolve the paradox. Our educa-

tional leaders fi gured out that they could get more students through the educational 

system by lowering standards every 10 or 15 years—kind of like a reverse game of 

limbo. They kept lowering the limbo stick and letting people step  over  it instead of 

having to squeeze  under  it. Peer pressure (“Don’t appear too smart, or we won’t accept 

you”), television (watching sitcoms rather than reading books), and less parental super-

vision (one-parent families or two parents holding down jobs) have also taken a toll. 

Did I leave out video games? 

    Given the product of our educational system, it is no great surprise that the quality 

of our labor force has been derided, especially in comparison with those of other leading 

industrial nations. In an age when literacy, numerical skills, and problem-solving ability 

are crucial in the workplace, our schools are failing us. 

    There is something very wrong with the way our children learn. By the time they 

reach high school, most of them still cannot do simple arithmetic without a calculator, 

and when they enter college, more than one out of three freshmen must enroll in at least 

one remedial course (at some community colleges, it’s 9 out of 10). If this is called higher 

education, one shudders to think of what is happening on the lower levels. 

    A large and growing number of 18-year-olds are entering an increasingly high- 

tech labor market, unable to fi nd jobs that pay much more than the minimum wage 

rate ($7.25 an hour as of July 24, 2009). This is the other half—those who don’t go 

to college. Several Western European nations, most notably Germany, have work-study 

programs for most teenagers who are not planning to enroll in college. They are 

awarded certifi cates of competence upon completing these programs, which often lead 

to relatively high-paying technical jobs. 

    On the plus side, despite their lagging academic performance, our high school stu-

dents have not suffered any loss of self-esteem. Our 12th graders rank in the 10th per-

centile (i.e., the lowest 10 percent) in math globally, but fi rst in their opinion of their 

own math skills. 

    Despite all our educational problems, however, the United States must be doing 

something right. Although the United States has less than 5 percent of the world’s pop-

ulation, in the 1990s Americans won 59 percent of the Nobel Prizes in economics,

59 percent in physics, and 60 percent in medicine. And the United States has captured 

sizable world leads in many knowledge industries—computers, telecommunications, and 

fi nance. Clearly, the upper strata of our work force is very smart and well educated. But 

what about the rest of us? (See the box, “The Best and the Brightest.”)  

     The key to maintaining our technological edge is in continuing to produce suffi cient 

numbers of engineers. In 2005 American colleges awarded 70,000 undergraduate degrees 

in engineering, compared with 600,000 in China and 350,000 in India. About half of our 

graduating engineers were foreign-born. And American universities award 25 percent of 

all their PhDs in science and engineering to Chinese citizens. 

    Over the last 10 years many states have abolished automatic promotion, and several 

have introduced competency exams at various grade levels. Many school systems have 

gone “back to basics,” a movement which stresses mastering reading, writing, and arith-

metic in the early grades. The charter school movement (which provides autonomy from 

local school boards for individual schools) and the growing popularity of private schools 

(most notably the Edison project) are promising developments. There is also growing 

support for school vouchers—a very controversial initiative—which would give parents 

a range of choices of public and private schools, rather than having to send their children 

to the local public school. Whatever the results of these reforms, there is virtual agree-

ment that an improving educational system holds the key to high productivity growth, 

and ultimately, to a high rate of economic growth.   

  More people are going to 
college, but our labor force is 
less educated.  

  More people are going to 
college, but our labor force is 
less educated.  

  Let no child be left behind.  
 —President George W. Bush 

  Let no child be left behind.  
 —President George W. Bush 

  Basically the dominant 
competitive weapon of the 21st 
century will be the education 
and skills of the work force.  

 —Lester Thurow, former dean, 
MIT Sloan School of 

Management   

  Basically the dominant 
competitive weapon of the 21st 
century will be the education 
and skills of the work force.  

 —Lester Thurow, former dean, 
MIT Sloan School of 

Management   
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 (3) The Permanent Underclass: Poverty, Drugs, and Crime 

 One of the major factors holding down our growth rate is a permanent underclass of 

nearly 10 percent of our population. Most of these people are supported by our tax dol-

lars, and many are members of third- and fourth-generation welfare families. No other 

industrialized nation in the world has such a large dependent population. 

    Closely associated with poverty are drugs and crime. Although poor people are much 

more likely than any other population group to be affl icted by both drugs and crime, 

these problems have affected the life of nearly every American. No community is free 

of either drugs or crime, and they have taken an enormous toll, both economically and 

socially. Although we cannot quantify how the related problems of poverty, drugs, and 

crime have affected our rate of economic growth, they have clearly played a major role 

in lowering productivity and output, as well as our quality of life. 

    Poverty amidst plenty is an apt description of America today. Although we try to avoid 

making value judgments in economics, it is amazing that so few Americans feel an urgent 

need to alleviate the poverty that is all around us. The homeless, especially in the downtown 

areas of large cities, have become invisible to most of us as we pass them by. 

    Just to begin to wipe out poverty and eradicate the epidemics of drugs and crime 

would take a massive effort. Somehow these 25 million Americans must be rewoven into 

our social fabric and become fully integrated, self-supporting members of our labor force. 

But there are signs since the mid-1990s that some of these disturbing trends have been 

reversed. The welfare rolls have been cut by more than 60 percent and the crime rate 

has fallen substantially all across the country.   

 (4) Restrictions on Immigration 

 To say this country was literally built by immigrants would be no exaggeration. Imm i-

gration has been a tremendous source of strength to our nation. Even though immigrant 

families were always willing to start out on the bottom rung of the economic ladder and 

work their way up, the rise of “native American” groups eventually led to severe restric-

tions on the number of people allowed into this country. 

    The Daughters of the American Revolution, many of whom trace their ancestry back 

to the Mayfl ower, used to invite the president of the United States to address them every 

  We have a permanent 
underclass constituting
10 percent of our population.  

  We have a permanent 
underclass constituting
10 percent of our population.  

  Poverty amid plenty    Poverty amid plenty  

  This country was built by 
immigrants.  
  This country was built by 
immigrants.  

The Intel Science Talent Search is an annual competition 

among the nation’s brightest high school seniors. Ten of 

the 40 fi nalists in 2005 had perfect 1600 scores on their 

SATs. Of course those who made it into the fi nal 40 did 

not receive even one-tenth of 1 percent of the media cov-

erage of the NCAA basketball tournament’s fi nal four. But 

hey! This is America, where the jocks trump the nerds 

every day of the year. Not that I’m criticizing.

 Craig R. Barrett, CEO of Intel, notes that even after 

decades of lamenting America’s relatively poor skills in 

math, science, and engineering, “we still do a very, very 

poor job of educating our kids.” Comparing high school 

graduates in the world’s top 25 countries, he says, “an 

American kid is, on average, near the bottom 10 percent.”*

 Over the last decade about one-quarter of the Intel 

fi nalists were immigrants, and half were the children of 

immigrants. Research by the National Foundation for 

American Policy in Arlington, Virginia, indicates that 

60 percent of the nation’s top science and math students 

are children of immigrants. So, if you want to do well 

in these subjects, you would do well to be born in a 

foreign country, or at least have parents who were.

 At the elite high schools around the country we have 

thousands of students doing research with atom smashers, 

fi ber-optics, DNA, stem-cells, and nanotechnology. But 

what about the rest of us? What about the fact that half 

of all high school math and science teachers are unqual-

ifi ed to teach their subjects? And that about one-half of 

all American 18-year-olds cannot do simple arithmetic?

*Otis Port, with John Clary, “Meet the Best and Brightest,” BusinessWeek, 
March 22, 2005, p. 88. See also, www.businessweek.com/go/sts.

The Best and the Brightest
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year. In 1933 Franklin Roosevelt, whose forebears arrived in New York while it was still 

a Dutch colony, was invited to speak. His fi rst words were, “Fellow immigrants.” Need-

less to say, the Daughters never asked him back. 

    Roosevelt’s point, of course, was that we are indeed a nation of immigrants—regardless 

of when our families arrived. And each new wave of immigrants—whether from Europe, 

Africa, Latin America, or Asia—worked hard so that their children would have a better life. 

Hard work and deferred gratifi cation were the hallmarks of each immigrant group. 

    Before the early 1920s, when a series of increasingly restrictive immigration laws 

were passed, virtually anyone who wanted to come here was welcome.  2   In the early years 

of the 20th century, close to a million people came here each year, mostly from eastern 

and southern Europe. The prime motivation in restricting their numbers was to prevent 

further dilution of our vaunted northern European stock. 

    Immigrants are usually in their 20s or 30s, and they tend to be more adventurous, 

ambitious, and upwardly mobile than those who stay behind. As an added bonus, their 

educations have already been completed, so we reap the benefi ts while their native coun-

tries bear the costs. This phenomenon has been termed the  brain drain . 

    Immigrants are often willing to work 14 to 16 hours a day, seven days a week. Within 

a couple of years, an immigrant has typically saved enough to open a small business. 

They may never get rich, but their children will go to college. 

    Until the 1920s immigrants were a tremendous source of economic strength. Not 

only did they help build the railroads, settle the West, staff the factories, and set up busi-

nesses, but they provided the energy, the ambition, and the drive that were often lacking 

in native-born Americans. 

    Today, with legal immigration restricted to slightly over 800,000 people a year, we 

are deprived of much of what made our economy go. There is no way to quantify how 

much this has cost us in terms of economic growth, but a remark overheard in the giant 

Hunts Point produce market in the Bronx sums it up well. An older man pointed at a 

hard-working Korean vegetable store owner and said to his friend, “ He  works like our 

 grandfathers  used to work.” 

    Today nearly one-third of the entrepreneurs and higher-level employees in Silicon 

Valley come from overseas. Indians started some of the Valley’s most famous companies— 

Vinod Khosla of Sun Microsystems and Sabeer Bhatia of Hotmail, for example—and 

together with Chinese entrepreneurs were responsible in 2005 for nearly one-third of the 

Valley’s new start-ups, creating 60,000 jobs. 

    Because of much tighter entry restrictions since 9/11, people seeking to visit the 

United States have faced much longer waits for approval, and many more are refused 

visas. In the year 2000, we gave almost 300,000 temporary visas to people working and 

studying in scientifi c and technical areas; that number is down to half that today. 

    But our basic problem with respect to immigration dates back to 1965, when immigration 

policy became heavily titled toward reunited families. Since then more than 70 percent of 

each year’s immigrant visas are granted to reunify families, while only 20 percent are 

reserved for professionals and other skilled workers. Still, there had been a temporary hike 

to 195,000 visas in 2001 for technical and professional workers for jobs that Americans 

could not fi ll, but by 2007 the cap dropped back to 65,000. If we are determined to restrict 

immigration, we would do well to follow Canada’s example; 54 percent of its immigrants 

are skilled workers. New Zealand allows some companies to hand out work visas along 

with job offers. And Britain gives graduates of the world’s top 50 business schools an 

automatic right to work in the country for a year.    

 Testifying before the U.S. Senate in 2007, Microsoft chairman Bill Gates told the law-

makers that, “It makes no sense to tell well-trained, highly skilled individuals—many of 

whom are educated at our top universities—that the U.S. does not welcome or value them.” 

After his plea for increasing the number of H-1B visas fell upon deaf ears, Gates’s company 

2Everyone, that is, except people from China and Japan. Fewer than 100 a year were allowed in under law and 
by the so-called Gentlemen’s Agreement as well as the Chinese Exclusion Act of 1882. Just to be even-handed 
(I’m saying this tongue-in-cheek), Congress enacted the Immigration Act of 1924, whose quotas tried to limit 
Italian and Jewish immigration. From 1924 until after World War II, no one from Japan or China was allowed 
to enter the United States.
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opened an offi ce just a few miles over the Canadian border in Richmond,  British Columbia, 

and went about hiring hundreds of workers who had been unable to obtain American visas.

  The Role of Technological Change  

 Way back in Chapter 2, we saw that there are two basic ways to attain economic growth: 

(1) more inputs of capital and labor and (2) technological change. So far we’ve been 

talking about capital and labor. Now we’ll turn to technological change. 

    The rate of technological change may well be the single most important determinant 

of a nation’s rate of economic growth. Technological change enables us to produce more 

output from the same package of resources or, alternatively, to produce the same output 

with fewer resources. Technological change could be the creation of new or better goods 

and services. It also includes greater effi ciency in market processes, improvements in the 

qualities of resources, improved knowledge about how to combine resources, and the 

introduction of new production processes. 

    A nation’s educational system plays a basic role in promoting a high rate of technologi-

cal change. How well trained are its scientists and engineers, and how many graduate each 

year? How well trained are its workforce, its industrial managers, and its marketing people? 

    Over the last 15 years computer literacy has increased exponentially. Today more 

than three-quarters of all American homes have at least one personal computer and most 

ten-year-olds can use computers for a multitude of activities. And so, as basic reading, 

writing, and math skills have declined, computer skills have increased dramatically. 

    How has computerization affected productivity? Two statements by Nobel Prize–winner 

Robert Solow may lend some insight. In 1987 he said, “You can see the computer age 

everywhere but in the productivity statistics.” In 2000 he said, “You can now see computers 

in the productivity statistics.” Between 1973 and 1995 the annual rate of productivity 

growth was about 1.5 percent, and it has since doubled. But how much of this increase 

was due to computerization? The most comprehensive study of this question was conducted 

by two economists at the Federal Reserve, Stephen Oliner and Daniel Sichel, who concluded 

that computers were responsible for as much as two-thirds of this increase.  3  

     What is the tangible impact of the computer and the Internet? Many industries are 

benefi ting: airlines and theaters through ticket sales on the Web, retailers through e-commerce, 

Wall Street through online trading. Perhaps most signifi cant is business-to-business (B2B) 

commerce on the Internet, which has cut purchasing costs of some fi rms by as much as 

one-third. B2B transactions reached $2.4 trillion by mid-2003, and may now be close to 

$5 trillion. 

    Here are a few tangible examples of how information technology has boosted 

 productivity:  

  •   It costs FedEx $2.40 to track a package for a customer who calls by phone, but just 

4 cents for one who visits its website. The company now gets more than 3 million 

online tracking requests a day, compared with only 20 or 30 thousand by phone.  

  •   Wal-Mart developed a system for tracking inventories for every store and automati-

cally restocking the shelves.  

  •   The airlines have installed ATM-like machines at airports that deliver boarding 

passes, making do with fewer counter clerks.  

  •   Bar codes save customers, retailers, and manufacturers $40 billion a year in the 

supermarket and mass-merchandise sectors.  

  •   In 1970 some 421,000 telephone and switchboard operators were employed by the 

telecommunications industry when Americans made 9.8 billion calls. Today, thanks 

to advances in switching technology, we need less than 60,000 operators to handle 

over 120 billion calls.   

    What took so long for the introduction of computers to have such a major impact 

on productivity? For one thing, it wasn’t enough for a company to just buy a bunch of 

  Economic growth rate is largely 
determined by the rate of 
technological change.  

  Economic growth rate is largely 
determined by the rate of 
technological change.  

3 “Economic Focus: Productivity on Stilts,” The Economist, June 10, 2000, p. 86.
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computers. Employees needed time to learn how to use them, and whole computer net- 

works needed to be built up. The Internet, which has been so vital to computerization, 

was not all that widely used until the mid-1990s, when productivity growth doubled. 

Referring to the introduction of a new technology such as computerization, Thomas 

Friedman observed, “ . . . it always takes time for all the fl anking technologies, and the 

business processes and habits needed to get the most out of them, to converge and cre-

ate that next productivity breakthrough.”  4  

     Globalization, of course, has had a profound effect on productivity. As lower-priced 

technology fl ooded the marketplace, it helped generate new jobs, as companies that 

snapped up computers suddenly required software and workers who could adapt the 

products to their needs. Furthermore, in order to continue to live and prosper in a global 

economy, American fi rms had to become much leaner and meaner. Their very survival 

depended on signifi cantly boosting productivity.       

  Rising Health Care Costs and the Shift to a 
Service Economy  

 Our rising health care costs claimed 16 percent of our GDP in 2007 and are on track to 

reach 20 percent by 2015. These impose a tremendous burden on taxpayers, who foot 

the bill for Medicare and Medicaid, on private employers, who must shell out hundreds 

of billions of dollars in medical insurance premiums, and on individual Americans who 

pay the balance. 

    The United States spends more on health care per capita (see  Figure 6 ) than any 

other economically advanced nation, but the quality of that care has come under heavy 

4Thomas Friedman, The World Is Flat (New York: Farrar, Straus and Giroux, 2005), p. 177.
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criticism, and more than 47 million Americans have no medical insurance. Nearly one 

out of every six dollars of our GDP goes toward health care, but we are clearly getting 

less per dollar than the citizens of every other industrial country (see Figure 6). Again, 

while there is no way of quantifying how much the ineffi ciencies of our health care 

system have slowed our economic growth, they have clearly played a major role (see the 

box, “Why Are Health Care Costs So High?”). 

    When labor and management negotiate a new collective bargaining agreement, the 

most contentious issue is usually who is responsible for paying the workers’ health insur-

ance premiums. By 2007 the average annual premium employers paid for employee 

family coverage was nearly $9,000. Since health insurance premiums have been rising 

two or three times as fast as the rate of infl ation, employers have been very anxious to 

contain this cost. Indeed, medical insurance premiums have become such a large cost of 

doing business that many employers have become increasingly reluctant to hire new 

 employees.    

     Through the 1970s and 1980s most of our productivity growth was in the manufac-

turing sector, which was being pushed to the wall by foreign competition. But  productivity 

Are you ready for another “I am old enough to remember” 

story? When I was a kid, Dr. Rubinstein was our family 

doctor, and his nurse was Mrs. Plotkin. Perhaps every 

other year, the third week in September, I would have such 

a bad asthma attack that I could barely breathe. My mother 

would be on the phone with Mrs. Plotkin, and within an 

hour, Dr. Rubinstein would come by, give me an injection, 

and in seconds I was able to breathe again. I think he 

charged around $10 for house calls.

 Today, of course, few doctors make house calls. 

You have two options—drag yourself to the emergency 

room of the closest hospital, or call the EMS and go to 

the hospital by ambulance. Of course, if you’re poor, you 

might well consider the hospital emergency room to be 

your family doctor’s offi ce.

 Doctors’ offi ces have changed radically in recent dec-

ades. No longer do you have just a doctor and nurse in a 

three-room offi ce, with a reception area, an examination 

room, and the doctor’s private offi ce with all her diplomas. 

Now you’ve got three or four additional employees, who 

spend nearly all of their time fi lling out insurance forms 

or talking on the phone with insurance companies.

 When you call for a doctor’s appointment, what’s the 

fi rst question you’re asked? You’re asked, “What kind of 

insurance do you have?”

 And when you’re sitting there in the waiting room, 

you can hear someone on the phone talking to someone 

at Oxford, Blue Cross, or another insurance company 

discussing coverage and reimbursement. Multiply this 

conversation by the hundreds of thousands that are tak-

ing place between doctor’s offi ces and insurance com-

panies all over the country and think of the resources 

being used to fi ll out an unending stream of insurance 

forms. Back in the good old days, none of these jobs 

even existed and there were no forms to fi ll out, and no 

claims to be submitted. It was just the patients, the doc-

tor, and the nurse in a quiet three-room offi ce.

 So exactly what’s going on here? Why is medical 

care so different from back in the good old days? Why 

are doctors so harried, rushing from one examination 

room to another? Indeed, when did medical practices 

come to resemble factory assembly lines?

 More than anything else, the advent of medical insur-

ance has driven health care costs through the roof. Some 

doctors need to pay over $100,000 a year for malpractice 

insurance. But more visible to the patient, every medical 

offi ce must employ people to deal with insurance compa-

nies. This necessitates not only putting more people on 

the payroll, but paying a higher rent for more offi ce space. 

Because of this huge overhead, doctors are driven to work 

much longer hours and to see more patients per hour.

 Think about just covering the rent. Fifty years ago, 

a doctor charged about $10 for an offi ce visit and paid, 

say, $200 a month rent. So he could cover his rent by 

seeing 20 patients. Today, that doctor might get $60 per 

patient (including insurance company reimbursement 

and a patient’s co-payment), but pays $3,000 in rent. Do 

the math.

 Back in the 1950s, before Medicare, Medicaid, and 

before the rise of the huge private insurance bureaucracies, 

medical care was on a pay-as-you-go basis. Now, an oper-

ation or even a simple medical procedure unleashes a 

fl ood of paperwork. As you get older and your medical 

problems increase, you may need a secretary to handle all 

your insurance claims. That would free up more of your 

time to spend in your doctor’s waiting room.

Why Are Health Care Costs So High?
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growth in services was low to nonexistent. Can you think of a service worker whose 

productivity has not grown at all over time? In a  New Yorker  piece, James Surowiecki 

observed that:  

 In a number of industries, workers produce about as much per hour as they did a decade or 

two ago. The average college professor can’t grade papers or give lectures any faster today 

than he did in the early nineties. It takes a waiter just as long to serve a meal, and a car-

repair guy just as long to fi x a radiator hose.  5  

      New York University Professor William Baumol has argued that any service—health 

care, law, education, social work—is inherently labor intensive. He used as an example 

the playing of Mozart’s string quartets, which have been performed countless times since 

the composer’s death in 1791. Playing one of his quartets still requires four instruments 

and four players and the same number of minutes. No way has ever been found to make 

this process more effi cient. Similarly, despite all the medical advances in recent decades, 

doctors still examine just one patient at a time, while surgeons perform just one operation 

at a time. 

    This phenomenon has been named “Baumol’s Disease.” He believed that because 

productivity growth in the labor-intensive service sector tends to lag behind manufactur-

ing productivity growth, costs in service-related businesses end up increasing over time. 

Baumol predicted that the share of GDP spent on health care would rise from 11.6 per-

cent in 1990 to 35 percent in 2040. By 2007, health care’s share had already reached 

16 percent. While the cost of many manufactured goods have declined, the cost of health 

care has increased much faster than the rate of infl ation. Indeed, since 1948 the cost of 

a day in the hospital has risen 700 percent in dollars of constant purchasing power. If 

a cure is not found for Baumol’s Disease, then the not-too-distant future shock of the 

baby boomers’ health care needs may drag down productivity gains in the coming 

decades. 

    As you may have noticed, college tuition, like the cost of health care, has been 

increasing much faster than the rate of infl ation. College administrators have hit upon a 

great way to increase productivity: pack more students into each class. The most effi cient 

producers, then, would be the professors who teach hundreds of students in huge lecture 

halls. There are students who not only have never met their professors, but are sitting so 

far back that they can barely  see  them either. A few years ago I may have hit upon a 

new way to increase professorial productivity. When our academic vice president asked 

me how I intended to make up for a class I missed, I said that for the rest of the semes-

ter I would talk faster. Can you think of any other jobs in the service sector subject to 

Baumol’s Disease?   

  Additional Factors Affecting Our Rate of Growth  

 Since the early 1970s various other factors retarding our rate of economic growth have 

come into play: higher energy costs, environmental protection requirements, health and 

safety regulations, high military spending, the effects of 9/11, and the infl uence of special 

interest groups. When the OPEC nations quadrupled the price of oil in 1973, this not only 

set off a severe infl ationary recession, but it permanently raised the cost of doing business 

and somewhat retarded our rate of growth. Similarly, environmental protection legislation 

requiring the expenditure of tens of billions of dollars to reduce air and water pollution 

also slowed economic growth. And then, too, new health and safety regulations—some 

of which were relaxed in the 1980s—ate up billions of dollars that would have otherwise 

been invested in plant and equipment or research and development. 

  Factors retarding our growth 
rate are higher energy costs, 
environmental protection 
requirements, health and safety 
regulations, rising health care 
costs, the effects of 9/11, 
military spending, and others.  

  Factors retarding our growth 
rate are higher energy costs, 
environmental protection 
requirements, health and safety 
regulations, rising health care 
costs, the effects of 9/11, 
military spending, and others.  

5James Surowiecki, “What Ails Us,” The New Yorker, July 7, 2003, p. 27.
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    None of this is to say that environmental protection and health and safety mea-

sures were not needed. Indeed, they probably reduced medical expenses and sick time 

 signifi cantly, while substantially improving the quality of our lives. But they did divert 

resources from investment, consequently slowing our rate of growth perhaps by as 

much as 1 percent a year. 

    Like soaring health care costs, high military spending has been a drag on our eco-

nomic growth. Between the close of World War II in 1945 and the end of the cold war 

in 1990, we devoted about 6 percent of our GDP to defense. Japan, whose economy 

grew much more rapidly during this period, held military spending to less than 1 percent. 

Resources that would have otherwise been used to produce capital goods and consumer 

goods and services were instead expended on military salaries, weapons systems, guns, 

bullets, and bombs. With the collapse of the Soviet Union and its satellite empire in 

Eastern Europe, we were fi nally able to cut defense spending to just 3 percent of GDP 

by the start of the new millennium. But after 9/11 when the terrorists struck, our defense 

spending began going right back up again. In 2008 we devoted more than 5 percent of 

our GDP to military spending. 

    The cost of doing business has gone up since September 11, 2001, which reduces 

productivity. Increased spending on security by the government and private businesses 

also reduces productivity. Richard Berner outlined some of the costs:  

 But in the long term, terrorism is imposing new costs that are unlikely to go away. For 

every business, insurance and security costs will be higher. For many, the benefi ts of just-

in-time management will be sacrifi ced as companies hold more inventory to guard against 

breaks in the global supply chain. The threat of cyberterrorism, which once seemed 

distant, will almost certainly lead to new measures for Internet security, slowing activity 

even for those operating in the supposedly frictionless world of cyberspace. And 

America’s fi rst experience with bioterrorism has thrown sand in the gears of commerce, 

government and everyday life, requiring new caution and precaution in once-mundane 

activities like mail sorting.  6  

      Most developed nations have experienced an eventual slowing of their growth rate. 

Mancur Olson, in his study titled  The Rise and Decline of Nations,  concludes that special 

interest groups—particularly labor unions, farmers’ cooperatives, and employers’ asso-

ciations—become stronger as the economy grows.  7   These groups then make it more 

diffi cult to introduce new technologies that could continue to increase growth. For example, 

the International Longshoremen’s Union prevented the containerization of freight for 

years until the shippers offered them an extremely lucrative retirement plan. And the 

farmers have persuaded Congress to provide them with $19 billion a year in price supports 

and subsidies. 

    How do we counteract the infl uence of these special interest groups? Olson suggests 

that we bring down the barriers to international trade. Look at what foreign competition 

has done for the automobile industry. The United Auto Workers Union has been forced 

to grant concessions to the big three automakers, resulting in lower costs and increased 

effi ciency. And now Americans have a wider range of better-quality cars to choose from 

at lower prices.   

 Finally we’ll consider the effects of global warming and how dealing with it would 

affect economic growth (see box). For decades, political leaders around the world denied 

that there was such a thing as global warming, and then, when the scientifi c evidence 

of its existence became overwhelming, they hesitated to take the necessary measures 

because of their economic cost. But, like rock ‘n’ roll, global warming is here to stay, 

and whether we deal with it or not, it will have an increasingly important effect on 

worldwide economic growth.

  The effect of military spending    The effect of military spending  

6Richard Berner, “The Terror Economy,” The New York Times, October 23, 2001, p. A23.
7Mancur Olson, The Rise and Decline of Nations (New Haven, CT: Yale University Press, 1982).
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 Global Warming and Economic Growth 

As former Vice President Al Gore has put it, global warming is “an inconvenient truth.” 

During the last century the temperature of the earth’s surface warmed by about 1 degree 

Fahrenheit. This warming was caused by an accumulation in the atmosphere of carbon 

dioxide and other gas emissions from cars and trucks, power plants, factories, and any-

thing else that involved the burning of fossil fuels such as oil and coal.

 These atmospheric gases created a greenhouse effect, which is trapping heat on our 

planet the same way a greenhouse traps heat. The warming rays of the sun are let in, but 

their heat is retained. By mid-century, average temperatures may be 2 or 3 degrees higher.

 The polar ice caps will continue to melt, ocean levels will rise by perhaps 2 feet, 

and many coastal areas will be fl ooded. There may be fairly drastic climatic changes as 

well as more violent hurricanes and tornadoes. Global warming may incur huge world-

wide economic costs, perhaps amounting to hundreds of billions—or even trillions—of 

dollars a year.

 All of this raises the question: what can we do about global warming? The short—

and very alarming—answer is that it’s already too late. Even if all carbon emissions were 

stopped today, the earth would continue to warm for at least another century. So the best 

we could do, then, is to begin to curb these emissions and limit the damage.

 Among the ways to accomplish this are a carbon tax, a system of trading emissions 

permits, a shift to nuclear energy, stricter automobile fuel effi ciency standards, and more 

subsidized public transportation. We could employ our best scientists to seek out new 

solutions just as we employed our best physicists to build an atomic bomb during the 

Second World War.

 All of these solutions, as well as dozens of others, would be very costly. But do we 

really have any choice? If we take no action, then in the decades ahead, our lives will 

be very unpleasantly impacted by the effects of global warming.

 I can’t help being reminded of a classic Jack Benny joke. Benny was a very popu-

lar comedian in the 1940s and 1950s, who had a well known reputation for cheapness. 

One day a robber pulled a gun on him and demanded, “Your money or your life!” When 

Benny didn’t immediately reply, the robber stated even more emphatically, “Your money 

or your life!” After a couple of seconds, Benny replied, “I’m thinking, I’m thinking.”

 Although we are the world’s leading producer of harmful emissions, China, which 

is building one new coal burning power plant a week, will soon surpass us. In the com-

ing years, China, India, Brazil, Indonesia, and other industrializing nations are on their 

way to becoming the dominant producers of greenhouse gases for decades to come. And 

so, any plans to curb their emission must include these nations as well as the more 

economically advanced nations.

 Do we wait until the effects of global warming get so bad that we will literally have 

to fear for our lives? In the presidential election of 2008, the two main Democratic 

contenders, Barack Obama and Hillary Clinton, as well as the Republican, John McCain, 

strongly advocated taking some steps toward curbing the emission of greenhouse gases. 

These steps could cost hundreds of billions of dollars a year worldwide and slow world 

economic growth by one or two tenths of a percent. So the big question is this: Will we 

be Willing to pay this price?

  Summary  

 We’ve talked about a multitude of factors affecting our productivity, but we need a more 

integrated explanation of why our productivity growth was so low from the 1970s to the 

1980s and why it picked up again.  

   1.    Our low savings rate  In addition to our low personal savings rate, the federal 

government ran huge defi cits until the mid-1990s. Since 2001 we have had mount-

ing federal defi cits and extremely low personal savings.  
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   2.    Our low rate of investment  Net domestic investment trended downward from the 

late 1960s until 1992, when it began to rise sharply. So the downward trends in both 

savings and investment tended to depress productivity growth in the 1970s, 1980s, 

and the early 1990s.  

   3.    The rising quantity of labor  The average workweek, which had been declining in 

the 1950s and 1960s, stopped falling in the 1970s and has increased over the last 

two decades. This may have depressed productivity growth since the 1970s.  

   4.    The declining quality of labor  Although more people than ever before are going to 

college, our educational standards today—from the fi rst grade through college—are 

well below the standards we maintained 40 or 50 years ago. I realize that this view-

point is controversial (there are many people who disagree with me), but everyone 

would agree that a good education is crucial to performing most jobs in today’s high-

tech economy.   Although computer literacy is extremely high in this country, a high 

proportion of those entering the labor force are profoundly weak in reading, writing, 

and arithmetic—skills that are required in the workplace. So the declining quality of 

labor has had a long-term depressing effect on our productivity growth.  

   5.    The growth of the permanent underclass and its attendant problems of poverty, 
drugs, and crime  This factor has also tended to depress productivity growth in the 

1970s and 1980s. However, sharp declines in welfare dependancy and crime since 

the early 1990s may have contributed to productivity growth over the last decade.  

   6.    Restrictions on immigration  Immigration restrictions dating back to the 1920s may 

have lowered productivity growth. In recent decades we have been allowing a fairly 

large fl ow of relatively low-skilled immigrants into the country. Today Congress is 

debating what to do about the estimated 11 million illegal immigrants living here.  

   7.    Computerization  The United States was computerized in the 1990s, and the long- 

awaited accompanying rise in productivity growth had apparently begun to material-

ize in the second half of that decade. We may eventually conclude that computers 

have had an increasingly salutary effect on productivity since the mid- to late-1980s. 

The 1999  Economic Report of the President  noted that “although the electric dynamo 

was invented well before the turn of the century, it did not seem to fuel large gains 

in productivity until many years later.”  8         Productivity growth actually slowed between 

1890 and 1913, but it increased rapidly between 1919 and 1929. If history repeats 

itself we should experience rapid productivity growth well into the fi rst decades of 

the 21st century because of computerization.  

   8.    Military and other security spending  A large and growing share of our resources is being 

spent not just on weaponry and research, past, current, and future wars, and homeland 

security, but on private security as well. The loss of these resources, which would other- 

wise have been used to raise economic growth, is holding down productivity gains.  

   9.    Globalization  The spur of foreign competition forced manufacturing companies 

into being much more effi cient, especially in the 1970s and 1980s, and more recently 

it has boosted effi ciency in those service industries that were vulnerable.  

   10.    Rising health care costs  Because this sector suffers from “Baumol’s Disease,” as 

its share of GDP rises, it tends to hold down productivity gains.   

  11.   Global warming  As the greenhouse effect becomes more pronounced, climate 

changes, rising ocean levels, and increasingly violent hurricanes and tornadoes will 

do huge amounts of economic damage. And then too, the cost of measures to  mitigate 

global warming will slow economic growth by one or two tenths of a percent.

    Why did productivity growth slow in the early 1970s? Was this slowdown caused 

by the oil price shock of 1973? The tens of millions of young baby boomers who were 

entering the labor force? The decline of manufacturing and the accompanying rise of 

the service sector? My own pet theory that the slowdown may have been partially caused 

8Page 77.
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by the decline of our educational system. There is certainly no shortage of theories, and 

consequently, there is no clear consensus among economists. Although we don’t know 

for sure why productivity growth declined in 1973, there is fairly widespread agreement 

about the causes of the sharp rise in productivity growth since 1995. 

    By 1995 the forces depressing our productivity growth were overwhelmed by the 

gains wrought by computerization and global competition. Computerization had reached 

the necessary critical mass to fi nally produce the long awaited burst in effi ciencies. A 

large majority of adults had become computer profi cient, and as the price of personal 

computer systems and other equipment such as smart cash registers fell sharply, virtually 

every business fi rm could afford them. 

    By the mid-1990s global competition, which had been confi ned mainly to manufac-

turing, was now affecting many of our service industries. In later chapters we’ll discuss 

how legal, fi nancial, medical, and customer service work has been fl owing overseas. Like 

manufacturing fi rms in earlier decades, many service fi rms were now forced to compete, 

thus boosting their productivity. 

    But economists, by defi nition, are a pessimistic lot. Many of us look at rising military 

and other security spending, as well as the coming retirement of the baby boom generation 

and the projected rise in health care costs, and we think that these factors, among others, 

may slow productivity growth in future decades. But on the other hand, perhaps new 

innovations in such fi elds as nanotechnology, communications, medical research, or in 

some fi elds not yet imagined, will create the next wave of productivity growth.   

  Output per Employee: An International Comparison  

 Despite all the factors I’ve cited that have tended to hold down the productivity of our 

economy, by most measures, the American worker continues to be the most productive 

in the world.  Figure 7  provides a comparison of the output of employees of the United 

States and four other nations. These fi ve nations have the highest value added per 

employee in the world. 

    As you’ve noticed, we’re number one, and we have a substantial lead over the other 

four leading nations. There are two reasons why our workers have such a high output. 

Not only do we have a very high output per hour (which is the conventional measure of 

productivity), but we also work longer hours than the workers of nearly any other devel-

oped economy (see Figure 5). 

    How do we rank in the world in terms of output per hour? It turns out that our 

workers come in second, with an output of $35.63. Norwegian workers have the highest 

labor productivity level ($37.99), while French workers produced $35.08 per hour. 

    To sum up, American workers produce more per year than the workers of any other 

nation, but Norwegian workers produce more per hour than American workers. Can you 
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explain how American workers can produce more output per year than Norwegian work-

ers, even though we produce less per hour? 

    The answer is that the average American worker works more hours per year (1,804) 

than the average Norwegian worker (1,407).     

    Economic Growth in the Less 
Developed Countries  

 Well, enough about  our  problems. Now let’s talk about other people’s problems. Let’s 

talk about people who  really  have problems—those who live in less developed countries 

(LDCs). 

    The world can be divided into three groups of countries: the industrialized nations, 

the newly industrializing countries (NICs), and the less developed countries (LDCs). The 

big question, then, is how to get from LDC to NIC and, ultimately, to industrialized. 

And, parenthetically, at what cost? 

    The only way to industrialize is to build up capital in the form of new plant and equip-

ment. There are two main ways of doing this: working more and consuming less. As some 

of the poor nations of the world are barely at subsistence level, it’s pretty hard for them to 

consume less. And because there is often a great deal of unemployment in preponderantly 

agricultural economies, those who want to work more have a hard time fi nding work. 

    Each of the LDCs shown in  Table 1  has a per capita GDP of $200 or less. Not all 

the LDCs have per capita incomes as low as $200, but nearly half the world’s population 

lives on less than $2 a day.     

  The only way to industrialize    The only way to industrialize  

TABLE 1   The Poorest Countries in the World

Country GDP Per Capita, 2006 ($)

Burundi $100

Congo, Dem. Rep. 130

Eritrea 200

Ethiopia 180

Guinea-Bissau 190

Liberia 140

Malawi 170

Source: The World Bank.

Thomas Robert Malthus, English 
cleric and economist

    Compounding the problems of the LDCs are rapidly growing populations. More than 

200 years ago, an English economist named Thomas Robert Malthus predicted that the 

world’s growth of food production would not be able to keep up with the growth of population 

(see the box, “The Malthusian Theory of Population”). The Malthusian dilemma—a food 

supply growing at an arithmetic rate and a population growing at a geometric rate—is becom-

ing a reality in some of the nations of sub-Saharan Africa, as well as in a few countries in 

Asia and in Latin America. Hundreds of millions face starvation, with virtually no chance to 

substantially raise their food output. The recurrent famines in sub-Saharan Africa may be mere 

dress rehearsals for a future crisis of much greater dimension. 

    Even more alarming in the long run, the birthrates of less developed nations show 

little indication of declining. And unless they decline, the emergency shipments of food- 

stuffs from the rest of the world are merely postponing the inevitable. 

    More than three-quarters of the world’s poor try to squeeze out a living on small 

family farms. In addition to their small plots of land, the main assets of these farmers 

are their children, who not only provide a ready supply of labor, but also the main source 
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Economics is called the “dismal science” largely because 

of the Malthusian theory. As it was originally formulated, 

the theory predicted that famine and warfare would, within 

perhaps a few generations, beset the world. This was inevi-

table because of a tendency for the world’s population to 

double every 25 years.

 Let’s place the Malthusian theory in its historical con-

text. At the end of the eighteen century, Europe had grown 

very crowded. Since the amount of land that could be 

farmed was limited, what would happen as the population 

continued to increase?

 The Reverend Thomas Robert Malthus wrote the fi rst 

edition of the Essay on the Principle of Population in 1798. 

His two main points were that population tended to grow in 

a geometric progression—1, 2, 4, 8, 16, 32—and that the 

only ways to stop population from growing this rapidly 

were the “positive checks” of pestilence, famine, and war. 

Not a very pleasant outlook.

 In his second edition, Malthus held out slightly more 

hope for holding down the rate of  the population increase. 

It could be contained by the “preventive check” of “moral 

restraint,” which meant not getting married until one could 

support a family (and, it went without saying, no fooling 

around before you got married).

 Malthus also noted that the food supply could not in-

crease as rapidly as population tended to because the planet 

was limited in size and there was only a fi xed amount of 

arable land. He felt the food supply would ultimately tend 

to grow in an arithmetic progression—1, 2, 3, 4, 5, 6—and 

it would not take a mathematical genius to conclude that 

we would be in trouble within a few generations. The rele-

vant fi gures are shown in the table below.*

The Malthusian Theory of Population

A D V A N C E D W O R K

 Was Malthus right? Surely not in the industrialized coun- 

tries, particularly the United States, Canada, and Australia, 

which are major exporters of wheat and other farm products. 

Two things happened in these countries to ward off 

Malthus’s dire predictions. First, because of tremendous 

technological advances in agriculture—tractors, harvesters, 

better fertilizer, and high-yield seeds—farmers were able 

to feed many more people.† Second, as industrialization 

spread and more and more people left the countryside for 

the cities, the birthrate fell.

 However, the less developed countries are caught in a 

double bind. The Malthusian positive check of a high 

death rate has been largely removed by public health 

measures, such as malaria control, smallpox vaccine, and 

more sanitary garbage disposal. But because these coun-

tries have not yet been able to industrialize and urbanize 

their populations, birthrates remain high. In most of Asia, 

Africa, and Latin America, populations are doubling every 

30 to 35 years, putting hundreds of millions of people in 

peril of starvation. Famine is a reality in these countries, 

and it may well become even more widespread in the com-

ing decades.

 Many see the AIDS epidemic, which has swept 

through much of sub-Saharan Africa, as a fulfi llment of 

the Malthusian prophecy. In some countries as many as 

one in fi ve people is infected with the HIV virus and may 

eventually die of AIDS. Even if the governments of the 

developed world and the major pharmaceutical compa-

nies make cheap or free vaccines available and somehow 

bring this epidemic under control, according to the 

Malthusian theory people in these same countries will 

eventually die of starvation. The only long-term solution, 

according to the followers of Malthus, would be to some-

how bring down the extremely high birthrates in these 

countries.

*Malthus did not use actual years in his predictions; the years in the table 
are purely hypothetical to illustrate his theory. Also, Malthus did not pre-
dict that this would actually happen. Rather, he indicated that these were 
the tendencies, but that population increases could be checked by war, 
pestilence, famine, or moral restraint.
†Some observers have been encouraged by the so-called Green Revolu-
tion, which has enabled many large growers to double and triple yields 
by using better seeds and fertilizer. However, the prime benefi ciaries 
have been the wealthy farmers and a few multinational agribusinesses, 
such as Dole, Del Monte, and Ralston Purina. They have profi ted by 
producing for export such crops as sugar, soybeans, bananas, and pea-
nuts. But they have also forced millions of small farmers off the land 
and actually caused the production of indigenous food staples to decline, 
making these countries even more dependent on food imports.

Year Food Production Population

1800 1  1

1825 2  2

1850 3  4

1875 4  8

1900 5 16

1925 6 32

 The Malthusian theory is a variant of the law of dimin-

ishing returns. As increasing amounts of labor are applied 

to a fi xed amount of land, eventually marginal output will 

decline.

408
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of support when the parents are too old to work. It follows, then, that the more children 

you have, the richer you are. 

    A family might have eight children, four of whom survive to adulthood—let’s say, 

two sons and two daughters. But now we run into problems. While the two daughters 

will marry and move to other farms, the two sons stand to inherit the farm. Over gen-

erations, the farms are subdivided, until the typical farm is not large enough to support 

the people trying to living on it. 

    One way out of this dilemma may be the family planning programs that have been 

attempting to lower birthrates in the LDCs. Supported by government funding as well as 

grants from the Population Council, the International Planned Parenthood Federation, and 

the United Nations, the programs have had great success in lowering birthrates. In 1970 

families in LDCs had an average of 6 children. Today that average is just 3. With fewer 

mouths to feed, these countries now have more savings available for development. 

        Even  with  family planning programs, the populations of most LDCs continue to 

grow between 2 and 3 percent a year, and these countries must struggle to increase their 

food supplies at that rate just to keep pace. To industrialize, they would need to attain a 

high enough economic growth rate to be able to produce capital goods as well as the 

basic consumer necessities. Thus many LDCs clearly will never be able to begin indus-

trializing without outside help. 

    There  is  one additional source of capital: grants and loans from the industrialized 

nations. Over the last four decades hundreds of billions of dollars have been provided 

by the United States, the Soviet Union, Western Europe, and Japan. But now that many 

LDCs are deeply in debt (some have defaulted on their loans), it is unlikely that more 

credit will be extended. In fact, the interest that must be paid out each year by the LDCs 

has become a tremendous burden. 

    During the 1980s some nations  did  attain the status of NIC. The “four tigers” of 

Asia—South Korea, Taiwan, Hong Kong, and Singapore—as well as Malaysia, Brazil, 

Indonesia, and Thailand have done this, largely through foreign investment. 

    Still another problem is that virtually all LDCs spend a major part of their budgets on 

armaments, which diverts desperately needed funds from development. Warfare in Southeast 

Asia, Afghanistan, the Congo, Ethiopia, Sudan, Peru, Somalia, and the Persian Gulf has 

further exacerbated the situation. The United States, the former Soviet Union, China, and 

several European nations have encouraged this unfortunate tendency by selling—or even 

giving—arms to developing nations. 

    China and India, the world’s most populous nations, have made impressive 

strides toward development. Today almost one-half of the people in the world live 

in LDCs, and in those countries about half live at or near the subsistence level. Most 

live out their lives in abject poverty, with no hope that they or their children will 

have better lives. 

  Current Issue: Health Care Costs 
in the Coming Decades 

 It is said that we have the greatest health care system in the world, but maybe we need 

to take another look. Leaving aside the Medicare prescription drug benefi t fi asco and 

skyrocketing medical bills, let’s compare the results of our system with those of other 

industrialized countries.  

 •    American life expectancy is lower than average.  

  •   Childhood immunization rates in the U.S. are lower than average.  

  •   Infant mortality rates are higher than in 80 percent of the other countries.  

  •   We have fewer doctors per capita and have fewer doctor visits per year.  

  •   We are admitted to the hospital less frequently.   

  Grants and loans from 
industrialized nations  
  Grants and loans from 
industrialized nations  

  Military spending and wars      Military spending and wars    
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 Does  this  sound like better medical care? The next question: Do we get what we 

pay for? Not really. The U.S. spends more than $1,000 per year per capita just for health 

care-related paperwork and administration. Canada, where medical care is provided by 

the government, spends just $300 per person. And, of course, every other industrialized 

country insures all its citizens. Although we spend a lot more per capita on medical care, 

more than 45 million Americans are uninsured. 

 But that’s the  good  news. The  bad  news begins when the baby boom generation 

enters retirement over the next two decades. That’s when our health care bill will  really  

go through the roof. And if you think we need to worry about the Social Security trust 

fund going bust, just wait till you see what happens to the Medicare trust fund. 

 An ineffi cient health care system and escalating health care costs will be a tremen-

dous drag on productivity growth, and consequently on our economic growth. Unless we 

fi x this malfunctioning system very soon, we will see the continued spread of Baumol’s 

Disease. 

 Here’s my own suggestion for a partial quick fi x. By introducing what’s called a 

single payer system, we could eliminate most of the wasteful paper work, phone calls, 

and the multitude of forms. That single payer would replace the hundreds of private 

insurance companies, managed care organizations, and government agencies. It could be 

a private company, or, more likely, a government agency. 

 This would relieve private employers of a tremendous fi nancial obligation—

insurance premiums that now average nearly $10,000 for each employee’s family. 

Not only are huge and growing health care premiums a disincentive to hiring addi-

tional employees, but they create a tremendous competitive disadvantage to American 

companies. Recently General Motors, Ford, and Chrysler have invested tens of bil-

lions of dollars in a fund to be administered by the United Auto Workers union, which 

will pay the health care expenses of their employees and retirees. Other large corpora-

tions may soon follow suit.      

  Questions for Further Thought and Discussion  

   1.   How has our educational system affected the quality of our labor force?  

   2.    Explain the Malthusian theory of population. Is it relevant today anywhere in the 

world? Explain where and why.  

   3.    How does the American savings rate compare to that of other leading industrial 

 nations? What accounts for the difference?  

   4.     What changes took place during the Industrial Revolution that made possible

sustained economic growth?  

   5.    Why did our rate of productivity growth slow from the mid-1970s through the 

mid-1990s?  

   6.    Why did our rate of productivity growth speed up in the late 1990s? Is this higher 

growth rate just temporary, or will it be sustained over the next 10 or 15 years?  

   7.    Should we remove all barriers to immigration into the United States? What would be 

the consequences?  

   8.    If we could let in an extra hundred thousand immigrants every year, should we favor 

certain immigrants over others? Why?  

   9.     Practical Application:  If you were hired as an effi ciency consultant by a large corpo-

ration, list the measures you might take to raise the productivity of the workers.     
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 Workbook for Chapter 16 

 Name     Date    

  Multiple-Choice Questions 

 Circle the letter that corresponds to the best answer.  

   1.   Our rate of productivity increase in the 1980s was 

     the rate of productivity increase in the 

1960s. ( LO2 )  

  a)   faster than  

  b)   about  

  c)   slower than    

   2.   Which one of the following statements is 

true? ( LO5 )  

  a)    America’s immigration policies are much less 

restrictive today than they were 100 years ago.  

  b)    The fewer immigrants we let into the United 

States, the better off we’ll be.  

  c)    The colleges in the United States graduate fewer 

engineers than those in China, India, and Japan.  

  d)    The United States and Canada have virtually 

identical immigration policies.    

   3.   Each of the following except    slowed our 

rate of economic growth in the 1970s. ( LO4 )  

  a)   research and development spending  

  b)    pollution regulations and requiring pollution 

reduction  

  c)   health and safety regulations  

  d)   rising energy costs    

   4.   The key to productivity growth is   . ( LO2 )  

  a)   an increasing labor force  

  b)   technological change  

  c)   expansion of land under cultivation  

  d)   the use of deteriorating and obsolete capital    

   5.   Rising productivity could be each of these except  

 . ( LO2 )  

  a)   more units of output from more units of input  

  b)   more output per unit of input  

  c)   the same output from fewer units of input    

   6.   Edward Denison attributes about    percent 

of our economic growth to increases in 

productivity. ( LO2 )  

  a)   10     b)   30  

  c)   50     d)   70  

  e)   90    

   7.   Almost half of the people in the world live in  

 . ( LO6 )  

  a)   LDCs  

  b)   NICs  

  c)   industrialized countries    

   8.   The Malthusian theory appears to be coming true in  

 . ( LO7 )  

  a)   sub-Saharan Africa  

  b)   the United States  

  c)   China  

  d)   the entire world    

   9.   Which one of the following factors contributed most 

to our economic growth between 1995 and 

today? ( LO4 )  

  a)   Our high rate of savings  

  b)   Our educational system  

  c)   Technological change  

  d)   Our high rate of investment    

  10.   Sustained economic growth did not begin anywhere 

in the world until around   . ( LO1 )  

  a)   1450     b)   1600  

  c)   1750     d)   1900    

  11.   Which is the most accurate statement? ( LO3 ,  4 )  

  a)    We are spending more on defense (as a percentage 

of our GDP) than at any previous time in our 

history.  

  b)    We are spending less on defense (as a percentage 

of GDP) than at any previous time in our history.  

  c)    Defense spending (as a percentage of GDP) is 

declining.  

  d)    Defense spending (as a percentage of GDP) is 

rising.    
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  12.   Which statement is true? ( LO5 )  

  a)    Immigration has long been a tremendous drain on 

our economy and has slowed our rate of economic 

growth.  

  b)    Hundreds of thousands of immigrants come here 

every year on work visas.  

  c)    Our immigration policies in the 19th century 

favored Chinese immigrants.  

  d)    Very few immigrants have found employment in 

California’s Silicon Valley.    

  13.   Which is the most accurate statement? ( LO5 )  

  a)    Americans work fewer hours per year than the 

citizens of virtually every other developed 

country.  

  b)    Americans work about the same number of hours 

as French and German workers.  

  c)    Americans work more hours than the citizens of 

virtually every other developed country.    

  14.   The events of 9/11 had   . ( LO2 )  

  a)    the long-term effect of raising our rate of 

productivity growth  

  b)    the long-term effect of lowering our rate of 

productivity growth  

  c)    virtually no effect on our rate of productivity 

growth    

  15.   All other things remaining equal, which country in 

the fi gure below would you expect to have a higher 

growth rate? ( LO4 )  

  a)   Country A  

  b)   Country B  

  c)   They would have the same growth rate.  

  d)    There is no way of telling which would have the 

higher growth rate.    

  16.   Which one of the following has not slowed our 

productivity growth? ( LO3 ,  4 )  

  a)   High military spending  

  b)   High health care costs  

  c)   Immigration  

  d)   Low savings  

  e)   Technological change    

  17.   Which statement best refl ects the role of our 

educational system in preparing students for the 

workforce? ( LO5 )  

  a)    More people than ever are attending college, so 

our labor force is better educated than at any time 

in our history.  

  b)    Business fi rms are having trouble fi nding 

secretaries who can spell and put together 

grammatically correct sentences.  

  c)    Most people in our labor force are unable to 

perform their jobs because of their educational 

shortcomings.  

  d)    Increased spending on teachers’ salaries, science 

labs, and computer facilities will completely solve 

any educational problems this nation has.    

  18.   Which statement is true? ( LO5 )  

  a)    The permanent underclass is basically an 

economic asset because it is a cheap source of 

labor.  

  b)    The permanent underclass has slowed our rate of 

economic growth.  

  c)    About 2 percent of all Americans are members of 

the permanent underclass.  

  d)    Because the United States is a socially mobile 

society, there is no such thing as a permanent 

underclass.    

  19.   Which is the most accurate statement? ( LO5 )  

  a)    The tremendous surge of immigrants into the 

United States has slowed our economic growth.  

  b)    Most high-tech employers oppose increasing 

immigration quotas.  

  c)    In the late 1990s the fl ood of immigrants willing 

to take low-paying jobs has caused millions of 

Americans to be unemployed.  

  d)   Very few businesses are owned by immigrants.    
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  20.   A major reason why health care costs are so high is  

 . ( LO3 )  

  a)    doctors must not only pay high malpractice 

insurance premiums, but employ people just to 

deal with health care insurance payments  

  b)   doctors have become very greedy  

  c)    Medicaid and Medicare have forced up doctors’ 

fees  

  d)    doctors are spending so much time with each 

patient.    

  21.   Mancur Olson suggests that the best remedy for 

overcoming the economic infl uence of special interest 

  groups is   . ( LO3 )  

  a)   bringing down the barriers to international trade  

  b)    having the federal government curb the infl uence 

of special interest groups  

  c)    raising tariffs on all imports that are putting 

American workers out of work  

  d)    having the federal government nationalize all 

industries dominated by special interest groups    

  22.   Which of the following statements is true? ( LO3 )  

  a)    The American health care system is run very 

effi ciently.  

  b)    About one out of every six dollars of our GDP 

goes toward health care.  

  c)    The United States spends less per person on health 

care than most other developed nations.  

  d)    Health insurance premiums are an insignifi cant 

cost of doing business for most large companies.    

  23.   Rapid population growth    the economic 

development of LDCs. ( LO6 ,  7 )  

  a)   severely hampers  

  b)   slightly hampers  

  c)   slightly helps  

  d)   greatly helps    

  24.   Malthus may have been correct in his predictions for  

 . ( LO7 )  

  a)   at least some industrial countries and some LDCs  

  b)   at least some industrial countries but no LDCs  

  c)   at least some LDCs but no industrial countries  

  d)   neither the LDCs nor the industrial countries    

  25.   Since 1995 our productivity rose by more than 

2.5 percent in   . ( LO2 )  

  a)   just one year  

  b)   two years  

  c)   three years  

  d)   more than three years    

  26.   FedEx, Wal-Mart, and the airlines have ( LO3 )  

  a)    not taken advantage of the information technology 

revolution.  

  b)    used the information technology revolution 

mainly to lay off employees.  

  c)    used the information technology revolution to cut 

costs.  

  d)    all experienced lower productivity growth due to 

the information technology revolution.    

  27.   Which statement is true? ( LO5 )  

  a)    Americans are the most productive workers in the 

world.  

  b)    In most economic sectors Americans are less 

productive than workers in other mature 

economies.  

  c)    The offi cial average workweek for most American 

information workers greatly overestimates the 

hours they really work.  

  d)    Productivity growth in the United States has 

slowed since the mid-1990s.    

  28.   Each of the following countries  except     is 

extremely poor. ( LO6 )  

  a)   Malawi     c)   Burundi  

  b)   Brazil     d)   Ethiopia    

  29.   Which one of the following statements would you 

agree with? ( LO3 )  

  a)    By the mid-1990s computerization had reached 

the critical mass necessary to signifi cantly raise 

our rate of productivity growth.  

  b)    Globalization has slowed our rate of productivity 

growth.  

  c)    High military and homeland security spending 

since 9/11 has helped raise our rate of productivity 

growth.  

  d)    Since 2001 the United States has been able to 

meet nearly all its fi nancial needs from 

government and individual savings.    
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   30.   Which one of the following is the most accurate 

statement? ( LO8 )  

  a)    Baumol’s Disease explains most of our loss of 

manufacturing jobs to foreign competitors.  

  b)    The productivity of many workers in the service 

sector cannot be increased.  

  c)    William Baumol believes that the expansion of the 

health care industry will greatly increase our 

productivity growth rate in the coming decades.  

  d)    The sharp increase in productivity growth since 

1995 proves that Baumol’s Disease has been 

cured.    

   31.   Which statement is true? ( LO3 )  

  a)    Americans unquestionably receive the best health 

care in the world.  

  b)    Americans have the highest life expectancy and 

the lowest infant mortality rate in the world.  

  c)    More than $1,000 per capita in the U.S. is spent 

on health-care-related paperwork and 

administration.  

  d)    The U.S. has more doctors per capita than any 

other nation.       

  32.   The most likely effect of a worldwide effort to slow 

greenhouse gas emissions would be to  

the rate of economic growth. ( LO5 ) 

  a)   substantially lower     c)   slightly raise  

  b)   slightly lower    d)  substantially raise    

 Fill-In Questions  

   1.   Productivity is defi ned as  

 . ( LO2 )  

   2.   Most Americans, French, Germans, Japanese, and 

British work less than    hours a 

year. ( LO5 )  

   3.   The Industrial Revolution began over    

centuries ago in   . ( LO1 )  

   4.   Edward Denison attributes about    percent 

of our economic growth to increases in labor and 

capital and about    percent to increases in 

productivity. ( LO3 )  

   5.   Sustained economic growth was made possible by 

the   . ( LO1 )  

   6.   The threat of terrorist attacks has tended to  

  our rate of productivity growth. ( LO3 )  

   7.   Compared to the 1970s and 1980s, our rate of 

productivity growth is   . ( LO2 )  

   8.   By the year 2015 we may be spending about  

  percent of our GDP on health 

care. ( LO3 )     

 Problem  

   1.   Given the information in  Table 1 , fi ll in Malthus’s 

predictions for the years 2025, 2050, and 2075. ( LO7 )    

       TABLE 1 

  Year     Food Production     Population    

    2000     1     1    

  2025                  

  2050                  

  2075                  

       2.   If real GDP rose by 4 percent and the productivity 

rate rose by 2 percent, by how much would 

employment rise? ( LO2 )  

   3.   Productivity has been rising by about 3 percent a 

year. By how much would real GDP need to rise to 

increase employment? ( LO2 )        
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   Chapter 17 

  T
 he economic history of the United States has been one of tremendous growth, a rising 

standard of living, and a home in the suburbs for most American families. But income 

has not been distributed evenly, and tens of millions of Americans have been left far 

behind. Indeed, poverty amid plenty has been one of the basic failures of our society. 

  Fifth Avenue is the eastern border of New York’s Central Park. More than a dozen 

billionaires have Fifth Avenue addresses, living in duplexes and triplexes with great views 

of the park. Many homeless people also have Fifth Avenue addresses, but they live in 

cardboard boxes just inside the park. 

  Visit any welfare offi ce and you’ll see dozens of very poor children waiting with their 

mothers for a worker to see them about their cases. But these children are rich compared 

to the children you’ll fi nd picking through garbage in the outlying areas of most large South 

American cities. Go out at night and you’ll fi nd children sleeping on the sidewalks. 

  This chapter is divided into two parts: income distribution and poverty. If income were 

distributed evenly, every American would have an income of $38,000 a year—that’s every 

man, woman, and child—and there would be no poverty. In fact, if income were distributed 

evenly, there would be virtually nothing to write about income distribution and poverty, 

and this chapter would not have been written. 

   The forces of a capitalist society, 
if left unchecked, tend to make 
the rich richer and the poor 
poorer.  

   — Jawaharlal   Nehru     

   The forces of a capitalist society, 
if left unchecked, tend to make 
the rich richer and the poor 
poorer.  

   — Jawaharlal   Nehru     

 Income Distribution and Poverty  

   4.  How is poverty defi ned? 
   5.  Who are the poor? 
   6.  What are the main government 

transfer payments to help the poor? 
   7.  What are the causes of poverty? 
   8.  What are the solutions? 
   9.  Has welfare reform been successful?  

   1.  How unequal is income distribution 
in the United States? 

   2.  What determines how income is 
distributed? 

   3.  How does the distribution of income 
differ from the distribution of 
wealth? 

    LEARNING OBJECTIVES 

  When you have fi nished this chapter, you will know the answers to these questions:  

    Income Distribution in the United States   

 The Poor, the Middle Class, and the Rich 

 How unequal is income distribution in the United States? To answer this question, we 

must fi rst answer three subsidiary questions: How unequal are the incomes of (1) the 

poor and the rich? (2) blacks and whites? and (3) males and females? There are no big 

  I’ve been rich and I’ve been 
poor; rich is better.  

   — Sophie   Tucker    

  I’ve been rich and I’ve been 
poor; rich is better.  

   — Sophie   Tucker    
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416 C H A P T E R  1 7

surprises here. The rich make more money than the poor; whites make more than blacks; 

and men make more money than women. The question is, How much more?  

     Do you know what a quintile is? I’ll bet no one ever asked you  that  before. A 

quinquennial is an event that occurs every fi ve years; a quintuplet is one of fi ve babies 

born at the same time. A  quintile  is one-fi fth, just like a quarter is one-fourth. We’ll use 

this term to measure income distribution. 

    The poor are in the lowest quintile, the middle class in the next three quintiles, and 

the rich in the upper quintile. Is it accurate to say that 20 percent of our population is poor, 

60 percent is middle class, and 20 percent is rich? Maybe not. But because social scientists 

can’t agree about where to draw the dividing lines between the poor and the middle class 

and between the middle class and the rich, this arbitrary arrangement is as good as any 

other. And besides, we get to deal with nice round numbers—20, 60, and 20. 

     Table 1  lists the dividing lines between quintiles. If your family’s income is below 

$20,035, then it is in the lowest quintile of household income. If it’s above $97,032, it’s 

in the highest quintile. And just in case you’re interested, if your family’s income is 

above $174,012, then it’s in the top 5 percent. 

  Who is rich, who is middle 
class, and who is poor?  
  Who is rich, who is middle 
class, and who is poor?  

TABLE 1  U.S. Household Income, by 
Quintile, 2006

 Upper Income Limit

Lowest quintile $20,035

Second quintile  37,774

Third quintile  60,000

Fourth quintile  97,032

Top quintile

Source: www.census.gov/hheswww/income/histinc/ho1ar.html.

100 

80 

60 

40 

20 

0

P
er

ce
nt

of
in

co
m

e

Percent of households

Lorenz curve:
actual income
distribution

Line of perfect 
income equality

40200 60 80 100

Figure 1

Hypothetical Lorenz Curve
The line of perfect income equality 
shows that any given percent of 
households receives that same 
percent of income. For example, 
the lowest 20 percent of all 
households would receive 20 percent 
of the income. Every household 
would receive the same income: 
There would be no rich or poor. 
The Lorenz curve shows the actual 
income distribution. In this particular 
example, the poorest 20 percent 
of all households receive about 
5 percent of all income, while the 
richest fi fth receives 60 percent.

    Now we’re going to analyze a Lorenz curve, named for M. O. Lorenz, who drew 

the fi rst one in 1905. Let’s begin by looking at the axes of  Figure 1 . On the horizontal axis 

we have the percentage of households, beginning with the poor (0 percent to 20 percent), 

running through the middle class (20 percent to 80 percent), and ending with the rich 

(80 percent to 100 percent). The vertical axis shows the cumulative share of income earned 

by these households. 

     Figure 1  has just two lines. The straight line that runs diagonally from the lower left 

to the upper right is the line of perfect equality. You’ll notice that the poorest 20 percent 

of the households receive exactly 20 percent of the income, and that 40 percent of the 

  The Lorenz curve    The Lorenz curve  
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households receive exactly 40 percent of the income. In other words, every household 

in the country makes exactly the same amount of money. 

      The curve to the right of the straight diagonal line is the Lorenz curve, which tells 

us how income is actually distributed. What percent of income does the poorest 20 per-

cent of all households receive? And how much does the next poorest 20 percent receive? 

Put your answers here: 

   Lowest fi fth: 

   Second fi fth: 

   Third fi fth: 

   Fourth fi fth: 

   Highest fi fth: 

    The lowest fi fth receives just 5 percent of all income; the second fi fth receives 7.5 per-

cent; the third fi fth receives 12.5 percent; the fourth fi fth receives 15 percent; and the 

highest fi fth receives 60 percent. (If you don’t know how I got these numbers, please 

read the box, “Finding the Percentage of Income Share of the Quintiles in  Figure 1 .”) 

    What do you think of  that  income distribution? Not very equal, is it? You’ll notice 

the Lorenz curve is pretty far to the right of the diagonal line. That diagonal is the line 

of perfect equality, so the farther the Lorenz curve is from it, the less equal the distribu-

tion of income becomes. 

 Do you know what I forgot to do? I forgot to defi ne the Lorenz curve. Do  you  want 

to take a stab at a defi nition? Here’s mine:  A Lorenz curve shows the cumulative share 
of income earned by each quintile of households.  
    How does our own income distribution look? It’s plotted for you in  Figure 2 . Once 

again, fi gure out the distribution of income, and write your answers here: 

   Lowest fi fth: 

   Second fi fth: 

   Third fi fth: 

  Defi nition of the Lorenz curve    Defi nition of the Lorenz curve  

  H E L P
E X T R A

Finding the Percentage of Income 
Share of the Quintiles in Figure 1

quintile’s income share? It’s 12.5 percent (25 percent 2 

12.5 percent). In other words, we take the lower 60 percent 

of households’ share (25 percent) and subtract from it the 

combined share of the lower two quintiles (12.5 percent).

 The lower 80 percent receives 40 percent of income. 

From that, we subtract the income share of the lower 

60 percent (25 percent), which leaves the fourth quintile 

with a 15 percent income share. One more quintile to 

go—the highest quintile. If 100 percent of all households 

receive 100 percent of all income and the lowest 80 per-

cent of all households receive a total of 40 percent, what’s 

left for the top quintile? You got it—60 percent.

The lowest quintile receives 5 percent of all income. 

Right? How much does the second quintile get? It 

gets 7.5 percent. Where did we get that number? What is 

the percentage share of income earned by the lowest 40 per-

cent of households? It looks like 12.5 percent—right? 

Now if the bottom quintile earns 5 percent, and the low-

est two quintiles earn a total of 12.5 percent, how much 

do households in the second-lowest quintile earn? They 

earn 7.5 percent (12.5 percent 2 5 percent).

 Next question: How much is the cumulative percent-

age share of income of the lower 60 percent of house-

holds? It comes to 25 percent. So how much is the third 
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   Fourth fi fth: 

   Highest fi fth: 

    Check your answers against those in the right-hand column of  Table 2 . Your fi gures 

don’t have to match mine exactly because we’re both making our own observations from 

the graph. 

    It doesn’t take a rocket scientist to fi gure out that income distribution was more 

uneven early in the 21st century than it was in the late 1960s. We know that changes in 

our tax laws have been a major factor. Income tax rates and taxes on capital gains were 

cut, especially for the rich, while payroll tax rates were raised, taking a large bite out of 

the incomes of the working poor, the working class, and the lower middle class. Indeed, 

about 75 percent of all Americans pay more today in payroll taxes than they do in per-

sonal income tax. 

    The rich also reaped huge capital gains in the 1980s and 1990s, largely from increases 

in stock prices, real estate, and investments in their own businesses. During this same 

period the average hourly wage rate fell by more than 10 percent. Meanwhile the rela-

tively high-paying manufacturing sector has been shedding hundreds of thousands of jobs 

almost every year, while employment in the relatively low-paying service sector has been 

rising rapidly. 

    Now, let’s compare the distribution of income in 2006 with that in 1968. Has income 

become  more  evenly distributed or  less  evenly distributed? A society in which the poorest 
  Has income become more 
equally distributed since 1968?  
  Has income become more 
equally distributed since 1968?  
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TABLE 2  Percentages of Total Income before 
Taxes Received by Each Fifth of 
American Families, 1968 and 2006

Income Rank 1968 2006

Lowest fi fth  5.6%  3.4%

Second fi fth 12.4   8.6 

Third fi fth 17.7  14.5 

Fourth fi fth 23.7  22.9 

Highest fi fth 40.5  50.5 

Note: Figures don’t add to 100.0 because of rounding.

Source: See Figure 2.

Figure 2

Lorenz Curve of Income 

Distribution of the United 

States, 2006
Would you say that the United 
States has an equal distribution of 
income? No? I would agree. OK, 
what percentage of all income is 
received by those in the poorest 
20 percent of all households, and 
what percentage of all income is 
received by those in the richest 
20 percent of all households? 
The poorest 20 percent received 
3.4 percent of all income; the richest 
20 percent received over 50 percent 
of all income.

Source: U.S. Bureau of the Census, 
Current Population Reports, Series P-60. 
Issued August 2007.
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fi fth of the population gets just 3.4 percent of the income and the richest fi fth gets just 

over half has a very uneven distribution of income. Since 1968, the top fi fth’s share of 

income rose from 40.5 percent to 50.5 percent, whereas the share of the lower three-fi fths 

declined from 35.7 percent to 26.5 percent. In short, then, the rich are getting richer and 

the poor are getting poorer. 

    When it is said that our income is unevenly distributed, we need to ask: relative to what 

standard? Obviously it is unevenly distributed relative to the line of perfect income equality 

in  Figure 2 . It is less evenly distributed relative to its distribution in the late 1960s. 

    How well off is the typical American family? Probably the best way to measure that 

is by fi nding the median, or middle income, of all families. Imagine if we could list all 

American household incomes in ascending order. Half of all families would have incomes 

above the median and the other half would have incomes below the median. How much 

would the median income be? By glancing at the left bar in  Figure 3  you’ll fi nd the 

answer for our median income in 2006. How much was it? 
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$52,423

$31,969

$64,238

$48,201

$37,781

Figure 3

Median Household Income, by 

Selected Characteristics, 2006
The median household income in 
2006 was $48,201. Half of all 
households earned less than $48,201 
and half earned more than $48,201. 
Median household income for white 
and Asian households was higher 
than the overall median; it was lower 
for black and Hispanic households 
than the overall median.

Source: See Figure 2.
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Figure 4

Real Median Household Income: 

1967 to 2006, in 2006 Dollars
Median household income—the 
level at which half of all households 
earn more money and half earn 
less—reached its all-time peak of 
$46,128 (in 2006 dollars) in 1999. 
It fell each year from 1999 through 
2005. Real median household 
income rose in 2006 for the fi rst 
time in seven years.

Note: The data points are placed at the 
midpoints of the respective years. Median 
household income data are not available 
before 1967.

Source: U.S. Census Bureau, Current 
Population Survey, 1968 to 2007 Annual 
Social and Economic Supplements.

    It came to exactly $48,201. Of course some folks did better than others. Asian-

American families did the best, with a median income of $64,238; black families did the 

worst, earning a median income of just $31,969. 

    Now let’s see how our overall median income fared over time. The record since 

1967 is presented in  Figure 4 . You’ll notice from its title that we’re looking at “Real 
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Median Household Income,” which is measured in 2006 dollars (in other words, dollars 

of constant purchasing power). So the typical family earned just $36,847 in 1967, and 

$48,201 in 2006. 

    Between 1967 and 2006 median family income increased by nearly one-third. At 

the beginning of this period, just one-third of all married women with children were 

working. By 2006 nearly two-thirds of them had jobs. Indeed, the increase in median 

family income between 1967 and 2006 is explained entirely by the fact that tens of mil-

lions of married women with children went out and got jobs. 

    We know, of course, that over this period, the quality of goods and services improved 

substantially, and many new ones became available. So the typical American family is 

much better off than it was back in 1967. 

    If you glance again at  Figure 4 , you’ll notice the shaded areas designating periods 

of recession. It’s no surprise that during each of the recessions over the last 40 years, 

real median household income declined. But take a look at the years following the last 

two recessions. As you’ll notice, real median income continued to fall well after these 

recessions ended. 

    The global divide between the rich and the poor is much more apparent in the area 

of consumption spending. The richest 20 percent of humanity consumes 86 percent of 

all goods and services, while the poorest fi fth consumes just 1.3 percent. In other words, 

when we look at the consumption rate of all the people on this planet, someone in the 

richest fi fth consumes about 66 times as much as someone in the poorest fi fth. 

     Distribution of Wealth in the United States 

 Every year  Forbes  magazin e  compiles a list of America’s richest 400 men and women. To 

have made this list in 2007 you needed a net worth, or total wealth, of at least $1.3 billion. 

    Who made  Forbes  magazine’s top 10 list of American billionaires? It’s shown in 

 Table 3 . It should come as no surprise that Bill Gates heads the list, and some of the 

other names should also be familiar. 

    Let’s make sure we’re clear on the difference between wealth and income. Your 

income this year includes your annual wages or salary, as well as any interest, dividends, 

profi ts, rent, and government transfer payments you received (for example, Social Security 

benefi ts, unemployment insurance benefi ts). Wealth includes housing and other real estate, 

checking and savings accounts, certifi cates of deposit, stocks and bonds, and other valu-

able assets. One reason for the greater concentration of wealth in the hands of the rich is 

   The rich are different from you 
and me.  

   — F. Scott   Fitzgerald     

   The rich are different from you 
and me.  

   — F. Scott   Fitzgerald     

  Yes, they are different. They have 
more money.  

   — Ernest   Hemingway    

  Yes, they are different. They have 
more money.  

   — Ernest   Hemingway    

TABLE 3  The Forbes 2007 Top 10 List of American 
Billionaires*

    Net Worth 
Name and Rank Main Source of Income  (in $ billions)

 1. William H. Gates, III Microsoft (cofounder) $59

 2. Warren E. Buffett Stock market 52

 3. Sheldon Adelson Built gambling casinos 28

 4. Lawrence J. Ellison Oracle (founder) 26

 5. Sergey Brin Google (cofounder) 19

 6. Larry Page Google (cofounder) 19

 7. Kirk Kerkorian Las Vegas hotels 18

 8. Michael Dell Dell (founder) 17

 9. Charles Koch Son of Koch Industries founder 17

 10. David Koch Son of Koch Industries founder 17

 *One thing stands out when we look at this list of the world’s richest people. Five of them—
William Gates, Lawrence Ellison, Sergey Brin, Larry Page, and Michael Dell—founded computer 
companies.

Source: www.forbes.com/2007/09/18/richlist07.

420 C H A P T E R  1 7

sLa62468_ch17_415-446.indd Page 420  6/9/08  6:55:08 PM user-s208sLa62468_ch17_415-446.indd Page 420  6/9/08  6:55:08 PM user-s208 /Volumes/101/MHBR062/sLa9ch17%0/Volumes/101/MHBR062/sLa9ch17%0

http://www.forbes.com/2007/09/18/richlist07


 Income Distribution and Poverty 421

the slashing of federal income tax rates paid by the very rich. In 1981 the top tax bracket 

was 70 percent; today it is 35 percent. But the main reason why the distribution of wealth 

in America is becoming less equal is because the distribution of income is becoming less 

equal. In summary, the rich are getting richer and the poor are getting poorer.  

  Here’s  Forbes  magazine’s list of the 400 richest Americans:  www.forbes.com/richlist.      

 Each year  Forbes  updates this list. If you keep looking, who knows? Maybe your name 

will turn up.    

 Distribution of Income: Equity and Effi ciency 

 First we’ll consider what a fair and just distribution of income would be, and then we’ll 

talk about how income distribution affects the effi cient operation of our economy. 

    Is it fair that some people earn hundreds of millions of dollars a year while others 

don’t make enough to put food on the table and a roof over their heads? Shouldn’t we 

be a more egalitarian society, where no one is superrich or dirt poor? Or should we go 

even further and ensure that we all earn approximately the same income? 

    There is widespread agreement that it’s good for the rich to give some of their money 

to the poor. After all, the tens of millions of Americans who give to charity each year 

can’t all be wrong. And if the government uses some of our tax dollars to help the truly 

needy, that too is something that most of us could support.    

       OK, so would it be such a bad thing for a rich guy to fork over a buck or two to a 

poor guy? After all, that money would mean a whole lot more to the poor guy, while 

the rich guy would hardly miss it. But what if we carry this redistribution scheme to its 

logical conclusion? Let’s have everyone who’s earning more than the average income 

give his surplus to those earning less. When we’ve fi nished, we’ll all have exactly the 

same income. I have just stated the utilitarian case for equality. 

    What do  you  think? Is this fair? What about the people who worked hard for their 

money, putting in hours of overtime, holding down two jobs, and never seeing their 

families or friends? And what about the lazy bums who don’t even bother looking for a 

job because they know they’ll have exactly the same income as the working stiffs? 

    So much for a fair and just distribution of income. How does income distribution 

affect our economic effi ciency? Well, for starters, what would an equal distribution of 

income do to work incentives? Would  you  work hard if you’d end up with exactly the 

same income as a lot of people who just sat at home and waited for their checks? Two 

of the things that make our economy go are the carrot and the stick. The carrot is all 

the money you can make by working hard. And the stick is that if you don’t work, you 

don’t eat. 

    Another incentive that would suffer is the incentive to save. Considering that the in-

terest you’d get from your savings would be divided among everyone, why bother to 

save at all? Why invest, for that matter? Why bother to engage in any productive activ-

ities whatsoever, when we’ll all end up with the same income no matter what we do? 

    Of course, if we were to pursue this reasoning to its logical conclusion, we would 

end up with very little output (because only a few workaholics would still be producing) 

and therefore very little real income. 

    So what should we do? Neither extreme seems desirable. Complete income equality 

would rob us of our productive incentives. And substantial income inequality would mean 

a great deal of human suffering, because many of the poor would not be able to afford 

even the basic necessities of life. 

    Whatever the means of income redistribution, the ends are always the same—to take 

from the rich and give to the poor. Robin Hood may not have won favor with the Sheriff 

of Nottingham or with the rich people he robbed, but most folks agree that the rich— and  

the middle class—should give some of their money to the poor. The only question is, 

How much? 

  There is inherited wealth in this 
country and also inherited 
poverty.  

   — President John F.   Kennedy    

  There is inherited wealth in this 
country and also inherited 
poverty.  

   — President John F.   Kennedy    

on the webon the web

   Poverty is an anomaly to rich 
people; it is very diffi cult to 
make out why people who want 
dinner do not ring the bell.  

   — Walter   Bagehot     

   Poverty is an anomaly to rich 
people; it is very diffi cult to 
make out why people who want 
dinner do not ring the bell.  

   — Walter   Bagehot     

  Short of genius, a rich man 
cannot imagine poverty.  

   — Charles   Péguy    

  Short of genius, a rich man 
cannot imagine poverty.  

   — Charles   Péguy    

   How does income distribution 
affect our economic effi ciency? 
   How does income distribution 
affect our economic effi ciency? 
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     What Determines Income Distribution? 

 About two-thirds of all personal income is earned in wages and salaries, so we’ll concen-

trate on the factors causing these incomes to vary so widely. And then we’ll take a look 

at property income, which accounts for a little less than one-quarter of all personal income. 

Finally, we’ll look at government transfer payments, which account for the rest. 

   Differences in Wages and Salaries We saw in the chapter, “Labor Markets and 

Wages Rates,” that wage rates are determined by the forces of supply and demand. 

Demand is the marginal revenue product schedule for a particular line of work, and sup-

ply is the people willing and able to do this work. 

    Intelligence, skills, education, and training all enhance the demand for particular 

individuals. But increasingly, members of our labor force are competing not only against 

one another, but against workers all over the world. In a widely used example, hospitals 

are electronically sending MRIs to India where they are read and interpreted by Indian 

physicians, who work for just a fraction of the wages paid to American doctors. Our 

high-tech, globalizing world is enlarging the supply of labor for certain jobs, and con-

sequently, depressing wage rates.  

 Property Income   As you might have suspected, most property income goes to the 

rich. These payments are in the form of rent, interest, dividends, and profi ts (which include 

capital gains). The two largest sources of wealth, exclusive of inheritance, have been the 

fortunes made in the stock market and the starting up of new companies (see  Table 3 ). 

  Property income may also be derived from ownership of stocks, bonds, bank depos-

its, and other assets. Because the poor and the working class hold little property, little 

(if any) of their income comes from this source. The Tax Policy Center has determined 

that families with incomes of less than $50,000 derived just 3 percent of their income 

from capital gains and dividends; families with incomes in excess of $10 million 

received 61.4 percent of their incomes from those sources.   

 Income from Government Transfer Payments   In addition to wages, salaries, and 

property income, some people receive government transfer payments. For retirees, Social 

Security benefi ts may be their main means of support. For most people collecting unemploy-

ment benefi ts, these checks are usually their sole means of support. And public assistance 

recipients all depend on these benefi ts plus food stamps for most or all of their income. 

  As you can see in  Figure 5,  Social Security, Medicare, and Medicaid are the big 

three of federal income transfer programs. Although the poor benefi t from all three, only 

Medicaid spending is “means tested.” 

  Why do some people earn more 
than others?  
  Why do some people earn more 
than others?  

  Why does a college graduate 
earn more than a grade school 
dropout?  

  Why does a college graduate 
earn more than a grade school 
dropout?  

  Some people’s money is merited. 
And other people’s money is 
inherited.  

   — Ogden   Nash    

  Some people’s money is merited. 
And other people’s money is 
inherited.  

   — Ogden   Nash    

Social
Security 

38%

Medicaid 
14%

Other 
18%

Welfare benefits 
4%

Medicare 
26%

Figure 5

Federal Income Transfer 

Programs, Fiscal Year 2009
Social Security, Medicare, and 
Medicaid account for nearly 
80 percent of all federal transfers. 
Welfare benefi ts are just 4 percent.

Source: Offi ce of Management and 
Budget.
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      Poverty in America   

  “I still have the audacity to believe that people everywhere can have three meals a day.”  

   –The Reverend  Martin Luther   King , Jr.–       

 Poverty Defi ned 

 There are two basic ways to defi ne poverty—as a relative concept and as an absolute 

concept. By defi ning the poor as the lowest income quintile (that is, the lowest 20 per-

cent) in the nation, we’re saying that this group of people is poor relative to the rest of 

the population. 

    There are a couple of problems with this defi nition. First, suppose everyone’s stan-

dard of living quadrupled from one year to the next. We’d  still  be calling those in the 

lowest quintile poor, even though most of the “poor” would be living better this year 

than the entire middle class lived last year. Although Jesus  did  say, “For ye have the 

poor always with you” (Matthew 26:11),  these  poor people would be driving late-model 

cars, living in nice houses, and eating in fancy restaurants three or four nights a week. 

    Viewed over time, poverty is clearly a relative concept. Nearly 90 percent of Americans 

living in 1900 would fall below the poverty line as it is defi ned today. 

    A second diffi culty with the concept of relative poverty is that the lowest income 

quintile in the United States and other relatively rich countries is infi nitely better off than 

the average citizens of the world’s poorest nations. In Bangladesh, Ethiopia, Mali, and 

Zambia, most people struggle to survive on maybe $200 or $300 a year. Even our home-

less population fares considerably better than that. 

    What about the absolute concept of poverty? Well, there’s one basic problem here, 

too. Who gets to determine the dividing line between poor and not poor, and how is that 

determination reached? The best approach is to set up a minimum basic standard of liv-

ing and fi gure out how much it costs to maintain that standard from year to year. So far, 

so good. Who gets to set up this basic living standard, and what goods and services 

should go into it? 

    Just how bad is the problem of poverty in the rest of the world? One-third of the 

world’s people have no access to electricity and nearly two-thirds have never made a 

phone call (see box, “The Price of Safe Drinking Water”). Almost half of the world lives 

on less than $2 a day. There is general agreement that the world’s greatest concentration 

of poverty is in sub-Saharan Africa. According to Cornell’s International Labour Orga-

nization more than three-quarters of the population in 14 countries lives on less than $2 

a day—Nigeria, Mali, Madagascar, Zambia, India, Burkina Faso, Niger, Pakistan, Gambia, 

Central African Republic, Nepal, Mozambique, Bangladesh, and Ethiopia. 

    A better measure of economic well-being for the poor would be their level of con-

sumer spending. In the Labor Department’s latest Consumer Expenditures Survey (2003), 

the average reported income for the bottom quintile of households was just $8,201, but 

reported consumption outlays were $18,492. How do we explain how the poor can spend 

more than twice their incomes? Clearly, most poor people don’t report their entire incomes. 

And then, too, they are going deeper into debt each year. Whatever the full explanation, 

the poor are obviously better off than the offi cial poverty level would indicate. 

    The most widely used poverty standard in the United States is the offi cial poverty 

line calculated each year by the U.S. Bureau of the Census. Its estimate is based on 

the assumption that poor families spend about one-third of their incomes on food. 

Each year it calculates the minimum food budget for a family of four for one week, 

multiplies that fi gure by 52 for the family’s annual food budget, and then triples that 

fi gure to get the offi cial poverty line. In 2006 that line was set at $20,610 for a fam-

ily of four.  1  

  The poor will never cease out of 
the land.  

   — Moses ,  Deuteronomy , 15:11   

  The poor will never cease out of 
the land.  

   — Moses ,  Deuteronomy , 15:11   

  The relative concept of poverty    The relative concept of poverty  

  The absolute concept of poverty    The absolute concept of poverty  

1When this method of calculating poverty was devised in the early 1960s, food accounted for 24 percent of 
the average family budget (not 33 percent); today food accounts for just 10 percent.
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     Can a family of four live on $20,610? It all depends on what you mean by living. 

Is it enough to put food on the table, clothes on your back, and a roof over your head? 

In some parts of the country, the answer is yes. In the more expensive cities such as 

New York, Boston, and San Francisco, as well as in many suburban communities, espe-

cially in the Northeast, $20,610 won’t provide even the bare necessities, largely because 

of relatively high rents. 

    Once the poverty line has been established, we can fi nd the poverty rate by dividing 

the number of poor people by the total population of the country. So the poverty rate is 

the percentage of Americans who are poor. In 2006 our poverty rate was 12.3, which 

means that 12.3 percent of Americans were poor. 

    The Census Bureau has been tracking the poverty rate since 1959. As you can observe 

in  Figure 6 , there was a sharp decline throughout the 1960s and early 1970s. In 1973 the 

rate bottomed out at about half the 1960 rate. The main causes of the decline were the 

prosperity of the 1960s and the War on Poverty conducted by the administration of Pres-

ident Lyndon Johnson. The federal government spent tens of billions of dollars on educa-

tion, job training, and the creation of government jobs for millions of poor people. 

    You’ll notice the shaded parts of  Figure 6 , which indicate periods of recession. Usu-

ally the poverty rate rises during recessions and falls again once we’ve recovered. 

 Some conservative critics point out that the poverty rate would be substantially lower 

if we counted the value of noncash, or in-kind, benefi ts given to the poor by the govern-

ment. These include Medicaid, housing subsidies, low-rent public housing, food stamps, 

and school lunches. If these in-kind benefi ts were counted, the poverty rate would have 

been about 3 percentage points lower than the reported rate of 12.3 percent. 

    Poverty is a relative term. When compared to the average American, those living below 

the poverty line have a much lower standard of living. But that standard of living usually 

includes at least one large screen TV and, very possibly, a cell phone and a computer. Over 

70 percent of the poor own cars and 46 percent own their own homes. Not only do the 

  The offi cial poverty line    The offi cial poverty line  

    The poverty rate would be 
substantially lower if we counted 
the value of in-kind benefi ts.  

    The poverty rate would be 
substantially lower if we counted 
the value of in-kind benefi ts.  

Americans, on average, drink over 25 gallons of bottled 

water a year. And globally, bottled water is now a $50-

billion industry. At the other end of the economic spec-

trum, more than one billion of the world’s poor people 

lack reliable access to safe drinking water. Writing in The 
New York Times, Tom Standage noted that “The World 

Health Organization estimates that at any given time, 

around half the people in the developing world are suf-

fering from diseases associated with inadequate water or 

sanitation, which kill around a million people a year.”*

 Newsweek reports that “More than one billion peo-

ple worldwide lack access to safe drinking water and 

6,000 people die each day of waterborne diseases like 

typhoid, cholera, and dysentery.”†

 So while the world’s relatively affl uent folks think 

nothing of shelling out a dollar for a bottle of water— 

rather than drink perfectly adequate tap water—over one 

billion people don’t have any safe drinking water at all. 

What would it take to provide them with clean water? 

The International Water Management Institute estimates 

that clean water could be provided to everyone on earth 

for an outlay of $1.7 billion a year beyond current 

spending on water projects. But despite the best efforts 

of rock star Bono and hundreds of other advocates, the 

world’s rich countries have not given suffi cient help.

 Perhaps $1.7 billion seems like a lot of money, so let’s 

break that down to nickels. Worldwide we buy 50 billion 

bottles of water. How much money would we raise if 

we paid a nickel deposit on each bottle of water we 

purchased? Go ahead and do the math.

 We would raise $2.5 billion. Wouldn’t you be will-

ing to pay a nickel each time you bought a bottle of 

water for such a worthy cause? Still, you may remember 

the response of Queen Marie Antoinette during the days 

just before the French Revolution when told that the 

people had no bread. “Let them eat cake!” she declared. 

And so, when we’re told that over one billion poor peo-

ple don’t have safe drinking water, we say, “Let them 

drink bottled water!”

*Tom Standage, “Bad to the Last Drop,” The New York Times,
August 1, 2005. See online at www.globalpolicy.org/socecon/inequal/
2005/0801badtolastdrop.
†Jennie Yabroff, “Water for the World,” Newsweek, June 18, 2007, p. 20.

The Price of Safe Drinking Water
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American poor live much, much better than the poor in Africa, Asia, and Latin America, 

but they also live about as well as the average American did just decades ago. Michael 

Cox, of the Dallas Federal Reserve Bank, found that the material possessions of Americans 

at the poverty line in 2000 roughly equaled those of middle-income Americans in 1971.  2  

  How does your income compare with those of the other 6.7 billion people in the world? 

Go to  www.globalrichlist.com,  type in your annual income (without the dollar sign) and 

make sure it’s classifi ed in U.S. dollars.    

    Who Are the Poor? 

 Who  are  the poor? Old people? Traditionally, people older than 65 have had a much higher 

poverty rate than the general population, but the advent of Medicare, higher Social Security 

benefi ts, and supplementary Social Security benefi ts over the last three decades has reduced 

the poverty rate for older Americans to well below the overall rate. The proportion of 

retirees living in poverty has fallen from 35 percent in 1960 to just 9.4 percent in 2006. 

    Are most poor people black? No, most poor people are white. It  is  true that almost 

one out of four blacks is poor, but only 13 percent of our population is black. So about 

one quarter of the poor is black.  Figure 7  shows the relative poverty rates for white, 

black, Hispanic, and Asian Americans. The poverty rates for both blacks and Hispanics 

is more than double the poverty rate for non-Hispanic whites. 

    If you happen to be a member of a female-headed household with children, your 

chances of being poor are more than two out of fi ve. But if your family has any children 

under six (with no husband present) then you have a better than one chance in two of 

living below the poverty line. 

    Where do the poor live? Although they are scattered throughout the nation, until 

recently the largest concentration of poor people was in large- and medium-sized cities. 

But according to the results of a 2005 Brookings Institution survey, there are 1.2 million 

more poor people living in the suburbs than in the cities. Most of the suburban poor live 

in the Midwest and the South.  3  

     All the people employed at or just above the minimum wage could be considered 

the working poor. Most of them receive little or no government benefi ts yet somehow 
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U.S. Poverty Rate: Percentage of 

Individuals below the Poverty 

Line, 1959–2006
The poverty rate was cut in half 
between 1960 and 1973, largely 
because of President Lyndon 
Johnson’s war on poverty, much of 
which was continued and even 
expanded under President Richard 
Nixon. It remained above 12 percent 
from 1980, began falling steadily 
since 1993, and fi nally got below 
12 percent in 1999. However, it 
began rising again in 2001, reaching 
12.7 in 2004, and then falling to 
12.3 in 2006.

Note: The data points are placed at the 
midpoints of the respective years.

Source: U.S. Census Bureau, Current 
Population Survey, 1960 to 2007 Annual 
Social and Economic Supplements. U.S. 
Census Bureau, Current Population 
Reports, PV 60–233 Income, Poverty, 
and Health Insurance Coverage in the 
United States: 2006, issued August 2007.

2See W. Michael Cox and Richard Alms, “Defi ning Poverty Up,” Wall Street Journal, November 2, 1999, 
p. A26.
3See Peg Tyre and Matthew Philips, “Poor Among Plenty,” Newsweek, February 12, 2007, p. 54.
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manage to make ends meet from paycheck to paycheck. But even if they don’t get one 

cent from the government, they are still part of our poverty problem. 

    Among the working poor are hundreds of thousands of Wal-Mart employees. Accord-

ing to a February 2004 report by the Democratic staff of the House Education and Work-

force Committee, for a 200-employee Wal-Mart store, the government is spending $108,000 

a year for children’s health care; $125,000 in tax credits and deductions for low-income 

families; and $42,000 a year in housing, or about $2,100 per Wal-Mart employee. 

    Finally, there are the chronically (long-term) unemployed and the discouraged workers. 

Although the U.S. unemployment rate has been relatively low since the mid-1990s, this 

measure does not take into account the millions of Americans who have been out of work 

for years. The offi cial unemployment statistics count only those who have actively sought 

employment; people who have given up looking for jobs are not included. And at the very 

bottom of the economic barrel are the homeless (see the box, “The Homeless”). 

    Hurricane Katrina put a vivid face on poverty. Nearly all of the thousands of New 

Orleanians stranded in the Superdome and the city’s convention center were poor and 

black. After days of unconscionable delay, many were fi nally taken by bus to another 

improvised shelter—the Houston Astrodome. The president’s mother, Barbara Bush, 

upon visiting the evacuees remarked, “So many of the people in the arenas here, you 

know, were underprivileged anyway. So this is working very well for them.” If this were 

a step up for the evacuees, then, perhaps a fl ood that destroyed their homes and nearly 

all their earthly possessions had done them a great favor. To extend that logic, perhaps 

the federal government should fl ood out every poor neighborhood and house the dis-

placed in football stadiums around the country.  

      Child Poverty 

 Perhaps the most striking thing about poverty in America is how it affects children. 

Particularly hard hit by poverty are black children and Hispanic children (see  Figure 8 ). 

“Children are our future” may be a cliché, but they are nevertheless a future that we 

neglect at our peril. 

      It is said that a society may be judged by how it treats its children. In 2006 17.4 percent 

of American children lived in poverty. It is astounding that a nation as rich as ours can 

permit this to happen. 

    The Organization for Economic Cooperation and Development (OECD) is a group 

of 24 of most of the world’s richest nations. UNICEF (the United Nations Children’s 

Fund) did a study in 2006 which measured the degree of child poverty in each of the 

OECD countries. Child poverty was defi ned as the percent of children under 18 in 

households with earnings of less than 50 percent of the national median income. For the 

United States, that came to under $24,100. 

  The long-term unemployed      The long-term unemployed    
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    How well did we do? Would you believe that the United States had a child 

poverty rate of 22 percent—by far the highest rate among all 24 OECD countries? 

(See Figure 9.) Four nations—Denmark, Finland, Norway, and Sweden—had rates 

well under 5 percent. And another fi ve—Belgium, Switzerland, the Czech Republic, 

France, and the Netherlands—all were well below 10 percent. 

The law, in its majestic equality, forbids the rich as well 

as the poor to sleep under bridges, to beg in the streets, 

and to steal bread.

—Anatole France—

We’ve created a lot of $6-an-hour jobs and

not much $6-an-hour housing.

—John Donahue—

Chicago Coalition for the Homeless

 There have always been homeless people in America— 

the hobo jungles of the Depression era, the skid rows 

(or skid roads, as they are known in the West), and, of 

course, the isolated shopping-bag ladies and other folks 

who lived out on the street, in doorways, or in train 

stations. But now there are literally millions of them. 

In a nation of some 300 million people, between 2 and 

3 million are homeless.

 A convergence of four trends has multiplied the 

number of homeless people who congregate in all our 

large cities. Since World War II the number of entry-

level factory jobs almost disappeared from every large 

city. Meanwhile, the availability of cheap housing (basi-

cally furnished rooms) has also declined as the cities’ 

more dilapidated neighborhoods were demolished to 

make way for urban renewal projects.

 A third trend has been gentrifi cation, which has 

pushed rents through the roof, so to speak, in New York, 

San Francisco, Boston, Chicago, and most other major 

cities. Finally, the deinstitutionalization of the mentally 

ill over the last two and a half decades (without the 

promised halfway houses to treat and shelter them) has 

further added to the homeless population.

 Which city has the largest homeless population? 

New York and Los Angeles have long headed the list 

with offi cial counts of over 50,000 each. But since 

August 2005, New Orleans has clearly become number 

one. Of course New Orleans’ homeless population no 

longer resides in that city, but is scattered across the 

nation.

 The U.S. Department of Health and Human Ser-

vices estimates that one-third of the homeless are men-

tally ill and that half of the homeless are alcoholics or 

drug addicts. The Veteran’s Administration estimates 

that nearly 200,000 veterans of various wars are home-

less on any given night, many as a result of substance 

abuse. “Veterans, who represent only 11% of the civil-

ian adult population, comprise 26% of the homeless 

population,” says a report by the Homelessness Research 

Institute.*

 Interestingly, about one-quarter of the homeless work 

full time, according to the U.S. Conference of Mayors. 

The problem for them is being trapped between jobs that 

pay too little and housing that costs too much.

*See Time, November 19, 2007, p. 21.

The Homeless

Figure 8

Children under 18 below 

Poverty Level by Race and 

Hispanic Origin, 2006
The child poverty rate is more 
than three times as high for black 
children as for white children. 
More than 1 in 3 black children 
lives in poverty.

Source: Bureau of Labor Statistics and 
Bureau of the Census, CPS Annual 
Demographic Survey.
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    How do we interpret these results? While we cannot conclude that poor American 

children are much worse off than poor children in  all  of the OECD countries, they cer-

tainly are worse off than those in  most  of them. Because our median family income is 

higher than those of most other OECD countries, it would be reasonable to assume that 

poor American children are no worse off than poor children in countries like Portugal, 

Spain, Greece, or the Czech Republic. 

    But this study actually highlights a strong dichotomy within our country. If 22 per-

cent of our children are members of families earning less than $24,100, then clearly the 

standard of living of poor American children is very low compared to that of middle-class 

and rich American children. 

    Perhaps the most troubling statistic is that 52.7 percent of all American children 

under six in a family headed by a female lived in poverty in 2006. But just 9.7 percent 

of the children under six living in married-couple families are poor. Using this informa-

tion, Katherine Boo draws an interesting conclusion: “. . . for children a two-parent 

household is the most effective anti-poverty program we know. Three out of four white 

children are born to such households. Only one in three black children is.”  4  

     Large-scale, high-rise, low-income public housing projects have been especially 

good breeding grounds for this culture of poverty. In these neighborhoods at least three-

quarters of the families are on welfare, most of the girls get pregnant before they are 18, 

and there is a great degree of drug dependency and an extremely high rate of violent 

crime. The gangs are the real authority in the ghetto, according to Nicholas Lemann. The 

gang “forces kids through physical terror, to give up school and work and become pro-

fessional criminals.”  5      To some degree this phenomenon has evolved in poor Hispanic 

and non-Hispanic white neighborhoods as well.

 The Main Government Transfer Programs 

 Until the 1930s, the poor depended on help from friends and family, and failing that, 

from private charities. But when millions of otherwise respectable middle class and 

   A decent provision for the poor 
is a true test of civilization.  

   — Samuel   Johnson     

   A decent provision for the poor 
is a true test of civilization.  

   — Samuel   Johnson     
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Of the countries shown here, the 
United States has the highest rate 
of child poverty. Note that this 
measure is somewhat different from 
defi ning the childhood poverty rate 
as the percentage of children in 
families living below the offi cial 
poverty line shown in Figure 8.

Source: UNICEF, Child Poverty in 
Perspective: An Overview of Child 
Well-Being in Rich Countries, 
Innocenti Report Card 7, 2007.

4Katherine Boo, “The Black Gender Gap,” The Atlantic Monthly, January/February 2003, p. 107.
5Nicholas Lemann, “The Origins of the Underclass,” The Atlantic Monthly, June 1986, p. 39.

sLa62468_ch17_415-446.indd Page 428  6/9/08  6:55:12 PM user-s208sLa62468_ch17_415-446.indd Page 428  6/9/08  6:55:12 PM user-s208 /Volumes/101/MHBR062/sLa9ch17%0/Volumes/101/MHBR062/sLa9ch17%0



 Income Distribution and Poverty 429

working class Americans were thrown out of work during the Great Depression, they 

demanded that the federal government provide them with some means of support, whether 

jobs, welfare payments, or any other programs that would keep the wolf from the door. 

Today, of course, the government continues to provide most of help given to the poor, 

but private charities also continue to help as well. 

    The poor are not invisible. The people lined up outside food pantries or inside check 

cashing stores are usually living below the poverty line or pretty close to it. But you 

might be surprised to learn that some of them are in military families. Their economic 

situation is described in the box, “Support Our Troops.” 

 The Social Security Act of 1935 set up three major programs: Social Security, unem-

ployment insurance, and public assistance. Taxes paid by workers and their employers 
  The Social Security Act of 
1935    
  The Social Security Act of 
1935    

We noted in the last chapter how our military bases are 

surrounded by payday lenders, only too happy to extend 

our service men and women and their spouses short-term 

loans at exorbitant interest rates. But these companies are 

just symptoms of an underlying problem, not the cause. 

The problem is that we don’t pay our troops enough to 

keep their heads above water. Hundreds of thousands of 

military families live from paycheck to paycheck, leaving 

them at the mercy of these predatory lenders.

 In a book describing hunger in America, Loretta 

Schwartz-Nobel wrote a chapter entitled, “From Front 

Lines to Food Lines.” Here’s how she explains why so 

many military families run into fi nancial problems:

Advocates for the military families consistently point 
out that the acute problem comes when an enlisted 
man marries and has children. That is partly 
because there is no additional food allowance for 
the family of an enlisted man, and also because 
housing allowances are never enough to cover the 
costs of housing, food and all the other added 
expenses of families. In fact, they usually aren’t even 
enough to cope with housing expenses alone. As a 
result, families who are living in areas with high 
rents often end up moving forty or fi fty miles away 
from their duty stations to areas where housing is 
less expensive and more available. But even that has 
a downside, because it means that now they have to 
maintain both a car and costly insurance.
 If they live in military housing, the government 
pays for their utilities, but if they live off base, the 
utilities are often a large additional expense. 
Unfortunately, many bases have very little housing 
and extremely long waiting lists.*

 Most of those joining the military are hoping for a 

step up on the economic ladder. How well paid are the 

members of our armed forces? In 2008 a private fi rst 

class with less than two year’s active service earned 

$1,534.20 a month before taxes ($18,410.40 on an 

annual basis). That income leaves a family of four well 

below the poverty line of $20,610.

 Here’s an excerpt from an article entitled, “Thou-

sands of US Military Families Live in Poverty,” by 

Brian Mann.

Ms. Levesque runs a food pantry in Watertown, 
New York, a short drive from the Fort Drum Army 
base. She says Army families make up 20 percent of 
the people who come in, looking for free meals and 
supplies. “The military kind of has a ‘we take care 
of our own’ motto, which you realize that they kind 
of don’t,” she said. “And there are a lot of people 
who fall through the cracks and need the assistance 
who aren’t getting it.”
 Ms. Levesque speaks from experience, as a social 
service worker, but also as the wife of a soldier. Her 
husband, an army specialist, brings home roughly 
$1,300 a month after taxes—not enough to pay for 
rent, food, utilities and other necessities. “I have 
always worked two jobs,” said Amy Levesque. “And 
my husband, he’s in the military plus he has a 
nighttime job. Luckily we don’t have any children. 
With children, it would be very diffi cult.”†

 There’s another side to this issue. Since the draft 

was ended in 1974, almost 90 percent of the volunteers 

have been members of poor and working-class families. 

For these youngsters, joining the military usually pro-

vides more promising economic prospects than they 

would have enjoyed in civilian life. “Be the best you 

can be,” is presumably better than you could have been 

“on the outside.” So despite the shortcomings just enu-

merated in this box, for most new recruits, joining the 

service actually raises their economic well-being.

*Loretta Schwartz-Nobel, Growing Up Empty: The Hunger Epidemic 
in America (New York: HarperCollins, 2002), pp. 99–100.
†Source: www.globalpolicy.org/socecon/inequal/2003/
0115military.htm.

Support Our Troops
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fi nanced the fi rst two programs. Public assistance, which was intended to help families 

experiencing temporary economic distress, was the only means-tested program. To obtain 

public assistance (or relief, as it was then called), you needed to demonstrate that your 

income or means of support was insuffi cient to cover your basic needs. 

        Can you name our biggest antipoverty program? The one that lifts more people out 

of poverty than any other government program? 

    Amazingly, the correct answer is Social Security. After all, Social Security is not an 

antipoverty program. But that’s just being picky. The fact is, if it were not for Social 

Security, close to one out of every two Americans over 65 would be living below the 

poverty line. And for two-thirds of the elderly, Social Security supplies more than half 

their income. So we can say that while Social Security is not an antipoverty program per 

se, it certainly has that effect. 

    Two major programs, Medicare and Medicaid, were added in the mid-1960s under 

President Johnson’s Great Society program. Medicare, which is really a supplement to 

Social Security, provides retirees and their families with free or very low-cost medical 

care. Free medical care is provided to the poor under Medicaid. 

    Today one out of every ten Americans receives food stamps, which represents just 

40 percent of those who are eligible. The food stamp program, which also began in the 

1960s, enabled the very poor as well as the working poor to buy enough food. Like 

Medicare and Medicaid, it has expanded tremendously since the late 1960s. 

    Still another very important form of aid to the working poor is the earned income 

tax credit, which is written into our Internal Revenue Code. Those eligible, instead of 

 paying  income tax actually receive what amounts to a refund check from the Internal 

Revenue Service. The purpose of the earned income tax credit is to encourage the poor 

to work by supplementing their earnings. The program supplements their earnings by as 

much as $2 an hour. Some of the recipients of the earned income tax credit not only get 

a full refund on the income taxes that were withheld from their paychecks all year but, 

in addition, they may receive a once-a-year payment of up to a couple of thousand dol-

lars. Over 20 million Americans receive the credit, with about 5 million gaining enough 

to rise above the poverty line (see the box, “Helping the Poor Get Money Back from 

the IRS”). Still, millions of eligible low-wage workers are either unaware of this pro-

gram or cannot fi gure out how to apply. The earned income tax credit is popular with 

liberals because it provides a substantial amount of income to the poor, and it is also 

popular with conservatives because only families with a working member are eligible. 

Today it is, by far, the biggest single federal policy targeting the poor. In addition, about 

a dozen states have also introduced their own EITC programs that supplement the federal 

credit. 

      Have these programs worked? Yes, they have. Each has accomplished what it was 

set up to do. But there are three major problems: (1) their costs have gone through the 

roof; (2) they have fostered a permanent dependency on government support among 

millions of poor families; and (3) they have not ended poverty. 

    Public assistance has been the greatest disappointment. Intended to provide “tempo-

rary relief,” public assistance instead engendered a permanent dependence in millions of 

families. 

    One misconception about welfare mothers is that they keep having more and more 

children so that they can collect bigger checks. Indeed, many states no longer increase 

the size of a welfare grant if more children are born into a family. But 72 percent of all 

welfare families have only one or two children. 

    A welfare culture evolved over decades, giving rise to second-, third-, and fourth-

generation welfare families. Typically, teenage girls become pregnant, keep their babies, 

go on welfare, do not marry, and have no hope of becoming self-supporting. In a sense, 

the young mothers are provided with surrogate husbands in the form of public assistance 

checks. Eventually their children grow up, become teenage parents themselves, and con-

tinue the welfare pattern through another generation. 

    The number of people receiving public assistance remained remarkably steady—at 

about 11 million—from 1975 through 1992. But the welfare rolls shot up from 11 million 

  Medicare and Medicaid      Medicare and Medicaid    

  The welfare culture    The welfare culture  
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in mid-1993 to a peak of 14.4 million in March 1994 (see  Figure 10  near the end of 

this chapter). The main reason for this increase was the recession of 1990–91. By early 

1994, the benefi ts of the subsequent economic expansion fi nally began to reach people 

at the bottom of the economic ladder, and the welfare rolls began to decline. Another 

important factor was that many states have restricted eligibility for welfare. And then, 

too, the passage of the Welfare Reform Act—which we’ll discuss near the end of the 

chapter—was perhaps the main reason why so many mothers found work and left 

welfare. 

    The words of one welfare mother are especially poignant: “I’m sorry I got myself 

into this and my children into this. And I don’t know how to get them out of it. If I 

don’t get them away from here, they’re going to end up dead, in jail, or like me.”  6  

    Theories of the Causes of Poverty 

 Any theory of poverty must take into account our entire socioeconomic system, how it 

is set up, how it is run, and who gets what. Poor people live on the margin or even 

beyond the system. They are basically superfl uous and rarely have much impact on the 

system. They are an unfortunate presence, by-products that have been discarded but are 

grudgingly tolerated by society’s “productive” members. 

    At least a dozen theories of poverty have attracted support, and each has at least 

some  apparent validity. But because there are so many different poverty groups, no 

single theory can have universal applicability. We’ll begin by briefl y outlining a few 

theories, and then we’ll look at the two with the largest number of adherents: the con-

servative and liberal theories.  

 The Poor Are Lazy   This theory was popular through most of the 19th century and 

right up to the time of the Great Depression. God’s chosen people, who were destined 

In a column in Newsweek, Bob Burke tells how he orga-

nized a program to help poor families get substantial tax 

refunds.

One day I had an idea. I knew the federal 
government had tax credits to ease the burden on 
working-poor families, but the process for claiming 
these credits was simply too complicated for most 
to get the assistance they had coming. I came up 
with a plan: I would gather a group of business 
professionals to offer free tax-preparation services. 
We’d meet at the school on Saturday mornings and 
get the word out in the community that we were 
there to help.

. . .

After about an hour, these volunteers usually had 
the pleasant task of informing a hardworking, 

low-income family that they would receive 
thousands of dollars back from the Internal 
Revenue Service. All that without a commercial 
tax-preparation service’s taking out a big chunk.
 I vividly remember when a single mother of 
two, who hadn’t earned enough in three years to 
fi le a return, burst into tears when I told her that 
the IRS had withheld too much from her paychecks 
and owed her $10,000. She said she would use the 
money to fi x the leaky roof on her house. Others 
were equally emotional, making plans to pay 
overdue bills, buy clothes and school supplies for 
their children or even move to a safer 
neighborhood.

Source: Bob Burke, “Helping the Needy Crack the Tax Code,” Newsweek,
April 26, 2004, p. 15.

Helping the Poor Get Money Back from the IRS

6See Celia W. Dugger, “On the Edge of Survival: Single Mothers on Welfare,” The New York Times, July 6, 
1992, p. B6.
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to go to heaven, worked hard all their lives and were rewarded by attaining great earthly 

riches. And the poor? Well, you can fi gure out for yourself where they were headed. This 

theory went down the tubes when the Great Depression hit and millions of relatively 

affl uent Americans were thrown out of work, lost their life savings, and had to ask the 

government for handouts.   

 The Heritage of Slavery   Because blacks were brought here in chains and held back 

for three centuries by slavery and a feudal sharecropping system in the South, the current 

poverty of many blacks can be explained by centuries of oppression. Not only were 

blacks systematically excluded from all but the most menial jobs, but they were denied 

the educational opportunities open to almost all other Americans. Mortgage loans, res-

taurant meals, hotel and motel lodging, union membership, and apartment rentals were 

routinely denied. In effect, then, blacks were systematically excluded from the nation’s 

economic mainstream until the 1960s. Is it any wonder, ask adherents of this theory, that 

after so many years of oppression both during and after slavery, many blacks still fi nd 

themselves mired in poverty?   

 Employment Discrimination   Employment discrimination has been especially 

strong in holding down the incomes of women, blacks, Hispanics, and other minorities. 

The fact that women working full-time have generally earned about three-quarters of 

what their male counterparts have earned clearly points toward discrimination. Similar 

fi gures for blacks and Hispanics arouse the same suspicion. 

  But other factors have also contributed to these wage differentials—education, 

 training, and experience, and, in the case of many women, the years taken off work to 

raise children. Social scientists generally believe that about half of these wage differ-

entials result from employment discrimination and the other half from other factors. 

As more employment opportunities become available to women and to minorities, we 

may see a narrowing of wage differentials. Meanwhile, employment discrimination has 

obviously been playing a major role in the poverty of women, blacks, Hispanics, and 

other minorities.   

 Black Male Joblessness   Back in 1970, about 33 percent of all black families were 

headed by women. By the mid-1990s, the number had jumped to over 60 percent. The 

growing perception of a permanent welfare population of single black mothers and their 

children has raised the question of where are the young black males who got them preg-

nant? In college? Playing major-league ball? Probably not. 

  While more than four-fi fths of all white males aged 20 to 44 are employed, only 

about half of their black counterparts have jobs. What are the rest of them doing? Some 

are offi cially unemployed, and some are “discouraged workers” who have stopped look-

ing for work. And where are the rest of these guys? Some may be working in the under-

ground economy—in either the legal or illegal sector. And others have just slipped 

through the cracks. 

  William A. Darity, Jr., and Samuel L. Myers, Jr., argue that “black men are being 

excluded from the emerging economic order; they are socially unwanted, superfl uous, 

and marginal.” Consequently there is a shrinking pool of marriageable black men. This 

growing marginality has led to drug abuse, violent crime, incarceration, and a high death 

rate, further depleting the ranks of marriageable young black men. Cutting welfare ben-

efi ts, Darity and Myers observe, will do nothing to lower the number of black female-

headed households, because the underlying problem is fi nding meaningful employment 

for millions of black men.  7  

   The absence of eligible males does explain why there are so many single young 

black women, but it doesn’t explain why these women are having so many children. 

Full-time working women have 
earned 60 percent of what full-
time working men earned.

Full-time working women have 
earned 60 percent of what full-
time working men earned.

 Only half of all black males 
aged 16 to 64 are employed. 
 Only half of all black males 
aged 16 to 64 are employed. 

7William A. Darity, Jr., and Samuel L. Myers, Jr., “Family Structure and the Marginalization of Black Men: Policy 
Implications,” presented at the American Economic Association Meetings, Washington, DC, January 1995.
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Some conservatives, most notably Charles Murray,  8   believe that they allow themselves 

to get pregnant because they want to get on welfare. However, substantial research indi-

cates that although public assistance is the main source of support once these girls give 

birth, peer pressure, the wish to go through the rite of passage into womanhood, and the 

desire for something to love are the real motivating factors.  9  

   Let’s pause here for a minute to catch our breath. We’ve been talking for a while 

about the causes of what is mainly black poverty. Keep in mind that most poor people 

are white. But when we distinguish between short-term poverty and a permanent under-

class, we are talking mainly about a problem that has affected blacks, who constitute 

about 60 percent of the long-term poor.   

 Poverty Breeds Poverty   Poverty itself generally breeds poverty. Before birth an 

infant may suffer from poor prenatal care or even acquire an addiction to drugs, par-

ticularly crack. During childhood inadequate nutrition and a lack of medical and dental 

care also take their tolls. An unsafe—or even violent—environment, emotional depriva-

tion, and a broken home also militate against a good childhood. This situation makes it 

extremely diffi cult to do well in school, so the easiest course is to give up.   

 Inadequate Human Capital   Human capital is defi ned as the acquired skills of an 

individual—education, training, and work habits. People who grew up poor usually had 

poor home learning environments, attended poor schools, dropped out before graduation, 

acquired little useful work experience, did not develop good work habits, and have poorly 

developed communication skills. In sum, they are virtually unemployable in today’s 

economy.    

 The Conservative View versus the Liberal View 

 Now we’re ready for the Super Bowl of poverty theory debate—the conservatives versus 

the liberals. Representing the conservative view will be Charles Murray, whose book 

 Losing Ground  depicts overly generous public assistance programs as perpetuating a 

dependent underclass. William Julius Wilson is perhaps the most prominent of Murray’s 

liberal critics, so he’ll represent their view.  10   

    The conservatives and the liberals agree completely on ends—getting the long-term 

poor off welfare and into self-supporting employment—but they disagree completely on 

the appropriate means. Basically, the liberals favor the carrot approach, while the con-

servatives advocate the stick. 

    During the Great Depression, President Franklin Roosevelt’s New Deal program 

attempted to lift one-third of all Americans out of poverty. Poverty wasn’t rediscovered 

until the 1960s,  11   and the response was President Lyndon Johnson’s Great Society pro-

gram. Did this program and its extension through the 1970s actually help alleviate pov-

erty? Here’s Murray’s response:  

 In 1968, as Lyndon Johnson left offi ce, 13 percent of Americans were poor, using the 

offi cial defi nition. Over the next 12 years, our expenditures on social welfare quadrupled. 

And, in 1980, the percentage of poor Americans was—13 percent.  12  

The conservatives and liberals 
agree on ends but disagree on 
means.

The conservatives and liberals 
agree on ends but disagree on 
means.

  Did the Great Society program 
help alleviate poverty?  
  Did the Great Society program 
help alleviate poverty?  

8Charles Murray, Losing Ground: American Social Policy, 1950–1980 (New York: Basic Books, 1984).
9P. Cutright, “Illegitimacy and Income Supplements,” Studies in Public Welfare, paper no. 12, prepared for the 
use of the Subcommittee on Fiscal Policy of the Joint Economic Committee. Congress of the United States 
(Washington, DC: Government Printing Offi ce, 1973); C. R. Winegarden, “The Fertility of AFDC Women: An 
Economic Analysis,” Journal of Economics and Business 26 (1974), pp. 159–66; William Julius Wilson, When 
Work Disappears (New York: Knopf, 1996), pp. 107–9.
10Wilson would probably reject any label, but his views are supported by nearly all liberals.
11Interest was sparked by Michael Harrington’s book, The Other America (New York: MacMillan, 1962).
12Murray, Losing Ground, p. 8.
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      Murray draws this conclusion: By showering so much money on the poor, the gov-

ernment robbed them of their incentive to work. Using the archetypal couple, Harold and 

Phyllis, showed how in 1960 Harold would have gone out and gotten a minimum-wage 

job to support Phyllis and their newborn baby. But 10 years later the couple would be 

better off receiving public assistance and food stamps, living together without getting 

married, and having Harold work periodically. Why work steadily at an unpleasant, dead-

end job, asks Murray, when you can fall back on welfare, food stamps, unemployment 

insurance, and other government benefi t programs?     

      All of this sounds perfectly logical. But Murray’s logic was shot full of holes by his 

critics. We’ll start with welfare spending. Although payments  did  increase from 1968 to 

1980, when we adjust them for infl ation these payments actually decreased between 1972 

and 1980. William Julius Wilson really lowers the boom:  

 The evidence does not sustain Murray’s contentions. First, countries with far more generous 

social welfare programs than the United States—Germany, Denmark, France, Sweden, and 

Great Britain—all have sharply lower rates of teenage births and teenage crime. 

  Second, if welfare benefi ts fi gured in the decision to have a baby, more babies would 

be born in states with relatively high levels of welfare payments. But careful state-by-state 

comparisons show no evidence that [public assistance] infl uences childbearing decisions; 

sex and childbearing among teenagers do not seem to be a product of careful economic 

analysis.  13  

      Another problem with Murray’s analysis is that the unemployment rate doubled 

between 1968 and 1980, yet the poverty rate remained constant. Why? Because of all 

the social programs that were in place—unemployment insurance, public assistance, food 

stamps, and Medicaid, among others. Although there was substantial economic growth 

throughout most of the 1970s, this growth was insuffi cient to absorb all of the housewives 

and baby boomers who had entered the labor market. 

    Murray blamed the antipoverty programs for increasing poverty. Liberals would say 

he really had it backward: These programs prevented a bad situation from getting worse. 

During a time of rising unemployment, particularly among black males, it was actually 

a triumph of social policy to keep the poverty rate from rising. 

    All of this said, Murray’s thesis should not be dismissed out of hand. There  are  plenty 

of people out there who choose welfare as the easy way out. Even more to the point, a 

culture of poverty  has  developed during the last four decades. Had he said that the largesse 

of the federal government had induced a sizable minority of the poor to succumb to the joys 

of living on the dole, he would have had a valid point. Murray simply overstated his case. 

    Decades ago, when I was a case worker for the New York City Welfare Department, 

I saw hundreds of thick case folders documenting the lives of second-, third-, and fourth-

generation welfare families, consisting of scores of people, virtually all of whom had 

spent most or all of their lives dependent on public assistance. Had Murray confi ned his 

theory to this group, he would have had the support of the large majority of those work-

ing directly with the welfare population. Again, there  is  no valid general theory of the 

causes of welfare dependency. 

    In his landmark work  The Truly Disadvantaged,  Wilson begins by describing the 

black ghettos as they were more than 40 years ago. Sure there was crime, but it was still 

safe to walk the streets at night. And sure there was joblessness, but nothing like what 

there has been these last 30 years. Then he goes on to describe other social problems:  

 There were single-parent families, but they were a small minority of all black families and 

tended to be incorporated within extended family networks and to be headed not by unwed 

teenagers and young adult women but by middle-aged women who usually were widowed, 

separated, or divorced. There were welfare recipients, but only a very small percentage of 

  Forty years ago the ghettos 
were a lot kinder and gentler 
places to live.  

  Forty years ago the ghettos 
were a lot kinder and gentler 
places to live.  

13William Julius Wilson, Introduction to Lisbeth B. Schorr and Daniel Schorr, Within Our Reach (New York: 
Doubleday, 1989), p. xxv.

Charles Murray, American economist
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the families could be said to be welfare-dependent. In short, unlike the present period, 

inner-city communities prior to 1960 exhibited the features of social organization—

including a sense of community, positive neighborhood identifi cation, and explicit norms 

and sanctions against aberrant behavior.  14  

      So what happened? What happened was the civil rights revolution led by Martin Luther 

King, Jr., in the early 1960s and the subsequent legislation that lowered racial housing and 

employment barriers. Until then the big-city ghettos had been socioeconomically integrated. 

But this quickly changed by the late 60s as millions of blacks, who had been penned up 

in the ghettos, were fi nally able to move out. They moved into the houses and apartments 

that had been vacated by the whites who had fl ed to the suburbs. 

    How did this outward migration affect those who were left behind?  

 The exodus of middle- and working-class families from many ghetto neighborhoods 

removes an important “social buffer” that could defl ect the full impact of the kind of 

prolonged and increasing joblessness that plagued inner-city neighborhoods in the 1970s 

and early 1980s. . . . Even if the truly disadvantaged segments of an inner-city area 

experience a signifi cant increase in long-term joblessness, the basic institutions in that area 

(churches, schools, stores, recreational facilities, etc.) would remain viable if much of the 

base of their support comes from the more economically stable and secure families. 

Moreover, the very presence of these families during such periods provides mainstream 

role models that help keep alive the perception that education is meaningful, that steady 

employment is a viable alternative to welfare, and that family stability is the norm, not 

the exception.  15  

      This isolation makes it harder to fi nd a job; few ghetto dwellers are tied into the job 

network. And because few relatives or neighbors have steady work, tardiness and absen-

teeism are not considered aberrant behavior. Consequently, those who do fi nd jobs sel-

dom hold them very long. 

    So the key is jobs—or rather the lack of them:  

 The black delay in marriage and the lower rate of remarriage, each associated with high 

percentages of out-of-wedlock births in female-headed households, can be directly tied to 

the employment status of black males. Indeed, black women, especially young black women, 

are confronting a shrinking pool of “marriageable” (that is, economically stable) men.  16  

      The migration of black middle- and working-class families from the ghettos removed 

the key social constraint against crime. And the erection of huge, high-rise, low-income 

public housing projects further destroyed the remaining sense of community. Place 

together a large number of female-headed families with a large number of teenage chil-

dren (who commit more crime than any other population group) and you’ve got the 

recipe for not only high crime rates but almost complete social breakdown. 

    Wilson’s thesis is a direct repudiation of Murray’s, which blames public assistance 

and other social programs for the emergence of the permanent black underclass. Wilson 

fi nds no evidence to support that contention. Instead, he blames a whole range of social 

and economic forces, including past employment discrimination.   

 Solutions 

 All poor people have one thing in common: They don’t have nearly enough money. Or, 

in the words of the great wit Finley Peter Dunne, “One of the strangest things about life 

is that the poor, who need the money the most, are the very ones that never have it.”      

  The outward migration of 
middle- and working-class 
blacks had a signifi cant impact 
on those left behind.  

  The outward migration of 
middle- and working-class 
blacks had a signifi cant impact 
on those left behind.  

Lack of jobs is the key.Lack of jobs is the key.

  The best way to help poor people 
is to not be one of them.  

   — Reverend   Ike ,
New York City preacher   

  The best way to help poor people 
is to not be one of them.  

   — Reverend   Ike ,
New York City preacher   

William Julius Wilson, American 
sociologist

14William Julius Wilson,  The Truly Disadvantaged  (Chicago: University of Chicago Press, 1987), p. 3.
15Ibid., p. 56.
16Ibid., p. 145.
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     The basic liberal solution—in addition to combating employment discrimination—is 

to provide the poor with better education and training, and with millions of government 

jobs. The conservatives have placed their faith in providing the poor with jobs mainly in 

the private sector. But the basic strain running through conservative thought about welfare 

recipients may be summed up in just three little words: Cut ’em off. A solution with wide-

spread support, workfare, combines the liberal carrot of training and jobs with the conserva-

tive stick of cutting off the benefi ts of those who refuse to seek training or work.  

 The Conservative Solutions   To end the poor’s dependency on government lar-

gesse, Charles Murray would simply pull the plug on the life-support system:  

 [Scrap] the entire welfare and income-support structure for working-aged persons, including 

[public assistance], medicaid, food stamps, unemployment insurance, workers’ compensation, 

subsidized housing, disability insurance, and the rest. It would leave the working-aged 

person with no recourse whatsoever except the job market, family members, friends, and 

public or private locally funded services.  17  

     The Liberal Solutions   While the conservatives claim the government has done too 

much for the poor, the liberals believe much too little has been done. Barbara Ehrenreich, 

for example, points out that an increasing number of jobs do not pay enough to subsist 

on.  18   The solution? Government jobs.

   Government jobs doing what? Jobs rebuilding the nation’s crumbling highways 

and bridges, and staffi ng hospitals, schools, libraries, and day care centers. Jobs rebuild-

ing dilapidated inner-city housing and cleaning up toxic waste dumps. In the 1930s, 

the Works Progress Administration (WPA) of the New Deal employed millions of 

Americans building highways, airports, bridges, parks, and school buildings. Much of this 

infrastructure is badly in need of repair. In addition we need millions of people to staff 

day care centers, libraries, and after-school programs. Why not create a labor-intensive, 

minimum-wage public service jobs program of last resort for today’s low-skilled and 

jobless workers?  19  

   But some liberals acknowledge that even a massive jobs program won’t get  all  of 

the poor off the dole. Remember that nearly all people receiving public assistance are 

women with young children. 

  Our country will need to go beyond providing jobs if we are to succeed in greatly 

reducing poverty. The lives of those in the permanent underclass are fi lled with hopeless-

ness and despair. The lack of jobs put most of these families into this predicament, but 

it will take more than jobs, three or four generations later, to get them out of it. 

  Dr. David Rogers, president of the Robert Wood Johnson Foundation, remarked that 

“human misery is generally the result of, or accompanied by, a great untidy basketful of 

intertwined and interconnected circumstances and happenings”  20   that all need attention 

if a problem is to be solved. This point was amplifi ed by Lisbeth and Daniel Schorr in 

their landmark work  Within Our Reach :

   The mother who cannot respond appropriately to a child’s evolving needs while simultaneously 

coping with unemployment, an abusive husband or boyfriend, an apartment without hot water, 

insuffi cient money for food, and her own memories of past neglect—even a mother who is 

stressed to the breaking point can be helped by a neighborhood agency that provides day care, 

counseling, and the support that convinces her that she is not helpless and alone.  21  

      Jobs, jobs, jobs        Jobs, jobs, jobs  

More is needed than providing 
jobs.
More is needed than providing 
jobs.

17Murray, Losing Ground, pp. 227–28.
18Barbara Ehrenreich, Nickel and Dimed (New York: Henry Holt, 2001); Beth Schulman, The Betrayal of Work 
(New York: The New Press, 2003).
19See William Julius Wilson, When Work Disappears (New York: Knopf, 1996), pp. 225–38; and Sheldon 
Danziger and Peter Gottschalk, America Unequal (Cambridge, MA: Harvard University Press, 1995), p. 174.
20Robert Wood Johnson Foundation, Annual Report, 1984.
21Lisbeth B. Schorr and Daniel Schorr, Within Our Reach (New York: Doubleday, 1989), p. 151.
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       Welfare Reform: The Personal Responsibility and Work Opportunity Recon-
ciliation Act of 1996   This was the most signifi cant piece of welfare legislation since 

the Social Security Act of 1935. These are its main provisions:  

 •    The federal guarantee of cash assistance for poor children is ended.  

  •   The head of every welfare family would have to work within two years or the family 

would lose benefi ts.  

  •   After receiving welfare for two months adults must fi nd jobs or perform community 

service.  

  •   Lifetime welfare benefi ts would be limited to fi ve years. (Hardship exemptions 

would be available to 20 percent of families. These families would continue receiv-

ing public assistance.)  

  •   Each state receives a lump sum to run its own welfare and work programs.  

•     Up to 20 percent of those on public assistance—the ones who are least employable—

will be allowed to remain on the rolls beyond the time limit.   

  For the fi rst time since 1935 the federal government no longer guaranteed support 

to all of America’s children. Critics have pointed out that the law requires some 4 million 

mothers, nearly all with little education and poor job skills, to somehow go out and fi nd 

jobs that will support their families. And most signifi cantly, the law creates no new jobs, 

pays for no training programs, and makes no provision for additional free or low-cost 

day care facilities. 

  Around the time that Congress had passed and President Clinton had signed the 

Welfare Reform Act there were dire predictions that when families were thrown off 

public assistance, we would see children starving in the streets. But a study by Kathryn 

Edin and Laura Lein found that virtually all poor single mothers—whether working or 

receiving public assistance—were supplementing their income with money from a sup-

port network of relatives, boyfriends, or the absent fathers of their children.  22  

    Has  welfare reform been successful? The answer is yes—and no. In March 1994, the 

welfare rolls stood at a peak of 14.4 million recipients. (See  Figure 10 .) The rolls, which 

began falling in 1994, continued to fall steadily through the next 9 years. (See the box, 

“Going the Extra Mile.”) The welfare rolls reached a low of 4 million in 2003. Since then 

between 4 million and 4.8 million Americans have been receiving public assistance.  

   In the wake of the 2001 recession and the subsequent “jobless” recovery, which 

dragged on through 2003, one would have expected the public assistance rolls to not just 

  Workfare is now the law of the 
land.  
  Workfare is now the law of the 
land.  

 We have ended welfare as we 
know it. 

   —President  Bill   Clinton    

 We have ended welfare as we 
know it. 

   —President  Bill   Clinton    

  The trouble with being poor is 
that it takes up all your time.  

   — Willem de   Kooning        

  The trouble with being poor is 
that it takes up all your time.  

   — Willem de   Kooning        
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Recipients of Temporary 

Assistance for Needy Families, 

1985–2007
After climbing from 1989 through 
1993, the welfare rolls declined 
every year. The decline was 
especially sharp between 1994 
and 1999.

Source: Statistical Abstract of the United 
States, 2008; U.S. Department of Health 
& Human Services, www.acf.dhhs.gov/
programs/ofa/caseload/2007/
4qrtrecipients.htm.

22Kathryn Edin and Laura Lein, Making Ends Meet (Ithaca, NY: Cornell University Press, 1997).
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stop falling, but to begin rising again. After all, we  have  seen an uptick in the poverty 

rate for four consecutive years, so why didn’t the welfare rolls follow suit? 

  Writing in  The New York Times,  Robert Pear identifi es four reasons why welfare 

rolls continued falling:  

1.   People work harder to fi nd jobs before seeking public assistance.  

2.   Welfare recipients have learned job skills and a work ethic.  

3.   States provide child care and other noncash help, so they can keep jobs after leaving 

welfare.  

4.   New rules and requirements may intimidate poor people from seeking welfare.  23  

     Essentially people who might otherwise qualify for welfare are making do, not just 

by holding low-paying jobs, but relying more on family and friends. And then, too, from 

2001 to 2005, the number of households receiving food stamps rose by 35 percent. In 

sum, the welfare rolls have been reduced by two-thirds since 1994, but the large major-

ity of former recipients remain poor. 

  The current mantra is “work fi rst,” the policy of putting people to work without 

detours through training and education. So far, the state strategies appear to be paying 

off, since recipients have fl ed the welfare rolls in record numbers. But there have been 

serious problems. The wages earned by former welfare mothers average about $8 an 

hour, and 75 percent of them also lacked medical benefi ts. About one-third of those who 

left the rolls were back on welfare within a year. 

  Douglas J. Besharov, who teaches at the University of Maryland School of Public 

Policy and is a resident scholar at the conservative American Enterprise Institute, has 

summarized what has happened to the single mothers who left the welfare roles in the 

wake of welfare reform:  

 . . . the best estimates are that only about 40 percent to 50 percent of mothers who left 

welfare have steady, full-time jobs. Another 15 percent or so work part time. According 

to surveys in various states, these mothers are earning about $8 an hour. That’s about 

$16,000 a year for full-time employment. It is their story that the supporters of welfare 

reform celebrate, but $16,000 is not a lot of money, especially for a mother with two 

children.  24  

President Ronald Reagan used to refer to “Welfare 

Queens”—women who lived high off the hog on their 

welfare checks and made no effort to support them-

selves or their children. While there are indeed still 

some “Welfare Queens,” most of the women on welfare 

are either working, very actively looking for work, or 

are being trained for some form of work. In order to 

work, poor single mothers not only have to fi nd jobs, 

fi nd transportation to those jobs, but they have to arrange 

child care as well. This is what six Greenwood Missis-

sippi women must go through every working day:

Six Lefl ore County mothers are picked up in vans 
at 3 a.m. for a ride to jobs in faraway chicken 

processing plants where they earn about $6 an 
hour, or $12,000 a year. With stops to deliver 
children to sitters, the trip takes three or four hours.
 The women still collect a welfare check 
because the pay does not lift them above the 
poverty line, and the state pays for their child 
care and the van, and gives them $5 a day for 
lunch and a $3,000 bonus for working for two 
years.*

*Peter T. Kilborn, “Recession Is Stretching the Limit on Welfare 
 Benefi ts,” The New York Times, December 9, 2001.

Going the Extra Mile

23Robert Pear, “Despite Sluggish Economy, Welfare Rolls Actually Fell,” The New York Times, March 22, 2004, 
p. A21.
24Douglas J. Besharov, “End Welfare Lite As We Know It,” The New York Times, August 15, 2006, p. A19.
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Current Issue: Will You Ever Be Poor?

    What are the chances that your income will fall below the poverty line for at least 

a year?   Most Americans experience more than a year of poverty sometime after their 

20th birthday. We’re not talking about college or graduate student poverty. Indeed you 

can greatly increase your chances of experiencing some poverty if you don’t have a high 

school diploma. And if you’re black, then you stand more than 9 chances out of 10 of 

being poor for more than a year sometime during your adulthood. 

 Where do these numbers come from? They come from an ongoing study, the Panel 

Study of Income Dynamics, which has been following the same individuals and house-

holds every year since 1968. These 18,000 individuals from 4,800 households are tracked 

annually, and children born into these families are also included. Any dropouts are 

replaced by families with similar characteristics.  25  

   Table 4  shows the cumulative percentage of poverty by race for various age groups. 

Interestingly a majority of whites experiences a bout of poverty by the age of 75. But 

some 91 percent of all blacks spend at least a year of their lives below the poverty line.    

TABLE 4  The Cumulative Percentage of 
Americans Who Experience at Least 
a Year of Poverty, by Race

 Cumulative Percentage

Age Black White

20 29.7  6.9

35 61.6 25.6

55 79.3 38.3

75 91.0 52.6

Source: Data from Panel Study of Income Dynamics. Computations from 
Rank, op. cit., p. 96.

  See if you happen to know the answer to  this  question: Who would more likely be 

poor—a black person or a high school dropout? You can fi gure out the answer for your-

self by glancing at  Tables 4  and  5 .    

TABLE 5  The Cumulative Percentage of 
Americans Who Experience at Least 
a Year of Poverty, by Education

 Cumulative Percentage

Age Less than 12 years 12 years or more

20 12.4  8.6

35 41.5 29.1

55 60.5 39.2

75 75.3 48.0

Source: Data from Panel Study of Income Dynamics. Computations from 
Rank, op. cit., p. 96.

25See Mark Robert Rank,  One Nation, Underprivileged  (New York: Oxford University Press, 2004), p. 90–91.

  Comparing the cumulative percentages at each age, you should note that the chances 

of a black person being poor are much greater than that of a high school dropout. In 

other words race is a much better predictor of one’s lifetime prospects of being poor 

than a high school diploma. 
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 Despite the fact that your income may fall below the poverty line, you probably 

won’t ever be truly poor. The reason is that you’ll be able to fall back on your accumu-

lated wealth, especially your home. As you know, tens of millions of Americans have 

taken out home equity loans, which they use to fi nance their children’s educations, major 

consumption purchases, and sometimes just to maintain a lifestyle that requires spending 

more than their current income. So if your income  does  fall below the poverty for a year 

or two, or possibly even longer, you will probably manage quite well by taking out a 

home equity loan, digging into your savings, borrowing from your retirement plan, or, 

if worst comes to worse, maxing out your credit cards. 

 Middle class people generally have a built-in safety net to help them through bad 

times. But the truly poor, who were described in great detail through most of this chap-

ter, have few resources to fall back on in bad times. Indeed, for most of them, the bad 

times may well be the norm. So over the next 50 years, I’d like you to keep a record of 

how many years your income falls below the poverty line. If that never happens, then 

you’ve beaten the odds.        

  Questions for Further Thought and Discussion  

   1.    What’s the difference between the distribution of income and the distribution of 

wealth? Describe the distribution of income and the distribution of wealth in the 

United States.  

   2.   Discuss the basic determinants of income distribution.  

   3.    Who are the poor in the United States? A few population groups have very high 

 incidences of poverty. Explain why people in each of these groups tend to be poor.  

   4.    There are several theories of the causes of poverty. Why can’t a single theory explain 

all the poverty in the United States?  

   5.   Compare and contrast the conservative and liberal views of poverty.  

   6.    What has happened to the welfare rolls since the mid-1990s? What are the causes of 

this trend?  

   7.    Practical Application:  What steps would you take to cut our poverty rate in half?    
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   Multiple-Choice Questions  

Circle the letter that corresponds to the best answer.  

   1.   Most social scientists defi ne the poor as being the 

lowest    percent of our income 

recipients. (LO 4 )  

  a)   10    d)  40

  b)   20    e)  50

  c)   3            

   2.   Which is the most accurate statement? (LO 7 )  

  a)    Although there are several theories of poverty, it is 

possible to formulate just one theory which 

completely explains 99 percent of all poverty in 

the United States.  

  b)    There are at least a dozen theories of poverty, and 

each has at least some apparent validity.  

  c)    Poverty can be explained largely by employment 

discrimination.  

  d)    Poverty is no longer a major socioeconomic 

problem in the United States.    

   3.   The Darity-Myers thesis is an attempt to explain 

  . (LO 7 )  

  a)   black poverty  

  b)   the poverty of the elderly  

  c)   worldwide poverty  

  d)   the permanent underclass    

   4.   An equal distribution of income would 

  . (LO 1 )  

  a)    hurt both the work incentive and the incentive 

to save  

  b)    hurt neither the work incentive nor the incentive 

to save  

  c)    hurt the work incentive but not the incentive 

to save  

  d)    hurt the incentive to save but not the work 

incentive    
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   5.   Doctors earn more than people in other professions 

basically because   . (LO 2 ,  3 )  

  a)    they need to be compensated for all those years 

they spent in school  

  b)    they are in short supply relative to the demand for 

their services  

  c)    it costs a lot more to be a doctor—offi ce expenses, 

support staff, and malpractice insurance—than it 

does to be in almost any other profession  

  d)   doctors put in longer hours than most other people    

   6.   To keep a family of four at the poverty line a person 

working a 40-hour week would need to earn about   

   an hour. (LO 4 )  

  a)   $6    d)  $12

  b)   $8    e)  $14

  c)   $10            

   7.   Compared to their levels in 2003, the poverty line has    

 and the minimum hourly wage has   

. (LO 4 )  

  a)   gone up, gone up  

  b)   stayed the same, stayed the same  

  c)   gone up, stayed the same  

  d)   stayed the same, gone up    

   8.   Women working full-time earn a little more than 

   percent of what is earned by their male

  counterparts. (LO 1 ,  3 )  

  a)   33    c)  75

  b)   50  d)  100            

   9.   Each of the following is a major source of great 

wealth except   . (LO 3 )  

  a)   earning large salaries  

  b)   starting up new companies  

  c)   real estate  

  d)   inheritance    

Workbook for Chapter 17

Name  Date 
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   10.   Which is not aimed solely at the poor? (LO 6 )  

  a)   Food stamps  

  b)   Public assistance  

  c)   Social Security  

  d)   Medicaid    

   11.   Which statement is true? (LO 7 ,  8 )  

  a)   Very few poor people hold jobs.  

  b)    The main reason for poverty is that some people 

refuse to work.  

  c)    A person holding a minimum wage job could raise 

her family out of poverty.  

  d)    There are millions of people whose jobs don’t pay 

enough to support their families.    

  12.   Which statement is false? (LO 5 )  

  a)    About three-fourths of the poor are single mothers 

and their children.  

  b)    About half of the poor are elderly.  

  c)    People living in the South are more likely to be 

poor than those living in the rest of the country.  

  d)   None of these statements is false.    

   13.   About  million Americans are 

homeless. (LO 5 )  

  a)   2 to 3    d)  20 to 25

  b)   6 to 8    e)  40 to 50

  c)   12 to 15            

   14.   Which statement is true? (LO 5 )  

  a)   Most poor people are black.  

  b)   Most black people are poor.  

  c)    People over age 65 have a higher poverty rate than 

the overall rate for Americans.  

  d)   None of these statements is true.    

   15.   Darity and Myers predict that   . (LO 7 )  

  a)    welfare reform will lead to a sharp decline in the 

number of black families living below the poverty 

line  

  b)    cutting welfare benefi ts will increase the ranks of 

marriageable young black men  

  c)    the underlying cause of poverty is too much 

government intervention  

  d)    there will be an increasing number of black 

families headed by females    

   16.   “The exodus of middle- and working-class families 

from many ghetto neighborhoods removes an important

  ‘social buffer’” was said by   . (LO 7 )  

  a)   Nicholas Lemann  

  b)   Charles Murray  

  c)   Barbara Ehrenreich  

  d)   William Julius Wilson    

   17.   Which statement is true? (LO 5 )  

  a)   Virtually none of the homeless have jobs.  

  b)   Many of the homeless are mentally ill.  

  c)    The homeless are concentrated in a few large 

cities.  

  d)   None of these statements is true.    

   18.   More than one out of every    children lives 

in poverty. (LO 5 )  

  a)   two  c)  eight  

  b)   six    d)  eleven          

   19.   Social scientists believe      the differential 

between what women and men earn can be explained

  by employment discrimination. (LO 2 )  

  a)   almost all of  

  b)   about half of  

  c)   only a small part of    

   20.   Which statement is false? (LO 7 ,  8 )  

  a)   Poverty breeds poverty.  

  b)   Poor people have low human capital.  

  c)    The liberals and conservatives disagree on how to 

get people off the welfare rolls and into self-

supporting jobs.  

  d)   None of these statements is false.    

   21.   It would not be reasonable to say that poor people are 

    . (LO 5 )  

  a)    grudgingly tolerated by society’s “productive” 

members  

  b)   largely superfl uous to our socioeconomic system  

  c)   basically self-supporting  

  d)   poor for a variety of reasons    
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   22.   Which one of the following statements is 

false? (LO 6 ,  7 )  

  a)    The poor pay higher prices to buy groceries, 

furniture, and appliances.  

  b)    Low-income families can pay over $500 more for 

the same car bought by a higher-income household.  

  c)    The poor pay higher interest rates than people 

with higher incomes.  

  d)    Very few poor people can claim the earned income 

tax credit.    

   23.   The earned income tax credit is     . (LO 6 )  

  a)   a form of welfare  

  b)    a refund check paid to the working poor by the 

Internal Revenue Service  

  c)   a very minor form of government aid to the poor  

  d)   opposed by both liberals and conservatives    

   24.   The superrich get most of their income from     

. (LO 2 )  

  a)   rent, interest, and profi ts  

  b)   wages  

  c)   illegal transactions  

  d)   none of the above    

   25.   The richest fi fth of all American families receives     

 percent of our total income. (LO 1 )  

  a)   almost 35    c)  more than 60

  b)   about 50    d)  more than 75          

   26.   Which of the following is the most accurate 

statement?   (LO 5 )  

  a)    The standard of living of poor American children 

is very low compared to that of middle-class 

American children.  

  b)    Poor children in the United States are much worse 

off than poor children in virtually all other OECD 

countries.  

  c)    Poor children in the United States are much better 

off than poor children in virtually all other OECD 

countries.  

  d)    There is no way to compare the degree of child 

poverty in the United States with the degree of child 

poverty in other economically advanced countries.  

    27.   Between 1968 and 2006, the percentage share of total 

income grew for the   . (LO 1 ,  2 )  

  a)   lowest two quintiles  

  b)   the middle three quintiles  

  c)   the highest quintile  

  d)   the highest quintile and the lowest quintile    

   28.   Between 1968 and 2006, our income distribution has   

. (LO 1 )  

  a)   became more equal  

  b)   stayed about the same  

  c)   became less equal    

   29.   Real median family income in the U.S. has 

  . (LO 1 ,  3 )  

  a)   grown each year since 2000  

  b)   declined each year since 2000  

  c)   doubled since the late 1960s  

  d)   become lower today than it was in 1975    

   30.   Which of the following statements is the most 

accurate? (LO 5 ,  6 )  

  a)    The welfare rolls today are much lower than they 

were in 1996.  

  b)    About 1 in 8 Americans lives below the poverty 

line.  

  c)    Without Social Security benefi ts, at least 75 

percent of all senior citizens would be poor.  

  d)    The Welfare Reform Act of 1996 has cut the 

poverty rate by almost 60 percent.    

   31.   Which statement is true? (LO 3 )  

  a)    All of the 10 richest Americans inherited their 

fortunes.  

  b)    In order to make the top ten list of American 

billionaires, you need a fortune of over $15 billion.  

  c)    The two richest families in the United States today 

are the Rockefellers and the Fords.  

  d)    Most of the 10 richest Americans own large 

manufacturing companies.    

   32.   Which is the most accurate statement? (LO 4 ,  5 )  

  a)    Although there are poor children in the U.S., our 

child poverty problem is not nearly as bad as that 

of most other rich countries.  

  b)    The reason so many people in poor countries still 

don’t have safe drinking water is that it would cost 

at least $50 billion a year to provide it.  

  c)    Poor people in the U.S. spend more than double 

their reported incomes.  

  d)    Although some war veterans are poor, virtually 

none is homeless because of the efforts of the 

Veteran’s Administration to fi nd them housing.    
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   33.   Which statement is true? (LO 1 ,  3 )  

  a)    If we redistributed income every year so that 

everyone would get the same amount, this would 

hurt the effi ciency of our economy.  

  b)    Virtually everyone agrees that we should 

redistribute most of the income received by the 

rich to the poor.  

  c)    The poor get a great deal more satisfaction from 

each additional dollar of income than the rich.  

  d)    There is no relationship between the distribution 

of income and economic incentives.    

   34.   The largest government program aimed exclusively at 

helping the poor is   . (LO 6 )  

  a)   the earned income tax credit  

  b)   public assistance  

  c)   food stamps  

  d)   Social Security    

   35.   Which one of the following people would most likely 

experience at least a year of poverty after her or his 

20th birthday? (LO 5 )  

  a)   A high school dropout  

  b)   A black person  

  c)   A white person  

  d)   A college dropout    

   36.   Which statement is true? (LO 6 ,  9 )  

  a)   Most of the nation’s poor receive welfare benefi ts.  

  b)    Since the Welfare Reform Act of 1996, no new 

welfare cases have been accepted.  

  c)   More people than ever are receiving welfare benefi ts.  

  d)    Most single mothers who have recently left the 

welfare rolls remain poor.    

   37.   Which statement is true? (LO 6 ,  8 )  

  a)    Over 90 percent of the families receiving public 

assistance are headed by people who are 

employed.  

  b)    Nearly 90 percent of those in the workforce earn 

at least $10 an hour.  

  c)    The welfare rolls are much lower today than they 

were in 1994.  

  d)    If every adult on welfare were willing to work, we 

could cut the number of welfare families by over 

75 percent.    

   38.   Between 2000 and 2004 the poverty rate 

  . (LO 4 ,  9 )  

  a)   rose for four consecutive years  

  b)   fell for four consecutive years  

  c)   rose for two years and then fell for two years  

  d)   fell for two years and then rose for two years    

   39.   What would be the most effective way of raising 

people out of poverty? (LO 8 )  

  a)    Cut off welfare payments to every family with at 

least one adult member between the ages of 

18 and 64.  

  b)   Raise the minimum hourly wage.  

  c)   Eliminate the earned income tax credit.  

  d)    Have the government put welfare recipients to 

work at minimum wage jobs.    

   40.   Which one of the following statements is the most 

accurate? (LO 8 )  

  a)    Our nation provides cradle-to-grave security for 

our military personnel and their families.  

  b)    Because of the relative high pay and benefi ts 

provided by the military, very few military 

families run into fi nancial problems.  

  c)   No military family lives below the poverty line.  

  d)   Some military families depend on food pantries.    

   41.   Within the city of New Orleans, most of the victims 

of Hurricane Katrina were   . (LO 5 )  

  a)   rich and white  

  b)   rich and black  

  c)   poor and white  

  d)   poor and black    

   42.   Which is the most accurate statement? (LO 6 )  

  a)    Because of the efforts of the Veterans 

Administration, only a handful of veterans are 

homeless.  

  b)    Most military families have to get by on food 

stamps and help from food pantries and soup 

kitchens.  

  c)    Military pay is high enough to keep virtually all 

military families well above the offi cial poverty line.  

  d)    Although nearly all of our leading politicians wear 

American fl ag lapel pins, they do not provide 

enough economic support to our troops, so many 

military families are in severe fi nancial diffi culty.    
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   43.   Who made this statement? “I still have the audacity to 

believe that people everywhere can have three meals 

a day.” (LO 4 )  

  a)   Charles Murray  

  b)   William Julius Wilson  

  c)    Barbara Bush (mother of President George W. 

Bush)  

  d)   Martin Luther King, Jr.  

  e)   Lisbeth B. Schorr    

   44.   Which one of the following statements is  false?    (LO 5 )  

  a)    Nearly half of all poor Americans own their own 

homes.  

  b)    A poor person today has roughly the same standard 

of living as a middle-income person 30 years ago.  

  c)     The reported consumption spending of people in 

the lowest income quintile is about twice their 

reported income.  

  d)    The standard of living of American’s poor is 

comparable to that of most of the rest of the 

world’s poor people.       

 Fill-In Questions  

   1.   The richest 1 percent of our population owns over    

 percent of our wealth. (LO 3 )  

   2.   The two biggest benefi t programs aimed solely at the 

poor are    

and   . (LO 6 )  

   3.   About one out of every    black Americans 

is poor. (LO 4 )  

   4.   About    percent of all poor people are 

black. (LO 4 )  

   5.   The basic problem with the absolute concept of 

poverty is fi nding the   . (LO 4 )  

   6.   The poverty line is set by the   . (LO 4 )     

   7.   The richest quintile of humanity spends about   

 times as much on consumption as 

the world’s poorest quintile. (LO 1 )  

 Problems  

Use  Figure 1  to answer problems 1 through 4. (LO 1 )  

445

 Figure 1 

100 

80 

60 

40 

20 

0

P
er

ce
nt

of
in

co
m

e
Percent of households

S

R

Q

0 10 20 30 40 50 60 70 80 90 100

   1.   How much is the percentage of income received by 

the lowest quintile on line R?  

   2.   How much is the percentage of income earned by the 

highest quintile on Lorenz curve Q?  

   3.   How much is the percentage of income received by 

the highest quintile on line R?  

   4.   How much is the percentage of income received by 

the middle three quintiles on line S?              
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   Chapter 18 

  H
 uge container ships steam into Seattle every day loaded with shoes, clothing, textiles, 

furniture, TVs, and cameras that were made in Asia. On their return trip these same 

ships leave half empty, bearing chemicals, meat, grain, as well as hay, scrap metal, 

and scrap paper. These cargoes vividly illustrate our relationship with our Asian trading 

partners: We buy what they make, but they don’t buy that much of what we make. 

  Trillions of dollars’ worth of business in international trade is conducted every year. 

Certain trading nations—Japan, the United Kingdom, Singapore, the Netherlands, Korea, 

and Taiwan among them—draw their economic lifeblood from foreign trade, while oth-

ers, such as the United States, France, Germany, Russia, and China, are relatively self-

suffi cient. Yet even the United States has become increasingly dependent on imported 

TVs, apparel, textiles, steel, compact cars, oil, and other goods. 

  How this trade is conducted is the subject of this chapter; how it is fi nanced is the 

subject of the next. The thread that runs through international trade and fi nance is spe-

cialization and exchange. If all the nations of the world were self-suffi cient, there would 

be no international trade and little need for international fi nance. But if that were to 

happen, the world would have a much lower standard of living. 

 International Trade  

  More and more of our imports come from overseas. 

    —President  George W.   Bush     

   1.  Specialization and trade. 
   2.  Domestic exchange equations. 
   3.  Absolute advantage and comparative 

advantage. 
   4.  Tariffs or quotas? 
   5.  The arguments for protection. 

   6.  The causes of our trade imbalance. 
   7.  What we can do to restore our 

balance of trade. 
   8.  Our trade defi cits with Japan and 

China. 
   9.  U.S. trade policy: A historical view.  

  LEARNING OBJECTIVES 

  These are the international trade topics you’ll learn about:  

   America is being fl ooded with imports, and millions of workers are being thrown out of 

work. Americans are buying not just foreign-made cameras and DVD players, but also 

foreign-made steel, textiles, apparel, personal computers, cars, and toys. But why worry? 

After all, the world is now a global village, and we all buy from and sell to each other. 

Why should we buy something from an American fi rm when we can get a better deal 

from a foreign fi rm? 

  International trade is really good for everyone. As consumers, we are able to pur-

chase a whole array of goods and services that would not have otherwise been avail-

able—at least, not at such low prices. Hence, we can thank international trade for much 

of our high standard of living. As producers, we are able to sell a great deal of our 
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448 C H A P T E R  1 8

output abroad, thereby increasing our employment and profi ts. So far, so good. The only 

trouble is that during the last two decades or so, we have been buying a lot more from 

foreigners than they have been buying from us. 

  So what do we  do ? Do we throw up protective tariff barriers to keep out lower-priced 

foreign imports? Or, like the old Avis rent-a-car commercials, do we just try harder? After 

a brief history of U.S. trade, in Part II of the chapter we’ll consider the theory of international 

trade, why such trade is so wonderful, and why we should not do anything to impede its 

fl ow. In Part III we’ll take a closer look at the practice of international trade and try to zero 

in on the causes of our trade imbalance and what we can do to redress it. And then, in Part 

IV, we’ll look at why we’ve been running huge trade defi cits with Japan and China. 

  Part I: A Brief History of U.S. Trade  

 The United States did not always run large trade defi cits. Indeed, we ran surpluses for 

virtually the entire fi rst three-quarters of the 20th century. Let’s look at that record, and 

at U.S. government trade policy over the years.  

 U.S. Trade before 1975 

 Why 1975? Because that’s the last year we ran a trade surplus. Until 1971 the United 

States had run a surplus nearly every year of the 20th century. 

    Until the early 1900s we were primarily an agricultural nation, exporting cotton and 

grain to Europe in exchange for manufactured goods. These included not just consumer 

goods—shoes, clothing, books, and furniture—but also a great deal of machinery and 

equipment for our growing industrial sector. We ran relatively small trade defi cits through 

most of the 19th century. 

    But once we had become a powerful industrial nation, by the turn of the 20th 

century, we had not only less need of European manufactures but we were now export-

ing our own manufactured goods. With the outbreak of World War I in 1914, we added 

armaments to our growing list of exports, as our trade surpluses mounted. In the 1920s 

we inundated the world with Model T Fords, as well as a host of other American 

vehicles, along with radios, phonographs, toasters, waffl e irons, and other consumer 

appliances. 

    The Great Depression of the 1930s depressed not only worldwide production of 

goods and services but their export as well. Our trade surpluses increased in the 1940s, 

with the advent of World War II, when, once again, we shipped huge quantities of food 

and armaments to England, the Soviet Union, China, and our other allies. It took 15 years 

for the world’s other leading industrial powers to recover from the devastation of the 

war, during which time we supplied the world from our cornucopia of manufacturing 

and agricultural products. During this period, and well into the 1960s, we continued 

running substantial trade surpluses.   

 U.S. Trade since 1975 

 By the early 1960s Japan and the industrial nations of Western Europe had rebuilt their 

factories and stemmed the fl ood of American imports. Later in that decade these nations, 

especially Japan, were exporting cars, TVs, cameras, and other consumer goods to the 

United States and going head-to-head with American manufacturers throughout the 

world. By the late 1970s our trade defi cits were mounting (see  Figure 1 ). Although these 

defi cits rose and fell over the years, by 1984 they crossed the $100 billion mark. 

    In the late 1990s, our trade defi cit really took off. Some of the contributing factors 

were the high U.S. dollar (which made our exports more expensive and our imports 

cheaper), our rapid economic growth, which expanded our demand for foreign goods and 

services, and our insatiable appetite for foreign consumer goods. 

    Our service sector has had a positive balance since the mid-1980s, but it has been 

increasingly overwhelmed by our huge and growing negative balance of trade in goods. 

  We ran trade surpluses before 
1975 and defi cits after 1975.  
  We ran trade surpluses before 
1975 and defi cits after 1975.  

  We faced increasing trade 
competition in the 1960s.  
  We faced increasing trade 
competition in the 1960s.  

sLa62468_ch18_447-474.indd Page 448  6/9/08  6:55:56 PM user-s208sLa62468_ch18_447-474.indd Page 448  6/9/08  6:55:56 PM user-s208 /Volumes/101/MHBR062/sLa9ch18%0/Volumes/101/MHBR062/sLa9ch18%0



 International Trade 449

The major contributors to our positive service balance include education, fi nancial and 

legal services, royalties and license fees, operational leasing, and fi lm and television 

video rentals and sales. 

    Back in 1960 just 4 percent of the cars Americans purchased and 6 percent of our TVs, 

radios, and other consumer electronics were built outside the United States. Also, we 

imported just 5 percent of our steel and 3 percent of our machine tools. Today all of our 

TVs, nearly all of our other consumer electronics, and over one-quarter of our cars are 

imported. And today we import 60 percent of our oil, compared to just 15 percent in 1960. 

     Table 1  provides a snapshot view of our imports, exports, and balance of trade in 

2007. In that year our trade defi cit set a national and world record. As you can see, we 

imported $826 billion more in goods than we exported. Services continued to be the one 

bright spot of our trade balance, since we exported $118 billion more than we imported.  

 How big was our trade defi cit last month? Go to  www.census.gov/indicator/www/ustrade.

html.     
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Figure 1

U.S. Balance of Trade in Goods 

and Services, and Overall 

Balance, 1970–2007 (in billions 

of dollars)
Since the late 1980s we have been 
running a large and growing surplus 
on services. Our balance on goods, 
which has been negative since the 
mid-1970s, has grown much worse 
since 1991.

Sources: Economic Report of the 
President, 1985–2008; Economic 
Indicators, April 2008.

TABLE 1   U.S. Balance of Trade, 2007 
(in billions of dollars)

Goods 
 Imports 2$1,979

 Exports 1 1,153

Balance of goods 2   826

Services 

 Imports 2$372

 Exports 1 490

Balance of services 1 118

Balance of trade* 2 708

*Numbers may not add up exactly because of rounding. 
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 U.S. Government Trade Policy 

 We can get a snapshot view of this policy over the last two centuries by glancing at 

 Figure 2 . The relatively high tariffs through most of the 19th century and during the 

Great Depression refl ected the political climate of those times. 

        Back in Chapter 1 we talked about the high protective tariff being a cause of the Civil 

War. How did that come to be? Initially the tariff was purely a revenue-raising device, 

but after the War of 1812 war-born industries found it impossible to meet British compe-

tition, and the tariff took on a protective tinge. In 1816 the fi rst protective tariff was 

adopted, followed in 1828 by the “Tariff of Abominations.” But to whom was this tariff 

so abominable? To the South, which was primarily an agrarian economy, exporting cotton 

and importing manufactured goods. Of course the industrial Northern manufacturers 

wanted the South to buy their own goods rather than import them from Europe. However 

the South, allied with the Western states joining the union, was able to induce Congress 

to progressively lower tariffs until the Civil War. Note that, in 1861, when the 11 states 

of the Confederacy withdrew from the union, tariffs went right back up once more. Busi-

ness-oriented Republican administrations kept them high until the Underwood Tariff of 

1913, which, incidentally, was passed by a Southern-dominated Democratic Congress. 

    Again, during the Great Depression, virtually every industrial power, beset with 

massive unemployment, raised its tariffs to keep out foreign goods. Of course, since 

everyone was doing this, world trade dwindled to a fraction of what it had been in the 

1920s. While certain jobs were protected, others, mainly in the export sector, were lost. 

Economists believe that these high tariffs, especially the Smoot-Hawley Tariff of 1930, 

made the depression a lot worse than it might have otherwise been. 

  A century of high protective 
tariffs  
  A century of high protective 
tariffs  

Figure 2

U.S. Tariffs, 1820–2008
Although tariffs fl uctuated widely from the 1820s through the early 1930s, there has been a strong downward 
trend. Today tariffs average less than 5 percent of the price of our imported durable goods.

Source: U.S. Department of Commerce.
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    The GATT (General Agreement on Trade and Tariffs) treaty of 1947 began a down-

ward trend in tariffs all around the world, leading to the formation of the World Trade 

Organization, which was set up to further facilitate world trade. GATT and the World 

Trade Organization were discussed in Chapter 8 of  Economics  and  Macroeconomics.   
     Economists are virtually unanimous in their support of free trade, and increasingly, 

so are our presidents. Our last three presidents, Ronald Reagan (1981–89), George Bush 

(1989–93), and Bill Clinton (1993–2001), were all ardent supporters of free trade as is 

President George W. Bush. However, many Americans, especially labor union members 

and environmentalists, prefer what they call “fair trade.”  1  

      Part II: The Theory of International Trade  

 Since 1992 our trade defi cit has ballooned from just $30 billion to $708 billion in 2007. 

What can we do to reverse this trend? Should we restrict this profusion of imports, or 

should we listen to the reasoning of the economics profession, which is nearly unanimous 

in arguing for free trade?  

 Specialization and Trade 

 The basis for international trade is specialization. Different nations specialize in the 

production of those goods and services for which their resources are best suited. An 

individual who attempts to be entirely self-suffi cient would have to make her own nails, 

grow her own food, spin her own cloth, sew her own clothes, make her own tools, ad 

infi nitum. It is much easier and a lot cheaper to work at one particular job or specialty 

and use one’s earnings to buy those nails, food, clothes, and so on. 

    What makes sense individually also makes sense internationally. Thus, just as it pays 

for individuals to specialize and trade, it pays for nations to do so. And that’s exactly what 

we do: On a national basis we specialize and trade. But it would be impossible to do this 

unless there were a big enough market in which to buy and sell the goods and services we 

produce. Of course, the United States has long been the world’s largest national market. 

    Adam Smith recognized the advantages of foreign trade more than two centuries 

ago when he wrote:  

 If a foreign country can supply us with a commodity cheaper than we ourselves can make 

it, better buy it of them with some part of the produce of our own industry, employed in a 

way in which we have some advantage. The general industry of the country . . . will not 

thereby be diminished . . . but only left to fi nd out the way in which it can be employed 

with the greatest advantage.  2  

      Smith’s argument provides the basis for international trade. Country A specializes 

in making the products that it can make most cheaply. Country B does the same. When 

they trade, each country will be better off than they would have been if they didn’t 

specialize and trade.   

 Absolute Advantage 

 Let us say that workers in Brazil can produce more cell phones per hour than workers 

in Argentina. But Argentinian workers can turn out more PlayStations per hour than can 

Brazilian workers. We would say, then, that Brazilian workers have an absolute advantage 

in producing cell phones, while Argentinian workers have an absolute advantage in 

  A downward trend in tariffs 
since 1947  
  A downward trend in tariffs 
since 1947  

  Almost everyone seems to 
support free trade.  
  Almost everyone seems to 
support free trade.  

  If we will not buy, we cannot sell.  
   —President  William   McKinley    

  If we will not buy, we cannot sell.  
   —President  William   McKinley    

  Specialization is the basis for 
international trade.  
  Specialization is the basis for 
international trade.  

  It pays for nations to specialize, 
just as it pays for individuals.  
  It pays for nations to specialize, 
just as it pays for individuals.  

1This topic as well as NAFTA, WTO, and the European Union are discussed in Chapter 8 of Economics and 
Macroeconomics.
2Adam Smith, The Wealth of Nations, vol. 1, ed. Edwin Cannan (London: University Paperbacks by Methuen, 
1961), pp. 478–79.
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 producing PlayStations. Absolute advantage is the ability of a country to produce a good 
using fewer resources than another country. 
    Common sense tells us that Brazil should trade some of its PlayStations for some of 

Argentina’s cell phones. But the basis for trade is not absolute advantage, but comparative 

advantage. This concept shows us just how much two countries can gain by trading.   

 Comparative Advantage 

 Back in Chapter 2 we introduced production possibility curves, which showed how much 

a country could produce if its output were limited to just two goods. Now we’ll look at 

the production possibilities frontiers of Peru and Pakistan (see  Figure 3 ). 

    Notice that the production possibilities frontiers of Peru and Pakistan are straight 

lines, rather than the curves we had in Chapter 2. To keep things simple, let’s assume 

that the resources used to produce corn are equally suitable for producing cameras.     That 

enables us to have straight-line production possibility frontiers, which will help us 

 demonstrate the law of comparative advantage. 

    Peru can produce two bushels of corn for every camera it makes. And Pakistan can 

produce one bushel of corn for every two cameras it makes. Are you ready for the  million 

dollar question? OK, here’s the question: Should Pakistan and Peru trade with each other? 

    What’s your answer? If you said “yes,” then you’re right! That’s because both nations 

are better off by trading than by not trading. Pakistan gains by trading cameras to Peru 

for corn; Peru gains by trading corn to Pakistan for cameras. So both nations gain by 

trading. 

    Let’s go back to the concept of opportunity cost. What is Pakistan’s opportunity cost 

of producing two cameras? In other words, to produce two cameras, what does Pakistan 

give up? 

    The answer is one bushel of corn. Now what is the opportunity cost of growing two 

bushels of corn for Peru? 

    Peru’s opportunity cost is one camera. Now we’re ready for the law of comparative 

advantage.  The law of comparative advantage states that total output is greatest when 
each product is made by the country that has the lowest opportunity cost.      If the relative 

opportunity costs of producing goods (what must be given up in one good in order to 

get another good) differ between two countries, there are potential gains from trade. 

    Please glance back at  Figure 3 . You’ll notice that Peru produces at point D (40 bush-

els of corn and 20 cameras). Pakistan is at point G (20 bushels of corn and 40 cameras). 

 Table 2  restates points D and G. 

Figure 3

Production Possibilities Curves
Peru, operating at full capacity, can 
produce 80 bushels of corn or 40 
cameras. Pakistan, operating at full 
capacity, can produce 40 bushels of 
corn or 80 cameras.
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 International Trade 453

    We know that Pakistan can gain by trading cameras for corn, while Peru can gain by 

trading corn for cameras. So let’s have Pakistan specialize in the production of cameras, 

placing it at point H of  Figure 3 . Meanwhile Peru, which now specializes in growing 

corn, will produce at point C of  Figure 3 .  Table 3  restates points C and H.    

     Now Peru and Pakistan can trade. Let’s assume the terms of trade are one camera 

for one bushel of corn. Pakistan will send Peru 40 cameras in exchange for 40 bushels 

of corn. This brings us to  Table 4 . 

TABLE 2   Production and Consumption 
of Corn and Cameras before 
Specialization and Trade

 Pakistan Peru

Bushels of corn 20 40

Cameras 40 20

TABLE 3   Production of Corn and Cameras 
after Specialization

 Pakistan Peru

Bushels of corn 0 80

Cameras 80 0 

TABLE 4   Consumption of Corn and 
Cameras after Trade

 Pakistan Peru

Bushels of corn 40 40

Cameras 40 40

    It should be pretty obvious that both countries gained by specializing and trading. 

Just compare the numbers in  Table 2  with those in  Table 4 . Pakistan gained 20 bushels 

of corn and Peru gained 20 cameras. 

    Let’s work out another comparative advantage example. If France used all its 

resources, it could turn out 10 cars or 20 fl at screen TVs, while Spain, using all its 

resources could turn out 5 cars or 15 TVs. 

    Which country has a comparative advantage in building cars, and which country has 

a comparative advantage in building TVs? Write your answers here:

   has a comparative advantage building cars. 

      has a comparative advantage building TVs. 

   Solution: The opportunity cost to France of producing one car would be two TVs. The 

opportunity cost to Spain of producing one car would be three TVs. So France has a com-

parative advantage building cars and Spain has a comparative advantage building TVs. 

    Suppose the terms of trade were fi ve TVs for two cars. Why would it pay for France 

to trade two cars in exchange for fi ve TVs? 

   Solution: If France produced both cars and TVs, for every fi ve TVs it made, it would 

be making two and a half less cars. But if France traded with Spain, she could produce 

just two cars and get fi ve TVs in exchange. 

    Next question: Why would it pay for Spain to trade fi ve TVs for two cars? 
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   Solution: If Spain produced both cars and TVs, for every two cars she made, Spain would 

be making six less TVs. But if Spain traded with France, she could produce just fi ve 

TVs and get two cars in exchange. If you’d like a little more practice, see the box, “How 

Comparative Advantage Leads to Gains from Specialization and Trade.” 

454

E X T R A

H E L P
Just glance at Figure A and answer this question: Which 

country should specialize in producing telescopes and 

which country should specialize in producing microscopes?

Solution: If Canada used all its resources, it could produce 

either 60 telescopes or 30 microscopes. The opportunity 

cost of producing one microscope would be two telescopes. 

If Belgium used all its resources it could produce either 

30 telescopes or 90 microscopes. The opportunity cost of 

producing one telescope would be three microscopes.

 Clearly, then, Canada should specialize in making 

telescopes and Belgium should specialize in making 

microscopes.

 If one microscope could be traded for one telescope, 

let’s see how Canada would gain by trading its telescopes 

for Belgium’s microscopes.

How Comparative Advantage Leads 
to Gains from Specialization and Trade

 If Canada didn’t specialize and trade, the opportunity 

cost for every microscope it produced would be not pro-

ducing two telescopes. But it can now trade one telescope 

and receive in return one microscope. It’s better to give 

up one telescope in exchange for one microscope than to 

give up two telescopes for one microscope (by producing 

both rather than specializing and trading).

 Now let’s see how Belgium gains from trading its 

microscopes for Canada’s telescopes. If Belgium didn’t 

trade, the opportunity cost of producing one telescope 

would be three microscopes. But if Belgium specialized 

in making microscopes, it would give up just one micro-

scope in exchange for one telescope.
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Figure A

Production Possibilities Curves
Operating at full capacity, Canada can produce 60 telescopes or 30 microscopes. Operating at full capacity, 
Belgium can produce 30 telescopes or 90 microscopes.
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    You probably never heard of the renowned facelift surgeon Dr. Khorsheed, but he 

is a legend in his own country, not just for his splendid work, but because of the great 

illustration he provides of the law of comparative advantage (see the box, “To Facelift 

or to File:  That  Is the Question”).     

     Absolute Advantage versus Comparative Advantage 

 One of the things economists are fond of saying is that you can’t compare apples and oranges. 

Here’s a corollary: You can’t compare absolute advantage and comparative advantage. The 

words may not exactly trip off your tongue, but still they ring true. Let’s see why. 

    First, what  is  absolute advantage? It means that one country is better than another 

at producing some good or service (that is, it can produce it more cheaply). For example, 

the United States enjoys an absolute advantage over Japan in building commercial air-

craft. But the Japanese enjoy an absolute advantage over the United States in making 

cameras. They can turn out cameras at a lower cost than we can, while we can build 

planes at a lower cost than the Japanese can. 

    So absolute advantage is a comparison of the cost of production in two different 

countries. What about comparative advantage? Let me quote myself: “The law of com-

parative advantage states that total output is greatest when each product is made by the 

country that has the lowest opportunity cost.” 

    So we can say that as long as the relative opportunity costs of producing goods 

differ among nations, there are potential gains from trade even if one country has an 

absolute advantage in producing everything. Therefore  absolute  advantage is not neces-

sary for trade to take place, but  comparative  advantage is. 

    “The Gains from Trade” box summarizes most of what we’ve covered over the last 

8 or 10 pages. I guarantee that when you have worked your way through this discussion, 

you will become a great advocate of free trade.   

 The Arguments for Protection  

  “America’s gargantuan trade defi cit is a weight around American workers’ necks that is
pulling them into a cycle of debt, bankruptcy and low-wage service jobs.”  

   – Richard   Trumka –   

 AFL–CIO secretary-treasurer  

Fereydoon Khorsheed is known in his country as the 

Michaelangelo of facelifts. He can do two a day at 

$3,000 a pop. The only problem is that he has to spend 

half the day doing paperwork, leaving him time to per-

form just one operation. So he hires Ashok Desai for 

$200 a day to deal with insurance companies, to do 

billing, fi ling, scheduling, and to keep the books. Now 

he is free to spend his entire working time doing face-

lifts, and his earnings double to $6,000 a day.

 A perfectionist, Dr. Khorsheed soon discovers that 

it takes Mr. Desai a full day to do what he, Dr. Khor-

sheed, did in just half a day.

 Question: Who has an absolute advantage in doing 

paperwork and who has an absolute advantage in 

doing facelifts?

 Answer: Dr. Khorsheed has an absolute advantage 

in both endeavors. Mr. Desai can’t do facelifts at all, 

and Dr. Khorsheed is twice as fast at paperwork.

 Next question: Should Dr. Khorsheed fi re Mr. Desai 

and do the paperwork himself?

 Answer: Clearly not. He now earns $6,000 doing 

facelifts, pays Mr. Desai $200, leaving a net income of 

$5,800. If Dr. Khorsheed did paperwork for half the day, 

he’d have time for only one facelift and earn just $3,000.

 So while Dr. Khorsheed is both a better facelifter 

and a better paperworker, it pays for him to specialize 

in facelifting, in which he has a comparative advantage, 

and leave the paperwork to Mr. Desai.

To Facelift or to File: That Is the Question
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Let’s look at the gains from trade, this time from a some-

what different prospective. By just glancing at Table A, 

you should easily be able to answer these questions:

 1. Which country has an absolute advantage in produc-

ing shoes and which country has an absolute advan-

tage in producing soybeans?

 2. Which country has a comparative advantage in pro-

ducing shoes and which country has a comparative 

advantage in producing soybeans?

 Did you write down your answers? Please do that 

now. OK, let’s see if we got the same answers:

 1. The United States has an absolute advantage in pro-

ducing both shoes and soybeans.

 2. The United States has a comparative advantage in 

producing soybeans, while China enjoys a compara-

tive advantage in producing shoes.

 So it will pay for the United States to trade soy-

beans for Chinese shoes. And, of course, it will pay for 

the Chinese to trade their shoes for our soybeans.

 I’d like to take credit for this example, but it actu-

ally appeared in the Federal Reserve Bank of Dallas’s 

2003 annual report. As we’ll see, trade expands the eco-

nomic pies of both China and the United States, leaving 

the consumers of both nations much better off than 

before they traded. That, indeed, is the reason why 

economists love free trade.

 Table B shows China and the U.S. before and after 

trade. Before trade, China produced 500 pairs of shoes 

and the United States produced 300 pairs. After trade, 

China produced all the shoes—all 2,000 pairs. So total 

shoe production after trade rose from 800 pairs to 2,000 

pairs.

 Now let’s see what happened to soybean produc-

tion, which is shown in Table B. Before trade, the U.S. 

produced 4,000 bushels, while China produced 3,000. 

After trade the U.S. produced 10,000 bushels, while 

China did not produce any soybeans. So total output of 

soybeans rose from 7,000 before trade to 10,000 after 

trade.

 Because trade enabled the U.S. to specialize in soy-

bean production, and China to specialize in shoe pro-

duction, the total output of both goods rose very 

substantially.

 At the bottom of Table B, we have consumption of 

shoes and soybeans in both countries. Trade enabled 

China to increase its consumption of shoes from 500 pairs 

to 1,500 pairs. In the U.S., shoe consumption rose from 

300 pairs to 500. Similarly, soybean consumption rose 

from 3,000 bushels to 5,000 in China, while in the U.S. 

it rose from 4,000 to 5,000.

 Let’s sum up. China enjoyed a comparative advan-

tage in producing shoes, while the U.S. had a compara-

tive advantage in producing soybeans. By specializing 

in the good each nation produced most effi ciently, and 

then trading for the other good, both nations were much 

better off.

*Table A and Table B are reproduced from the 2003 Annual Report of 
the Federal Reserve Bank of Dallas, p. 16.

The Gains from Trade

Table A  Hypothetical Labor Force and Output, U.S.
and China*

   UNITED
  CHINA STATES

Labor Force 500 100

Output per Worker

 Shoes (pairs) 4 5

 Soybeans (bushels) 8 100

Table B  Hypothetical Employment, Production, and 
Consumption, U.S. and China*

  UNITED 
 CHINA STATES

  No Free No Free

Employment Trade Trade Trade Trade

 Shoes   125   500    60      0

 Soybeans   375     0    40    100

Production

 Shoes   500 2,000   300      0

 Soybeans 3,000     0 4,000 10,000

Consumption

 Shoes   500 1,500   300   500

 Soybeans 3,000 5,000 4,000  5,000
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 As America continues to hemorrhage manufacturing jobs, there is a growing outcry for 

protection against the fl ood of foreign imports. But American consumers are virtually 

addicted to Japanese cars, South Korean TVs, Chinese microwave ovens, and hundreds 

of other manufactured goods from all over the world. How do we justify taxing or 

excluding so many things that so many Americans want to buy?   

    Four main arguments have been made for protection. Each seems plausible and 

strikes a responsive chord in the minds of the American public. But under closer exam-

ination, all four are essentially pleas by special interest groups for protection against 

more effi cient competitors.  

 (1) The National Security Argument   Originally this argument may have been 

advanced by American watchmakers, who warned the country not to become dependent 

on Swiss watchmakers because in the event of war Americans would not be able to make 

the timing devices for explosives without Swiss expertise. Yet during one long, drawn-out 

war, World War II, the United States was able to develop synthetics, notably rubber, to 

replace the supplies of raw materials that were cut off. And the Germans were able to 

convert coal into oil. It would appear, then, that the Swiss watch argument may have 

been somewhat overstated. 

  If our country were involved in a limited war, it is conceivable that our oil supplies 

from the Mideast might be cut off (although no American president would stand by passively 

while this happened), but we could probably replace these imports by producing more oil 

ourselves and by drawing on our strategic oil reserve. When Iraqi forces invaded Kuwait in 

1990 President George Bush was able to put together an international coalition that quickly 

defeated Iraq. And if there were a third world war we would certainly not have to worry 

about a cutoff of needed war material because the war would last only a few minutes. 

  If the national security argument is applied only to limited or local wars rather than 

to worldwide wars, it is possible that we do need to maintain certain defense-related 

industries. A justifi cation that the United States should make its own aircraft, ordnance 

(bombs and artillery shells), and nuclear submarines might well be valid on a national 

security basis. But these industries have done extremely well in international markets 

and are hardly in need of protection.   

 (2) The Infant Industry Argument   In the late 18th century American manufactur-

ers clamored for protection against “unfair” British competition. British manufacturers 

were “dumping” their products on our shores. By pricing their goods below cost, the 

British would drive infant American manufacturers out of business. Once their American 

competition was out of the way, the British companies would jack up their prices. 

  Whatever validity this reasoning once had has long since vanished. American man-

ufactured products are no longer produced by infant industries being swamped by foreign 

giants. About the best that can be said is that some of our infant industries never matured, 

while others went well beyond the point of maturity and actually attained senility. Per-

haps a senile industry argument might be more applicable to such stalwarts as steel, 

textiles, clothing, and automobiles.   

 (3) The Low-Wage Argument   The reasoning here is best summed up by this ques-

tion: How can American workers compete with foreigners who are paid sweatshop wages 

(see box)? Certain goods and services are very labor intensive (that is, labor constitutes 

most or nearly all of the resource costs). Clothing manufacturing, domestic work, rice 

cultivation, most kinds of assembly-line work, and repetitive clerical work are examples. 

There is no reason for American fi rms to compete with foreign fi rms to provide these 

goods and services. 

  Why  are  certain workers paid higher wage rates than others? Why  are  some coun-

tries high-wage countries, while others are low-wage countries? In general, high-wage 

workers produce more than low-wage workers. The main reason workers in high-wage 

countries produce more is that they have more capital with which to work than do work-

ers in low-wage countries. 

 Four main arguments for 
protection 
 Four main arguments for 
protection 

 Does our dependence on 
foreign suppliers make us 
vulnerable in time of war? 

 Does our dependence on 
foreign suppliers make us 
vulnerable in time of war? 

 Are American industries still 
infant industries? 
 Are American industries still 
infant industries? 

 How can the United States 
compete against countries that 
pay sweatshop wages? 

 How can the United States 
compete against countries that 
pay sweatshop wages? 

  Why are some countries high-
wage countries, while others are 
low-wage countries?    

  Why are some countries high-
wage countries, while others are 
low-wage countries?    
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  And so labor was paid more in the United States than almost anywhere else in the 

world during the three decades following World War II because we had more capital 

(plant and equipment) per worker than any other country. But as other countries suc-

ceeded in rebuilding and adding to their capital, our advantage disappeared.         

  The low-wage countries of Asia, Africa, and Latin America have a competitive 

advantage. So do the high-capital countries of Japan, the United States, Canada, and 

the European Union. Why not combine the best of both worlds—low wages and high 

capital? 

  That’s just what multinational corporations have done around the world. Just across 

the Rio Grande in northern Mexico, thousands of factories churn out everything from 

cars and refrigerators to water beds and garage-door openers; they then ship most of 

these goods back into the United States. The factories are called  maquiladoras,  from the 

Mexican word for handwork. The workers are seldom paid much more than $1 an hour, 

less than a quarter of the U.S. minimum wage of $5.15. 

  The question, then, is how to deal with low-wage competition. The answer is to deal 

with it the way we always have. We have always imported labor-intensive goods—sugar, 

handmade rugs, wood carvings, even Chinese back scratchers—because they were cheap. 

By specializing in the production of goods and services in which we excel, we can use 

the proceeds to buy the goods and services produced by people who work for very low 

wages.   

 (4) The Employment Argument   Hasn’t the fl ood of imports thrown millions of 

Americans out of work? There is no denying that hundreds of thousands of workers 

in each of the industries with stiff foreign competition—autos, steel, textiles, clothing, 

Sweatshop employees put in very long hours under very 

poor working conditions for very low pay. Most of the 

clothing and footwear we import is produced by sweat-

shops. Reebok, Nike, Liz Claiborne, the Gap, J.C. Penney, 

Sears-Kmart, Wal-Mart, Disney, and Target are some of 

the leading sellers of goods made in sweatshops in Asia 

and Latin America.

 In El Salvador alone, 200 factories make clothing 

for the American market. In 1995, conditions were so 

bad in her factory, a contractor for the Gap, Abigail 

Martinez, helped lead a strike that got the Gap’s atten-

tion. This is a New York Times then-and-now account:

Six years ago, Abigail Martinez earned 55 cents an 
hour sewing cotton tops and khaki pants. Back then, 
she says, workers were made to spend 18-hour days 
in an unventilated factory with undrinkable water. 
Employees who displeased the bosses were denied 
bathroom breaks or occasionally made to sweep 
outside all morning in the broiling sun.
 Today, she and other workers have coffee 
breaks and lunch on an outdoor terrace cafeteria. 
Bathrooms are unlocked, the factory is breezy and 
clean, and employees can complain to a board of 
independent monitors if they feel abused.

 The changes are a result of efforts by Gap, the 
big clothing chain, to improve working conditions 
at this independent factory, one of many that supply 
its clothes.
 Yet Ms. Martinez today earns 60 cents an hour, 
only 5 cents more than six years ago.

 But consider the alternative. If Abigail Martinez 

quits, will she get a better job? And if wages in El 

Salvador were to rise, the Gap and other foreign cloth-

ing fi rms would move to another low-wage country.

 In 2003 BusinessWeek reported that a dozen com-

panies belonging to the Fair Labor Association (www.

fairlabor.org) made public labor audits of the overseas 

factories that produce their products. Among their fi nd-

ings were that workers were forced to do overtime and 

work seven straight days, there were arbitrary fi rings, 

very limited drinking water, widespread sexual harass-

ment, dirty toilets, no sick leave, and no pay stubs.

Sources: Leslie Kaufman and David Gonzalez, “Labor Standards Clash 
with Global Reality,” The New York Times, April 24, 2001, p. A1; Aaron 
Bernstein, “Sweatshops: Finally, Airing the Dirty Linen,” Business-
Week, June 23, 2003, p. 100.

Sweatshop Labor
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consumer electronics, and petroleum—have lost their jobs due to this competition. If we 

had restricted our imports of these goods by means of tariffs or quotas, most of these 

jobs could have been saved. 

  But the governments of our foreign competitors would have reciprocated by 

restricting our exports. Furthermore, a nation pays for its imports by selling its 

exports. By curbing our imports, we will be depriving other nations of the earnings 

they need to buy our exports. In sum, if we restrict our imports, our exports will go 

down as well. 

  The jobs we save in steel, autos, textiles, clothing, consumer electronics, and petro-

leum will be lost in our traditional export industries—machinery, offi ce equipment, air-

craft, chemicals, computer software, and agricultural products. From an economic 

standpoint, this would involve a considerable loss because we would be shifting produc-

tion from our relatively effi cient export industries to our relatively ineffi cient import 

industries. Is that any way to run an economy? 

  Nevertheless, you may ask about the human cost. What happens to the workers who 

are thrown out of work by foreign competition? Should their employers help them or 

should the government? And what can be done to help them? Ideally, these displaced 

workers should be retrained and possibly relocated to work in our relatively effi cient 

industries. Those who cannot be retrained or cannot move should be given some form 

of work, if only to keep them off the welfare rolls. 

  Who should help these displaced workers adjust? In a sense, their employers are 

responsible because these people were loyal and productive employees for perhaps 20 

or 30 years. Often, however, the companies that should bear most of the responsibility 

for helping their employees are hardly in a position to do so. After all, they wouldn’t be 

laying off workers if business were good to begin with. 

  That leaves the party of last resort: the federal government. What does the federal 

government do for workers who are displaced by foreign competition? Not very much. 

These workers receive extended unemployment benefi ts, are eligible for job retraining, 

and may receive some moving expenses. But the bottom line is that a middle-aged worker 

who loses her $20-an-hour job will probably not fi nd another one that pays close to that, 

and government programs will not begin to compensate for this loss (see box, “Does the 

United States Win or Lose from Globalization?”). 

    Tariffs or Quotas 

 Although economists are loathe to be in such a situation, suppose it came down to choos-

ing between the two main forms of protection: tariffs and import quotas. Which would 

be better? Or, more accurately, which is the lesser of two evils? 

    A tariff is a tax on imports. Throughout most of U.S. history until World War I, the 

tariff was our main source of federal revenue. The United States, which has lower tariffs 

than most other countries, charges less than 5 percent of the value of most imports. 

    A quota is a limit on the import of certain goods. Sometimes this is a legal limit (as 

in the case of steel, apparel, textiles and sugar), and sometimes it is a “voluntary” limit 

(as was the case with cars from Japan). In the early and mid-1980s the Japanese limited 

their export of cars to the United States to fewer than 2.5 million a year, but only because 

of the threat of more stringent legal limits in the form of higher tariffs. 

    We have long maintained textile import quotas, which, in recent years, have been 

especially effective in keeping out low-priced Chinese textiles. Although the quotas on 

Chinese textiles were ostensibly removed on New Year’s day of 2005, American textile 

producers were able to get nearly half reinstated later in the year. In addition we per-

suaded the Chinese to voluntarily adhere to quotas. 

    Both tariffs and quotas raise the price that consumers in the importing country must 

pay. However, there are three important differences in the effects of tariffs and quotas. 

    First, the federal government receives the proceeds of a tariff. Under import quotas 

there  are  no tax revenues. 

  If we restrict our imports, our 
exports will decline.  
  If we restrict our imports, our 
exports will decline.  

 What about the workers who 
lose their jobs because of 
imports?   

 What about the workers who 
lose their jobs because of 
imports?   

  A tariff is a tax on imports.    A tariff is a tax on imports.  

  A quota is a limit on the import 
of certain goods.  
  A quota is a limit on the import 
of certain goods.  
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    Second, a tariff affects all foreign sellers equally, but import quotas are directed 

against particular sellers on an arbitrary basis. For example, in 1986 various Japanese 

car manufacturers had widely varying quotas, but the import of South Korean Hyundais 

was unrestricted. 

    A third difference involves relative effi ciency. Effi cient foreign producers will be 

able to pay a uniform tariff that less effi cient producers will not be able to meet. But 

arbitrary import quotas may allow relatively ineffi cient foreign producers to send us their 

goods while keeping out those of their more effi cient competitors. This comes down to 

somewhat higher prices for the American consumer because less effi cient producers will 

charge higher prices than more effi cient producers. 

     Figure 4  illustrates the effects of a tariff. A $50 tariff on cameras raises the price of 

a camera from $200 to about $245. And it causes the quantity purchased to fall from 

2.25 million to 2.1 million.     

      Incidentally, a tariff, like any other excise tax, causes a decrease in supply—that is, 

a smaller quantity is supplied at every possible price. The effect of taxes on supply was 

discussed at length near the end of the elasticities of demand and supply chapter in 

Economics  and  Microeconomics.  
 To summarize, tariffs are better than quotas, but free trade is best. In the long run, 

the American consumer must pay for trade restrictions in the form of higher prices.   
  Tariffs are better than quotas, 
but free trade is best.  
  Tariffs are better than quotas, 
but free trade is best.  

There is no question that the forces of globalization 

have raised the living standards of all trading nations. 

Worldwide competition has forced every trading nation 

to become much more effi cient. American fi rms must 

compete not only against each other, but increasingly 

against their counterparts based all over the world.

 Ask yourself this question: Am I better off today 

than my parents were when they were my age? Just look 

at the huge array of consumer goods the average person 

enjoys today that did not even exist 25 or 30 years ago. 

Nearly all of them—personal computers, cell phones, 

DVD players, iPods, PlayStations, BlackBerry devices, 

for example—are imported from abroad. Had globaliza-

tion not progressed as quickly, some of these goods 

would not have been available to the average American.

 No one has ever disputed that globalization has 

made some people winners and others losers. As con-

sumers, of course, we’re all winners, but how many of 

us have already lost our jobs or will lose them over the 

next few years?

 So far most of the work sent abroad has been labor-

intensive and lower skilled, so the job losses were lim-

ited to blue-collar factory workers. As long as we’re 

specializing in high skilled work, and have plenty of it, 

the job losses are confi ned to our most poorly educated 

and low skilled workers.

 But now we are seeing more and more offshoring 

of so-called white-collar jobs, which are performed by 

nearly half our workforce. Today that brainpower can 

zip around the world at low cost, and a global labor 

market for skilled workers seems to be emerging for the 

fi rst time—and has the potential to upset traditional 

notions of national specialization.

 What if blue- and white-collar employees alike are 

thrown into the global labor pool? Tens of millions of 

workers could end up losing more than they gain in 

lower prices.

 Let’s take a closer look at globalization’s job losers. 

Just 30 percent of laid-off workers earn the same or more 

after three years. In fact only 68 percent even hold a job 

at that point, while the rest are unemployed, retired, or 

just not in the labor force. On average, those reemployed 

earn 10 percent less than they did on their old jobs.

 You might not even need to lose your job to be 

adversely affected by globalization. What if you found 

yourself competing against much lower-paid foreign 

professionals, like many of today’s radiologists, pro-

grammers, and software writers? Or what if you found 

yourself in a profession being crowded by thousands of 

laid-off Americans? All you would need would be a 

simple supply and demand graph to show you that your 

wage rate would be going down.

 Ten years ago economists were virtually unanimous 

in extolling the advantages of globalization. But now, a 

growing minority is not so sure. While there’s no hold-

ing back the tide of globalization, one can wonder if 

there isn’t more we could do to ensure that all of our 

economic boats rise with the tide.

Does the United States Win or Lose from Globalization?
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Figure 4

A Tariff Lowers Supply
This $50 tariff lowers supply from 
S1 to S2. Price rises from $200 to 
about $245, and quantity purchased 
falls from 2.25 million to 2.1 million. 
We move from equilibrium point E1 
to E2. The tariff of $50 is the 
vertical distance between S1 and S2.

The case of protection against “unfair” competition was 

extended to its absurd conclusion by Frédéric Bastiat, a 

mid-19th-century French economist who wrote an imag-

ined petition to the Chamber of Deputies. Parts of that 

petition follow.

We are suffering from the intolerable competition 
of a foreign rival, placed, it would seem, in a 
condition so far superior to ours for the production 
of light, that he absolutely inundates our national 
market with it at a price fabulously reduced. The 
moment he shows himself, our trade leaves us—all 
consumers apply to him, and a branch of native 
industry, having countless ramifi cations, is all at 
once rendered completely stagnant. This rival . . . is 
no other than the Sun. What we pray for is, that it 
may please you to pass a law ordering the shutting 
up of all windows, skylights, dormerwindows, 
outside and inside shutters, curtains, blinds, bull’s 
eyes; in a word, of all openings, holes, chinks, 
clefts, and fi ssures, by or through which the light of 
the sun has been in use to enter houses . . .*

*Frédéric Bastiat, Economic Sophisms (Edinburgh: Oliver and Boyd, 
Tweeddale Court, 1873), pp. 49–53.

Petition of the Candlemakers to Shut Out the Sun

Frédéric Bastiat,
19th-century French economist

 Conclusion 

 The case for free trade is one of the cornerstones of economics. (See the box, “Petition 

of the Candlemakers to Shut Out the Sun.”) Economics is all about the effi cient alloca-

tion of scarce resources, so there is no reason why this effi cient allocation should not be 

applied beyond national boundaries. A baseball team that has more pitchers than it knows 

what to do with but needs a good-hitting shortstop will trade that extra pitcher or two 

No nation was ever ruined by 
trade.  

   — Benjamin   Franklin    

No nation was ever ruined by 
trade.  

   — Benjamin   Franklin    
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for the shortstop. It will trade with a team that has an extra shortstop but needs more 

pitching. This trade will help both teams. 

    International trade helps every country; we all have higher living standards because 

of it. To the degree that we can remove the tariffs, import quotas, and other impediments 

to free trade, we will all be better off. 

    It has been estimated that lower-priced imports kept the rate of infl ation one or two 

points below what it would otherwise have been since the mid-1980s. This is still another 

important reason for not restricting imports. 

    Imports pressure American companies to become more effi cient. It is obvious, for 

example, that Toyota, Nissan, Honda, and the other Japanese automakers drove Detroit 

to make far better cars with far fewer workers than it used to. Indeed, our annual pro-

ductivity gains of 10 percent would have been inconceivable without the spur of Japanese 

competition. Our chemical, steel, pharmaceutical, computer, textile, apparel, commercial 

aircraft, machine tool, paper copier, and semiconductor industries have all been spurred 

to much higher levels of effi ciency by their foreign competitors.   

    None of this is to deny that there are problems. The millions of workers who have 

lost their jobs due to foreign competition cannot be expected to cheerfully make personal 

sacrifi ces in the interest of the greater national economic well-being. In the long run we 

may all be better off if there is worldwide free trade, but, as John Maynard Keynes once 

noted, “In the long run we are all dead.” 

    While the economics profession is nearly unanimous in advocating free trade, there 

is nearly complete disagreement over what to do about our huge trade defi cit. If we do 

nothing, as fervent free traders advocate, can we count on our trade imbalance to even-

tually correct itself? Or will foreigners—especially the Japanese and Chinese—continue 

to outsell us? These are just two of the questions I’ll try to answer in the third part of 

this chapter.    

  Part III: The Practice of International Trade   

 What Are the Causes of Our Trade Imbalance? 

 Here are the top fi ve reasons for our huge and growing trade imbalance.  

 (1) We Have Become a Nation of Consumption Junkies   The United States is 

the world’s greatest consumption superpower. Today we are borrowing over $2 billion a 

day from foreigners to fi nance our consumption habit. Most Americans believe that 

somehow we’re entitled to all these goods and services, even if we need to borrow to 

pay for them. 

  We are notoriously poor savers. Indeed since 2005 we have not been able to save 

even 1 percent of our disposable personal income. If you’re not saving, it’s hard to invest. 

Luckily foreign savers have been picking up the slack by lending us hundreds of billions 

of dollars a year. But this windfall will not continue indefi nitely.   

 (2) Huge Oil Imports   Because we are so dependent on gasoline for transportation, 

we import 60 percent of our oil. And yet, we pay just a fraction of what the citizens of 

other industrial nations pay for gasoline. As our domestic production of oil continues to 

decline, our dependency on oil imports will keep growing. In 2007 the cost of our oil 

imports, driven by tight global supplies and high prices, reached a record high of $293 

billion with oil prices reaching $115 a barrel in mid-April of 2008, it seemed likely that 

our oil import bill for 2008 would come in at well over $300 billion. 

  Why are we so dependent on oil imports? Until the 1960s, as the world’s leading 

producer, we needed to import no more than 15 percent of our oil. But American produc-

tion soon peaked, and as our need for oil grew rapidly with suburbanization, we had to 

import more and more. 

  The economics profession 
nearly unanimously backs free 
trade.  

  The economics profession 
nearly unanimously backs free 
trade.  

   We are consuming more than 
we are producing, borrowing 
more than we are saving, and 
spending more than we are 
earning.  

   — Murray   Weidenbaum     

   We are consuming more than 
we are producing, borrowing 
more than we are saving, and 
spending more than we are 
earning.  

   — Murray   Weidenbaum     
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  Other major industrial countries, most notably Japan and the members of the European 

Union, were better able to deal with their need for oil, even though few produced much 

of their own. None had anything like the suburban sprawl of the United States, so their 

citizens were not nearly as dependent on automobile transportation. And then too, unlike 

Americans, their citizens were willing to pay $3 or $4 a gallon in taxes, which provided 

a powerful incentive to conserve gasoline.   

 (3) Our Failing Educational System   The American educational system, once sec-

ond to none, is now second to practically everyone’s. The illiterate high school graduate 

is no longer the rare exception, and about one-third of all college freshmen need remedial 

work in the three Rs—reading, writing, and arithmetic. Nearly every college—even the 

Ivy League schools—has special classes for students unprepared to do college work. In 

test after test, Americans rank at or near the bottom of the industrial countries. 

  Half our high school math and science teachers are unqualifi ed to teach those sub-

jects. In Florida and in Massachusetts, thousands of teachers failed exams testing them 

on the very subject matter they had been hired to teach. No wonder that our educational 

system turns out one million functional illiterates every year—not exactly job candidates 

for today’s high-tech economy. 

  Most of the science, math, and computer graduate students receiving PhDs in our 

universities are foreigners, more and more of whom are returning home, mainly to China, 

India, and other Asian countries. As our manufacturing base erodes, we are losing our 

cutting-edge intellectual superiority in product design, software engineering, and other 

vital fi elds. Today, most patent applications are made by foreigners, and in the not too 

distant future, the term “Made in America” may become an anachronism.   

 (4) The Role of Multinationals   Before the 1960s the vast low-wage workforces of 

the world’s poorer nations were no threat to the workers in the high-wage economies 

like the United States. Our workers were many times more productive than those in the 

poorer nations because they had so much more capital to work with. 

  All of this began to change in the 1960s as multinational corporations began to move 

their manufacturing operations offshore to take advantage of this low-wage labor pool. 

By providing these workers with suffi cient plant and equipment, the multinationals were 

able to increase their productivity to the level of American assembly-line workers. 

  The term  hollow corporation  gained currency in the last two decades as more and 

more companies put their names on imported goods. These companies’ sole function is 

to sell such goods as the Dodge Colt or the Panasonic TV, both of which are made in 

Japan. Yet our import business is not dominated by fi rms that market goods for foreign 

producers, but rather by our own multinational corporations that have shifted most of 

their production overseas. Joel Kurtzman describes their operations:  

 These multinationals have transformed themselves from producers of goods to importers 

and marketers of goods made overseas by their foreign divisions and affi liates. Because so 

many of our imports come to us in the form of trade between the different divisions of 

American multinationals, the balance-of-payments defi cit has become structurally integrated 

into our economy.  3  

     (5) Relative Growth Rate   So far we’ve talked about all our defi ciencies contributing 

to our balance of trade defi cit. But even our virtues seem to contribute to that defi cit. 

Since 1995 we have had one of the highest rates of economic growth in the industrialized 

world. Countries with high economic growth rates import more goods and services than 

they would have if they had low growth rates. 

  Can these problems be solved? It would be easy enough to come up with a list of 

solutions. But most would be very diffi cult to implement because they would be very 

  Our schools are turning out 
students who cannot read or 
write.  

  Our schools are turning out 
students who cannot read or 
write.  

 More capital, higher 
productivity, and higher wages 
 More capital, higher 
productivity, and higher wages 

The hollow corporation  The hollow corporation  

3Joel Kurtzman, The Decline and Crash of the American Economy (New York: W. W. Norton, 1988), p. 131.
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strongly opposed. Let’s look at proposed solutions to two problems—our huge oil imports 

and our failing educational system. 

  Because gasoline is so heavily taxed in most other countries, Americans pay just a 

fraction of what most other people pay. Consequently we tend to drive gas guzzling 

SUVs, and we still manage to complain about the high price of gas. But few politicians 

would dare to face the ire of voters by proposing even a 25 cents a gallon tax hike, let 

alone an increase of $3 or $4. 

  An attempt to correct some of the problems of our failing educational system was 

made by President George W. Bush when he got Congress to pass the “Leave No Child 

Behind” law, which mandated testing of children at different grade levels to ensure that 

all children would meet certain national educational standards. Though this legislation was 

passed with widespread bipartisan support, its implementation has proven very  controversial, 

and widespread opposition has arisen from state and local educational establishments. 

  While we’re on the subject, what do you think of  this  educational reform? Every 

teacher must pass an 8th grade reading test and every math teacher must pass a test 

covering the math that she or he teaches. Whenever this idea is proposed, you can’t 

imagine the opposition it generates from teachers’ unions and other interest groups. 

  Still another reason for our huge and growing trade imbalance is that since the 1960s 

we’ve lost a good part of our manufacturing base as American companies shipped pro-

duction and jobs abroad. Cars, steel, consumer electronics, computers, textiles, and cloth-

ing were once among our leading exports, but millions of jobs in those industries have 

disappeared. Still, for decades, our chemical industry seemed largely immune from for-

eign competition. No more. Although that industry will certainly not disappear any time 

soon, it may be fi ghting a losing battle against foreign competitors who can undersell us 

(see the box, “The Chemical Industry in Decline”).       

      Part IV: Our Trade Defi cit with Japan and China  

 For most of the 1980s and 1990s, Japan was our fi ercest trade competitor. In addition, 

year after year we ran huge trade defi cits with that country. In the long run, however, our 

largest trade defi cits are with China, which overtook Japan in 2000. (See  Figure 5 .) 

Through the late 1990s, the United States led the world 

in making chemicals, with the largest market, the latest 

technology, and the best know-how. And U.S. plants 

had a natural advantage thanks to an abundant supply 

of cheap natural gas, a building block for plastics, 

 fertilizers, and even pharmaceuticals. Today none of 

that is true. U.S. natural gas prices are the highest in 

the world, while the bigger, faster growing markets are 

overseas. And new facilities in the developing world 

are as sophisticated and productive as those in the 

United States.

 Some 120 chemical plants are being built around 

the world with price tags of $1 billion or more. Only 

one of those plants will be in the United States, but 50 

are being built in China. The reason: It’s becoming 

much too costly to produce chemicals in the United 

States.

 As chemical production facilities close across the 

United States—Dow Chemical has closed over 25 per-

cent of its plants since the new millennium—the next 

casualty will be the engineers and scientists doing 

workaday research. In 2004, Du Pont opened a lab in 

Shanghai that will grow into a basic research center 

with 200 scientists within three years.

 Our balance of trade in chemicals had long been 

one of our economic mainstays. As recently as 1997 we 

had a $20 billion surplus. But just six years later that 

surplus became a $10 billion defi cit.

 Our $500 billion chemical industry will not disap-

pear overnight, but its demise is emblematic of the 

decline and fall of the entire American manufacturing 

sector. And with respect to our trade defi cit, our chem-

ical industry, instead of holding down the defi cit, is 

becoming a major contributor.

The Chemical Industry in Decline
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    Many goods once made elsewhere in Asia—in Japan, Taiwan, Singapore, South 

Korea—are now produced in foreign-owned factories that have been moved to China. 

So our growing defi cit with China is partially offset by declining defi cits with other Asian 

nations.  

 Japanese Trading Practices 

 The American economy has long been, by far, the largest in the world. But in the years 

after World War II, as the only major nation with an undamaged economy, we produced 

half the world’s manufactured goods. Our economy had been built on the dual founda-

tions of mass production and mass consumption. Basically we mass produced consumer 

goods, which were then sold to the vast American market. 

    The Japanese economic infrastructure had been largely destroyed by our relentless 

bombings during the war. And even if the Japanese had somehow been able to produce 

low-cost consumer goods, their market was not only much smaller than the American 

market, but much, much poorer. So the Japanese government and business leaders devel-

oped a strategy to rebuild their economy. They would fl ood the rich American market 

with very cheap, low-end consumer goods, and then move up the economic feeding 

chain, eventually producing black and white TVs, color TVs, motorcycles, and cars.     

    The Japanese compete not just on the basis of price but on the basis of product 

quality. They have taken our system of mass production one step further, turning out a 

wide range of customized variations, while we continue to concentrate on single stan-

dardized products.   

  The Japanese compete on the 
basis of price and quality.  
  The Japanese compete on the 
basis of price and quality.  
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U.S. Trade Defi cit with Japan 

and China, 1995–2007
Our defi cit with China grew 
steadily since 1990 and has 
surpassed our defi cit with Japan.

Source: U.S. Dept. of Census.
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 Our Trade Defi cit with China 

 When we began trading with China in the mid-1970s, after President Richard Nixon’s 

historic trip to open relations with that nation, American exporters had great hopes that 

the world’s most populous nation would eventually become the world’s largest consumer 

market. Three decades later, toys, athletic shoes, clothing, textiles, and other relatively 

low-price manufactured goods are fl ooding into the United States, along with an increas-

ing stream of higher-priced goods such as tools, auto parts, electronic gear, microwave 

ovens, and personal computers. Although U.S. exports to China are growing rapidly, our 

exports are only about one-sixth of our imports. 

    Why are we importing so much from China? Mainly because U.S. retailers are seek-

ing the cheapest goods available and fi nding them in China. Wal-Mart Stores imported 

$27 billion worth of goods in 2006; and Target, Sears-Kmart, Toys ‘R’ Us, and other 

giant retailers also found that the price was right in China. 

    One of the big trade issues between China and the United States is that thousands 

of Chinese factories, many controlled by top offi cers of the Chinese army, have been 

making unauthorized, or knock-off, copies of American movies, CDs, and most 

important, computer software. Days after the premier of the latest  Terminator  fi lm 

in the U.S., pirate copies were on sale throughout China. More than 90 percent of 

the movies, music, and software are illegal copies sold at a fraction of the original 

price. 

    It’s bad enough that the Chinese are pirating American goods and services and sell-

ing them in their own country. But now they’re taking their piracy a step further. In 2005, 

the U.S. Patent and Trademark Offi ce said that 66 percent of the counterfeit goods seized 

at American borders now come from China, up from just 16 percent fi ve years before. 

Indeed Chinese-made fakes are so good that bogus Duracell batteries, Oral-B tooth-

brushes, and pretend Prestobarba disposable razors are sold all over the world. And the U.S. 

Chamber of Commerce says that Chinese piracy and counterfeiting have cost American 

industry over $200 billion a year. 

    Our $256 billion trade defi cit with China in 2007 was the highest defi cit ever 

recorded by one country with another country. The Bush administration has been trying 

to dissuade Congress from enacting a retaliatory tariff on Chinese goods, and China 

bashing has become a favored election-year tactic. But closer inspection reveals that our 

trade defi cit with China is grossly overstated. 

    Most often “made in China” is actually made elsewhere—by multinational compa-

nies in Japan, South Korea, Taiwan, and the United States, that are using China as the 

fi nal assembly station in their vast global production networks. Indeed, about 60 percent 

of this country’s exports are controlled by foreign companies. A Barbie doll may cost 

$20, but China gets only about 35 cents of that. 

    Back in 1990, when Japan was the United States’ dominant trading partner in the 

Pacifi c, Asia accounted for 38 percent of American imports. By 2007, even as the 

Asian share of American imports slipped to 36 percent, China replaced Japan as our 

dominant trading partner. During this period some production and a great deal of 

assembly work shifted from Japan, Taiwan, Singapore, and other Asian nations to 

China. 

    While China had a huge trade surplus with the United States, it also had a huge 

trade defi cit with the rest of Asia in 2007. What were the Chinese importing? Much 

of their imports were components of television sets, cars, refrigerators, microwave 

ovens, and other consumer electronics. When these products were assembled and 

shipped out as fi nal products, China’s exports appeared to be much greater than they 

actually were. Consequently its trade surplus with the United States was greatly 

exaggerated. 

    Since the beginning of the new millennium we have lost nearly 4 million manu-

facturing jobs. Some of these losses may be attributed to China, but probably other 

nations and certainly the huge multinational corporations—many of which are based in the 

United States—should bear much more of the blame. And it is the American consumer 
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who has benefi ted the most from the fl ood of low-cost goods that were assembled, if not 

made, in China.   

 Trading with China and Japan: More Differences 
than Similarities 

 There is one striking similarity between the Japanese and Chinese development models. 

Both were pulled by the engine provided by the huge American market. After World War 

II, the only consumers who had the money to buy Japanese exports were the Americans. 

So the Japanese economic recovery plan was, essentially, a no-brainer. Close the much 

smaller Japanese home market to American producers, while selling the bulk of their 

manufactures to the rich Americans. 

    When the Chinese launched their industrial development plan in the early 1980s, 

they followed a similar strategy—create an export platform on the East China coast to 

sell cheap manufactured goods to the rich Americans, and, to a lesser degree, to the rich 

consumers of Western Europe and Japan. The Chinese, unlike the Japanese before them, 

had a relatively open economy. Foreign manufacturers were more than welcome to set 

up shop in China. 

    Was the Chinese market closed to foreigners?  What  market? Few Chinese consum-

ers had the money to buy relatively expensive imported goods. But as Chinese economic 

development really began to take off, and relatively cheap Chinese manufactured prod-

ucts fl ooded the world, the American consumer could no longer fi nance this expansion. 

No problem. The Chinese government simply lent Americans much of the money we 

needed each year to fi nance our huge and growing trade defi cit. 

    During the Japanese industrial revival of the 1950s and 1960s, their manufacturers 

went head-to-head with ours. In the production of black and white TVs, and later, color 

TVs, the Japanese built on our technology, undersold American manufacturers in the vast 

American market, while the Japanese market remained closed to American TVs. As a 

result, American TV manufacturers were driven out of business. 

    But our relationship with the Chinese has been very different. Since the early 1980s 

they have been sending us toys, clothing, shoes, watches, and other low-end consumer 

products that are no longer produced in this country. 

    Our trading position with Japan is very much like a colony and a colonial power. 

Our trading relationship with the Chinese is very different. We send airplanes, computers, 

movies, compact disks, cars, cigarettes, power-generating equipment, and computer soft-

ware in exchanges for toys, clothing, shoes, and low-end consumer electronics. Much of 

what they’re sending to us used to come from Japan back in the 1950s. “Made in Japan” 

has been replaced by “Made in China.” 

    Our huge trade defi cit with China will probably continue to grow, but even more 

importantly, its entire nature is rapidly evolving. We have long assumed this division of 

labor: The Chinese would focus on lower-skill sectors, while the United States would 

dominate the knowledge-intensive industries. But as Harvard economist Richard B. Freeman 

observed, “What is stunning about China is that for the fi rst time we have a huge, poor 

country that can compete both with very low wages and in high tech. Combine the two, 

and America has a problem.” 

    So far the hardest hit industries have been those that were destined to migrate to 

low-cost nations anyway. But now China is moving into more advanced industries where 

America remains competitive, adding state-of-the-art capacity in motor vehicles, spe-

cialty steel, petrochemicals, and microchips. In other words, the United States has been 

losing its lead in the knowledge economy, while China evolves from our sweatshop to 

our competitor. 

    Japanese gains in the production of semiconductors, machine tools, steel, autos, TVs, 

and VCRs led directly to the loss of millions of well-paying American jobs. Although 

Chinese products may compete on a broader scale with American goods in the future, 

Chinese exports so far have generally not translated into major job losses in the United 
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States. China’s leading exports are products that have not been produced in large quantity 

by American factories for more than a decade. 

    The Chinese, like the Japanese before them, have insisted on licensing agreements and 

large-scale transfer of technology as the price for agreeing to imports. These agreements, 

of course, lead to the eventual elimination of imports from the United States. However, the 

Chinese have taken this process one step further. Sometimes, instead of entering into licens-

ing agreements, Chinese factories simply manufacture pirated versions, or knock-offs, of 

American videos, CDs, computer software, and designer apparel. 

    From the mid-1980s through the mid-1990s we engaged in a good deal of Japan-

bashing, blaming that country for our growing trade defi cit. To a large degree our com-

plaints were justifi ed. Not only were our manufacturing jobs migrating to Japan, but the 

Japanese market was largely closed to American exports. 

    In recent years we have shifted much of the blame to China, with whom we now run 

our largest trade defi cit (see  Figure 5 ). But the nature of our trade defi cit with China today 

is not, in any sense, like our defi cit with Japan two decades ago. Japan was competing in 

businesses that were at the heart of the American economy. But our imports from China—

clothing, toys, shoes, textiles, TVs, and consumer electronics—are mainly merchandise we 

stopped making here decades ago. Furthermore, China is remarkably open to trade. Between 

1995 and 2005, our exports to China almost quadrupled. In coming years, this rapid growth 

will continue as the Chinese consumer market continues its rapid expansion. 

    My own prediction is that by the end of this decade, not only will we be running 

much larger trade defi cits with China, but we will be importing more than a million very 

low-priced Chinese cars each year. By then China bashing may have been elevated from 

an art form to the national sport. 

    In 2007 we ran a $256 billion trade defi cit with China and one of $83 billion with 

Japan. Our oil import bill came to $293. Together these three items accounted for nine-

tenths of our trade defi cit.    

  Final Word  

 Two major issues have been raised in this chapter. First, that there are clear advantages 

to free trade. And second, that the United States, which has been a strong free trade 

advocate, has been running large and growing trade defi cits. Let’s take one more look 

at both issues.  

 Free Trade in Word and Deed 

 Going back to the early 1980s, every president has strongly advocated the principle of 

free trade and has helped reduce tariffs and other trade barriers throughout the world. 

Robert Zoellick, the chief trade negotiator during the fi rst term of President George W. 

Bush, pushed various proposals within the World Trade Organization to lower tariffs and 

export subsidies, as well as to remove all barriers to the free fl ow of goods and services 

across national borders. European Union members, most notably France, have refused to 

lower subsidies. 

    Members of the European Union called our free trade advocacy hypocritical when 

in March 2002, President Bush raised tariffs on imported steel. In fact they brought a 

case against the United States before the World Trade Court. In December 2003, Presi-

dent Bush rescinded the tariffs. 

    A second deviation from our free trade policy is our huge agricultural subsidies—

averaging about $20 billion a year. The world’s poorer nations, where up to 90 percent 

of the labor force is engaged in agriculture, have demanded that the United States, the 

European Union, and other rich nations abolish these subsidies, which, clearly, make it 

impossible for the poorer nations to sell their agricultural goods on the world market 

(see the box, “Farm Subsidies and the Poorer Nations”). 
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    On balance, the United States has long been a free trading nation. Chief Trade 

Representative Robert Zeollick was very active in negotiating free trade agreements with 

Singapore, Chile, South Africa, and other countries. Our $20 billion in agricultural sub-

sidies are just 6 percent of the annual subsidies provided to farmers in the world’s rich-

est countries. Still, had President Bush not imposed steel tariffs in 2002, our free trade 

credentials would be a lot more impressive.   

   Reducing Our Trade Defi cit 

 To reduce our overall trade defi cit we need to make a combination of four things happen. 

First, we need to maintain our high rate of productivity growth and keep improving the 

quality of American goods and services. Second, we need to lower our dependence on 

oil imports, perhaps by raising the tax on gasoline. Third, we must reduce our rapidly 

rising defi cit with China. And fi nally, we need to face up to the fact that we are a nation 

of consumption junkies. In sum, we consume much more than we produce, and have 

done so by running up a multitrillion dollar tab. 

    Perhaps our best hope to reduce our trade defi cit lies with the rapidly expanding 

Internet, which makes it much easier to provide services of all types—banking, educa-

tion, consulting, retailing, and even gambling—through websites that are globally acces-

sible. Since the United States has long had a positive trade balance in services, there is 

good reason to expect the Internet to continue pushing up our export of services.  

 Current Issue: Buy American? 

 Our nation has long been committed to free trade, but a growing number of Americans 

believe that we need to curb our imports, largely to keep jobs from being offshored as 

well as to preserve our economic independence. As recently as 1965 merchandise imports 

were just 1.6 percent of GDP; today they are 14.3 percent. In the face of these ongoing 

trends, are we as a nation becoming more inclined to “buy American”? 

 For much of the time since World War II, Japanese consumers willingly paid more 

for domestically produced goods than they would have for foreign imports. They did this 

   No man is an island, entire of 
itself.  

   — John   Donne     

   No man is an island, entire of 
itself.  

   — John   Donne     

The world richest countries provide over $300 billion in 

subsidies to their farmers. These subsidies enable farm-

ers from the United States, the European Union,  Canada, 

and Australia to export much of their output at artifi -

cially low prices. The farmers of the world’s poorer 

nations cannot match these low prices, so they are 

largely shut out of world agricultural markets. Conse-

quently these nations cannot export their agricultural 

surpluses and get foreign exchange.

 Mexico is the world’s birthplace of corn. But after 

the signing of the North American Free Trade Agree-

ment (NAFTA) in 1994, American farmers fl ooded the 

Mexican market with low-priced corn. Since then, the 

price of Mexican corn fell more than 70 percent, severely 

reducing the incomes of the 15 million Mexicans who 

depend on corn for their livelihood.

 Of the $20 billion a year that American taxpayers 

shell out in farm subsidies, more than $10 billion goes 

to corn farmers. This allows them to sell their corn at 

prices far below what it cost them to produce it. In 

effect, then, the American taxpayer has subsidized the 

shipment of cheap corn to Mexico, where it has pushed 

the poorest farmers out of business.

 Japan’s subsidies are 59 percent of the value of 

production, while those of the European Union are 

34 percent of production and in the United States they 

are 21 percent. Will these nations agree to lower or 

eliminate these subsidies? Probably not in our lifetime. 

It would be political suicide. Imagine what would hap-

pen to all those senators and representatives from the 

farm states, not to mention all those presidential elec-

toral votes.

Farm Subsidies and the Poorer Nations
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not just to help Japanese manufacturers through their long recovery from the devastation 

caused by American bombing during the war, but also in the sometimes misguided belief 

that somehow Japanese products better met their needs. This practice was best exempli-

fi ed by the widely accepted claim that Japanese-made skis were better suited than 

imported skis for the unique Japanese snow. 

 But the American consumer has never been very susceptible to calls for patriotic 

buying. Even during the era of bad national feeling toward the French for opposing our 

2003 invasion of Iraq, about the best we could do to punish the French was to refer to 

french fries as “freedom fries.” Take  that,  you ingrates! And after all we did for you 

during World War II! More signifi cantly, during 2003 our imports from France actually 

went up. 

 Perhaps a better case for economic nationalism could be made against Saudi Arabia. 

We now import 60 percent of our oil, and that country has long been one of our largest 

suppliers. Although 15 of the 19 plane hijackers on 9/11 were Saudis, we never consid-

ered curbing oil imports from that country, let alone going to war. 

 Today there’s a good deal of China bashing for running $200 billion trade surpluses 

with us, fl ooding our stores with low-cost TVs, DVD players, microwave ovens, toys, and 

textiles. But all that bad feeling toward the Chinese has not hurt business at Wal-Mart, 

which sells more Chinese exports than any other company in the world. Back in the early 

1970s, when we began running large trade defi cits with Japan, our leading Japan basher 

was Treasury Secretary John Connally, who declared that as far as he was concerned, the 

Japanese could sit in their Toyotas on the docks of Yokohoma, watching their Sony TVs. 

Still, through the next two decades, our trade defi cit with Japan continued to mount. 

 The bottom line is that Americans are consumers fi rst, while paying just lip service 

to economic nationalism. No nation of economic nationalists would run up our long 

string of record-setting trade defi cits. So pass the freedom fries and, in the words of the 

old Beach Boys song, “I better turn on the lights, so we can ride my Honda tonight.”       

  Questions for Further Thought and Discussion  

   1.   Explain what comparative advantage is. Make up an example to illustrate this concept.  

   2.    What is wrong with having tariffs and quotas? Which is the lesser of the two evils, 

and why?  

   3.    Explain why globalization is good for the United States. What are the drawbacks of 

globalization for our economy?  

   4.   What would you suggest we do to reduce our trade defi cit?  

   5.   We run huge trade imbalances with two countries. Explain the cause of the imbalances.  

   6.   Should we be worried about our trade defi cit? Explain why or why not.  

   7.   What is the economist’s case for free trade?  

   8.     Practical Application:  Can you think of any valid reason for tariff protection? Try to 

make a case for it.    
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   Multiple-Choice Questions  

Circle the letter that corresponds to the best answer.  

   1.   Our balance of trade   .   (LO1)

  a)   has always been positive  

  b)   turned negative in the mid-1970s  

  c)   turned negative in the mid-1980s  

  d)   has always been negative    

   2.   Which makes the most sense economically? (LO1)  

  a)   Individual self-suffi ciency  

  b)   National self-suffi ciency  

  c)   National specialization  

  d)   None of these    

   3.   Which statement do you agree with? ( LO6 ,  7 )  

  a)    There are several problems causing our huge trade 

defi cit; there are no easy solutions to these 

problems.  

  b)    We could quickly eliminate our trade defi cit by 

raising tariffs.  

  c)    The main reason we have a large trade defi cit is 

that foreigners refuse to buy American goods and 

services.  

  d)    The main reason for our large trade defi cit is our 

relatively low rate of economic growth.    

   4.   The Chinese economic expansion since the early 1980s 

and the Japanese economic expansion from the late 

  1940s through the 1980s were   . (LO8)  

  a)   virtually identical  

  b)   both dependent on the American market  

  c)   based in the economic principles of Karl Marx  

  d)    based on closing their domestic markets to 

American goods and services    

   5.   Which statement is false? ( LO2 ,  3 )  

  a)    No nation will engage in trade with another nation 

unless it will gain by that trade.  

  b)    The terms of trade will fall somewhere between 

the domestic exchange equations of the two 

trading nations.  

  c)   Most economists advocate free trade.  

  d)   None of these statements is false.    

   6.   Our largest trade defi cit is with   . (LO8)  

  a)   Japan     d)   Mexico  

  b)   Canada     e)   Germany  

  c)   China    

   7.   Which one of the following does NOT contribute to 

our huge trade defi cit? (LO6)  

  a)   Our failing educational system  

  b)   Our high defense spending  

  c)   Our high saving rate  

  d)   Our huge oil imports    

   8.   The least applicable argument for protecting 

American industry from foreign competition would 

  be the    argument. (LO5)  

  a)   national security    c)  low-wage

  b)   infant industry    d)  employment          

   9.   Imports would be lowered by   . (LO4)  

  a)   tariffs only  

  b)   import quotas only  

  c)   both tariffs and import quotas  

  d)   neither tariffs nor import quotas    

   10.   Of these three choices—tariffs, quotas, and free 

trade—economists like    the most and  

 the least. (LO4)  

  a)   tariffs, quotas     d)   free trade, quotas  

  b)   tariffs, free trade     e)   quotas, free trade  

  c)   free trade, tariffs     f )   quotas, tariffs    
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   11.   Our biggest annual trade defi cit in our history was 

more than    billion. (LO1)  

  a)   $300     d)   $600  

  b)   $400     e)   $700  

  c)   $500    

   12.   Which country regularly counterfeits American goods 

and services, a practice which costs American 

industry over $200 billion a year? (LO6)  

  a)   Mexico     c)   China  

  b)   Canada     d)   Japan    

   13.   Which would be the most accurate statement with 

respect to our chemical industry? (LO7)  

  a)    It is on the decline and now contributes to our 

balance of trade defi cit.  

  b)   It is large and growing.  

  c)    It generally provides a trade surplus of about 

$20 billion a year.  

  d)    It will almost completely disappear by the year 

2015.    

  14.   Each of the following would reduce our trade defi cit 

except   . (LO7)  

  a)   increasing saving  

  b)   cutting defense spending  

  c)   increasing investment  

  d)   raising interest rates    

  15.   Our trade defi cit with China in 2007 was   

. (LO8)  

  a)   under $100 billion  

  b)   between $100 billion and $150 billion  

  c)   between $150 billion and $200 billion  

  d)   over $200 billion    

  16.   Statement 1: Our trade defi cit with China is larger 

than our trade defi cit with Japan. 

 Statement 2: Americans pay lower taxes on gasoline 

than do the citizens of most of the nations in Western 

Europe. (LO8)  

  a)   Statement 1 is true, and statement 2 is false.  

  b)   Statement 2 is true, and statement 1 is false.  

  c)   Both statements are true.  

  d)   Both statements are false.    

  17.   Of the following, our imports of    

contribute most to our trade defi cit. (LO6)  

  a)   oil     c)   textiles  

  b)   clothing     d)   consumer electronics    

  18.   Which of the following would best describe our 

trading relationship with China fi ve years from 

now? (LO8)  

  a)    Our trade defi cit will be higher and we will be 

importing a higher proportion of “low-skill” 

products.  

  b)    Our trade defi cit will be higher and we will be 

importing a higher proportion of “high-skill” 

products.  

  c)    Our trade defi cit will be lower and we will be 

importing a higher proportion of “low-skill” 

products.  

  d)    Our trade defi cit will be lower and we will be 

importing a higher proportion of “high-skill” 

products.    

  19.   Which statement is the most accurate? ( LO1 ,  9 )  

  a)    Globalization has made some people winners and 

others losers.  

  b)    Globalization has been good for everyone 

involved.  

  c)    Globalization has been bad for everyone involved.  

  d)    Virtually all economists believe that globalization 

has almost no downside.    

  20.   Which statement is true about how globalization has 

affected American workers? ( LO5 ,  9 )  

  a)    The only jobs that have been lost or will be lost 

are blue-collar factory jobs.  

  b)    Most workers who have lost their jobs because of 

globalization have ended up in better paying jobs.  

  c)    Until now a relatively high proportion of 

Americans perform high-skill, well paying jobs, 

while a relatively high proportion of Chinese 

perform low-skill, poorly paying jobs.  

  d)    Globalization cannot be considered a threat to the 

livelihoods of highly-skilled, well paid American 

workers.    

472
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  21.   Which is the most accurate statement? (LO9)  

  a)    The United States can be described as a purely 

free trading nation.  

  b)    The United States is one of the most protectionist 

nations in the world.  

  c)    The rich nations provide hundreds of billions of 

dollars in agricultural subsidies to the poorer 

nations.  

  d)    The United States provides smaller agricultural 

subsidies than does Japan and the European 

Union.    

  22.   Which statement is true? (LO3)  

  a)    Comparative advantage is not necessary for trade 

to take place, but absolute advantage is.  

  b)    Absolute advantage is not necessary for trade to 

take place, but comparative advantage is.  

  c)    Both absolute and comparative advantage are 

necessary for trade to take place.  

  d)    Neither absolute nor comparative advantage are 

necessary for trade to take place.    

  23.   Which statement is true? (LO5)  

  a)    There are basically no arguments that can be made 

on behalf of trade protection.  

  b)    The arguments for trade protection are more valid 

than the arguments for free trade.  

  c)    The United States has had a record of fully 

supporting free trade since the early 20th century.  

  d)    Much of what we import has been produced by 

“sweatshop labor.”    

  24.   In order for trade between two countries to take 

place,   . (LO3)  

  a)   absolute advantage is necessary  

  b)   comparative advantage is necessary  

  c)    both absolute and comparative advantage are 

necessary  

  d)    neither absolute nor comparative advantage is 

necessary    

  25.   Which of the following is the most accurate 

statement? ( LO1 ,  9 )  

  a)    Americans are very willing to buy domestically 

produced goods, even if they are more expensive 

than imported goods.  

  b)    We import more foreign goods than we did 40 years 

ago, but merchandise imports are still about the 

same percentage of our GDP.  

  c)    In the decades following World War II, the 

Japanese consumer has strongly favored 

domestically manufactured goods over imports.  

  d)    France paid a high economic price when many 

Americans switched from french fries to freedom 

fries.       

 Fill-In Questions  

   1.   The basis for international trade is   . ( LO1   )

Use  Figure 1  to answer questions 2 and 3.      

   2.   Brazil is better at producing    than at 

producing   . 

  Argentina is better at producing    than at 

producing   . (LO3)  

   3.   If 1 ton of steel could be traded for 1 ton of wheat, 

Brazil would trade its    for Argentina’s   

. (LO3)  
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   4.      is the country with which we have the 

largest trade imbalance. ( LO6 ,  8 )  

   5.   It would greatly reduce our trade defi cit the most if 

we could curb our import of   . (LO6)  

   6.   Our trade defi cit in 2007 was $   . ( LO1 ,  6 )  

   7.   If our trade defi cit with China and Japan were 0, our 

total trade defi cit would be reduced by almost   

   percent. (LO8)  

   8.   The law of comparative advantage states that total 

output is greatest when each product is made by the 

  country that has the   . (LO3)  

   9.   A tariff is a tax on   ; a quota is

  a limit on   . (LO4)  

  10.      was the last year in which we ran a trade 

surplus. (LO1)   

         Problems 

 Assume Bolivia and Chile use the same amount of 

resources to produce tin and copper.  Figure 2  represents 

their production possibilities curves. Use it to answer 

problems 1 through 4.  

   1.   Bolivia has a comparative advantage in the 

production of which metal? (LO3)  

   2.   Chile has a comparative advantage in the production 

of which metal? (LO3)  

   3.   Bolivia will trade    for   . (LO3)  

   4.   Chile will trade    for   . (LO3)                  
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 Chapter 19 

  T
 he United States is the world’s largest economy and the world’s largest trading 

nation. We import more than any other nation and we also run the world’s lar gest 

negative trade balance—$708 billion in 2007. 

  How do we fi nance all this trading, and how do we fi nance our negative balance in 

trade? International trade is just one part of international fi nance. The other part encom-

passes foreign investment, capital infl ows and outfl ows, exchange rates, and other inter-

national transactions, as well as the fi nance of international trade. 

  One consequence of our mounting trade defi cits is that foreigners are buying up 

American assets. How much of America is foreign owned today, and will most of this 

country one day be owned by foreigners? Will foreigners soon have enough fi nancial 

leverage to infl uence—or even dictate—our economic and foreign policies? Stay tuned, 

and by the end of the chapter you will learn the answers to these important questions. 

 International Finance  

   1.  Financing international trade. 
   2.  The balance of payments. 
   3.  Exchange rate systems. 

   4.  Globalization of the U.S. dollar. 
   5.  Current account defi cit.  

  LEARNING OBJECTIVES 

  These are the international fi nance topics you’ll learn about:  

    The Mechanics of International Finance  

 Think of international trade and fi nance as an extension of our nation’s economic activ-

ities beyond our borders. Instead of buying microchips from a fi rm in California, we buy 

them from a fi rm in Japan. Instead of selling Cadillacs in Miami, we sell them in Rio 

de Janeiro. And rather than building a factory in Chicago, we build one in China.  

 Financing International Trade 

 When an American importer buys $2 million of wine from a French merchant, how 

does she pay? In dollars? In euros? In gold? Gold is used only by governments, and 

then only on very rare occasions, to settle international transactions. Dollars, although 

sometimes acceptable as an international currency, are not as useful as euros to the 

French wine merchant. After all, the merchant will have to pay his employees and sup-

pliers in euros. 

  475
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    There’s no problem exchanging dollars for euros in either the United States or 

France. Many banks in New York have plenty of euros on hand, and virtually every 

bank in the country can get euros (as well as other foreign currencies) within a day 

or two. In Paris and every other French city, dollars are readily available from banks 

and storefront foreign exchange dealers. On any given day—actually, at any given 

minute—there is a market exchange rate of euros for dollars; all you need to do is fi nd 

the right teller and you can exchange your dollars for euros or euros for dollars within 

minutes. 

    Financing international trade is part of the economic fl ow of money and credit that 

crosses international boundaries every day. For the rest of this chapter we’ll see where 

these funds are going and, in particular, how the United States is involved. We’ll begin 

with the U.S. balance of payments, which provides an accounting of our country’s inter-

national fi nancial transactions.   

 The Balance of Payments 

 Often our balance of payments is confused with our balance of trade. Actually, the 

balance of trade is a major part of the balance of payments.  The entire fl ow of U.S. 
dollars and foreign currencies into and out of the country constitutes the balance of 
payments,  while the trade balance is just the difference between our imports and our 

exports. 

    The balance of payments consists of two parts. First is  the current account, which 
summarizes all the goods and services produced during the current year that we buy 
from or sell to foreigners.  The second part is the capital account, which records the 
long-term transactions that we conduct with foreigners. The total of the current and 

capital accounts will always be zero; that is, our balance of payments never has a defi cit 

or a surplus. When we look at these accounts in more detail, the picture should become 

clearer. 

     Table 1  shows the U.S. balance of payments in 2007. The great villain of the 

piece is our huge trade defi cit. Next we have income from investments. From the early 

20th century to the early 1980s the United States had a substantial net investment 

income because Americans invested much more abroad than foreigners invested in the 

United States. Since then foreigners have been investing more in the U.S. than we have 

  The balance of payments has 
two parts: the current account 
and the capital account.    

  The balance of payments has 
two parts: the current account 
and the capital account.    

TABLE 1  U.S. Balance of Payments, 2007* 
(in $ billions)*

Current Account (billions of dollars)

Exports of goods and services 11,643

Imports of goods and services 22,351

Net investment income 1   96

Net transfers   2   99

Current account balance  2  711

Capital Account

Foreign investment in the U.S.  11,864

U.S. investment abroad  21,206

Statistical discrepancy    1   53

Capital account balance   1  711

*Numbers may not add up due to rounding. 
Source: Survey of Current Business, March 2008; Economic Indicators, March 2008.
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been investing abroad, so eventually those investments will earn more income than 

ours. In other words, in the not-too-distant future, net investment income will turn 

negative. Finally, we have net transfers, which include foreign aid, military spending 

abroad, remittances to relatives living abroad, and pensions paid to Americans living 

abroad. 

      I think that our net unilateral transfers abroad may be even larger than the $99 billion 

listed in  Table 1 . (See the box, “Sending Money Home.”) This was sent mainly by 

recent immigrants to their families in Mexico, the Caribbean, and to Central and South 

America. 

    Our balance on the current account is a clear indicator of how we’re doing. A 

negative balance on the current account of $711 billion means that we went $711 billion 

deeper into debt with foreigners. 

 When we add up the numbers that go into our current account, it is easy to see why 

this fi gure is negative and why our current account defi cit has been growing in recent 

years. (See  Figure 1 .) But what international fi nance takes away with one hand, it pays 

back with the other. Thus, by defi nition, our current account defi cit is balanced by our 

capital account surplus. 

    Although our balance of payments every year, by defi nition, is zero, foreigners are 

buying up more and more of our country. So it is tempting to refer to our current account 

defi cit as our balance of payments defi cit (I’ve slipped a few times myself). Please 

remember that our huge current account defi cit is offset by our capital account surplus. 

    The way it works is that we buy much more from foreigners than they buy from us. 

In effect, they lend or give us the money to make up the difference between our imports 

and our exports. It would not be an exaggeration to say that we borrow so much from 

foreigners to fi nance our current account defi cits that we sell them pieces of the American 

rock, so to speak. Those pieces consist mainly of corporate stock and real estate, but 

they also lend us hundreds of billions of dollars each year in the form of purchases of 

corporate and government bonds and other debt instruments. Unless we can reduce our 

defi cit in the trade of goods and services, our current account defi cit will keep growing, 

and foreigners will have little choice but to keep sending most of those dollars back here 

to buy up more and more of our assets.  

     As you can see from  Figure 2 , our current account defi cit as a percentage of GDP 

has been rising very rapidly since the early 1990s. By 2006 we were borrowing

  Our current account defi cit is 
balanced by our capital account 
surplus.  

  Our current account defi cit is 
balanced by our capital account 
surplus.  

My maternal grandmother, the oldest of eight children, 

grew up in a small town in  Russia, not far from the 

Black Sea. While still a teenager she was sent to Amer-

ica where she would work in a garment factory, saving 

up money to send for her younger siblings, one-by-one. 

Together, they earned enough within a few years to 

bring the entire family to America. This was a familiar 

family saga in the decades before the restrictive immi-

gration laws were passed in the 1920s, intended to 

restrict the infl ux of “undesirables” from Eastern and 

Southern Europe.

 Today recent immigrants cannot easily send for 

their families, but they do provide them with substantial 

support by regularly wiring them money. If you’ll glance 

at Table 1, you’ll notice that $99 billion in net transfers 

was sent abroad in 2007. About three-quarters of those 

funds were remittances sent by recent immigrants to 

their families back home.

 Here’s the deal: We hire immigrants to harvest our 

crops, tend our lawns, take care of our children, staff our 

restaurants, clean our offi ces and homes, and pay them 

minimum, or even sub-minimum wages, often off the 

books. They live as cheaply as possible, scrimping and 

saving so they can send money home to their parents and 

children, often providing the sole means of support for 

their families. To sum up: These folks perform low-wage 

work that most Americans won’t do themselves, and 

then send home a large part of their wages.

Sending Money Home
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6.2 percent of our GDP from foreigners, but in 2007 it fell back to 5.1 percent. Alan 

Greenspan, who served as Federal Reserve chairman from 1987 to January 2006, and 

his successor, Ben Bernanke, have termed this trend of rising current account defi cits as 

“unsustainable.” But just weeks after he took offi ce, Bernanke stated that it may be ten 

years before the defi cit can be substantially reduced. 

     Figure 3  shows how our current account defi cit as a percentage of GDP compared 

with that of other relatively rich countries in 2006. Half these countries had current 

account surpluses. But the United States, along with Australia and the United  Kingdom, 

ran relatively large defi cits as a percentage of GDP. At 6.2 percent, ours was the 

 largest.    

Figure 3

Current Account Defi cit or 

Surplus as Percentage of GDP, 

Selected Countries, 2006
Among these countries, the United 
States is running one of the largest 
current account defi cits relative to 
its GDP.

*In 2007 it fell to �5.1.

Source: The World Bank, World 
Development Report 2008.
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Figure 2

U.S. Current Account Defi cit or Surplus as a 

Percentage of GDP, 1985–2007
In 1991 we ran a tiny surplus—$3 billion—on our 
current account. But in subsequent years we ran 
mounting defi cits. By 2005 our current account defi cit 
was 6.3 percent of GDP.

Source: Economic Report of the President, 2006.
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U.S. Current Account Surpluses and Defi cits, 1985–2007
Since 1991 our current account defi cits have grown steadily, 
reaching $790 billion in 2005.

Source: Economic Report of the President, 2008; Economic Indicators, 
March 2008.
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  Exchange Rate Systems  

 The basis for international fi nance is the exchange of well over 100 national currencies. 

Until the 1930s the world’s currencies were based on gold. Since then a relatively free-

fl oating exchange rate system has evolved. Under this system exchange rates are deter-

mined largely by the forces of supply and demand. In other words, how many yen, yuan, 

euros, or pounds you can get for your dollars is determined largely by the impersonal 

forces of the market.       

     An exchange rate is the price of a country’s currency in terms of another currency.  
If you received 100 Japanese yen for $1, then you could say that a yen is worth one 

cent. And if a British pound were exchanged for $2, then you could say that a dollar is 

worth half a pound. In February 2006, you needed about 84 euros (the euro is the offi cial 

currency of Germany, France, Italy, and nine other European countries) to get $100. So 

a euro was worth about $1.19. 

    There are three fairly distinct periods in the recent history of exchange rates. First, 

we’ll examine the period before 1944, when most of the world was on the gold standard. 

Second, we’ll look at the period from 1944 to 1973, when international fi nance was 

based on fi xed exchange rates. Finally, we shall review the period from 1973 to the 

present, when we have had relatively freely fl oating exchange rates.  

 The Gold Standard 

 There has been some talk in recent years about a return to the gold standard, but it’s not 

going to happen. Exactly what  is  the gold standard, what are its advantages, and what 

are its disadvantages? Funny you should ask. 

     A nation is on the gold standard when it defi nes its currency in terms of gold . 

Until 1933 the U.S. dollar was worth 1/23 of an ounce of gold. In other words, you 

could buy an ounce of gold from the Treasury for $23 or sell this department an 

ounce for $23. Paper money was fully convertible into gold. If you gave the Treasury 

$23, you would get one ounce of gold—no ifs, ands, or buts. In 1933, we raised the 

price of gold to $35 an ounce, which meant a dollar was worth 1/35 of an ounce 

of gold. 

    To be on the gold standard, a nation must maintain a fi xed ratio between its gold 

stock and its money supply. That way, when the gold stock rises, so does the money 

supply. Should gold leave the country, the money supply declines. 

    That brings us to the third and last requirement of the gold standard: There must be 

no barriers to the free fl ow of gold into and out of the country. 

    When we put all these things together, we have the gold standard. The nation’s 

money supply, which is based on gold, is tied to the money supply of every other nation 

on the gold standard. It is the closest the world has ever come to an international cur-

rency. This system worked quite well until World War I, when most of the belligerents 

temporarily went off the gold standard because many of their citizens were hoarding gold 

and trying to ship it off to neutral nations. 

    Ideally, here is how the gold standard works. When Country A exports as much as 

it imports from Country B, no gold is transferred. But when Country A imports more 

than it exports, it has to ship the difference, in gold, to the trading partners with whom 

it has trade defi cits. 

    Suppose the United States had to ship 1 million ounces of gold to other countries. 

This would lower our gold stock and, consequently, our money supply. When our money 

supply declined, so would our price level. This would make our goods cheaper relative to 

foreign goods. Our imports would decline and our exports would rise because foreigners 

would fi nd American imports cheaper than their own goods. 

    What we had, then, was a self-correcting mechanism. A negative balance of trade 

caused an outfl ow of gold, a lower money supply, lower prices, and ultimately, fewer 

  Three distinct periods    Three distinct periods  

  Exactly what is the gold 
standard?  
  Exactly what is the gold 
standard?  

How the gold standard worksHow the gold standard works

  A self-correcting mechanism    A self-correcting mechanism  
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imports and more exports. Thus, under the gold standard, negative trade balances 

eliminated themselves. 

    After World War I the nations that had left the gold standard returned to the fold, but 

some nations’ currencies were overvalued (relative to their price in gold) while others’ 

currencies were undervalued. Adjustments were diffi cult because the nations whose cur-

rency was overvalued would have faced a gold drain and, consequently, lower prices and 

lower wages. But wages and prices are rarely downwardly fl exible. 

    An alternative was to devaluate—that is, lower the price of money in relation to 

gold. For example, a 10 percent devaluation would mean that instead of getting 10 British 

pounds for an ounce of gold, you now get 11. As the Great Depression spread, one nation 

after another devaluated, and within a few years virtually everyone was off the gold 

standard. 

    Let’s step back for a moment and evaluate the gold standard. It  did  work for a long 

time, automatically eliminating trade surpluses and defi cits. And it  did  stimulate interna-

tional trade by removing the uncertainty of fl uctuating exchange rates. 

    But the gold standard has a downside. First, it will work only when the gold supply 

increases as quickly as the world’s need for money. By the early 20th century this was 

no longer the case. Second, it will work only if participating nations are willing to accept 

the periodic infl ation and unemployment that accompany the elimination of trade imbal-

ances. In today’s world political leaders must pay far more attention to their domestic 

constituencies than to their trading partners. Finally, strict adherence to the gold standard 

would render monetary policy utterly ineffective. If gold were fl owing into the United 

States, the Federal Reserve would be powerless to slow the rate of monetary growth and 

the ensuing infl ation. And if there were an outfl ow of gold, the Federal Reserve would 

be unable to slow the decline in the money supply and thereby prevent the advent of a 

recession. 

    With the breakdown of the gold standard in the 1930s, protectionism returned as 

one nation after another raised tariff barriers higher and higher. Devaluation followed 

devaluation until the entire structure of international trade and fi nance was near complete 

collapse. Then came World War II—and with it, a great revival of economic activity. 

While the war was still raging, the Bretton Woods conference was called to set up a 

system of international fi nance that would lend some stability to how exchange rates 

were set.       

 The Gold Exchange Standard, 1944–73 

 The Bretton Woods (New Hampshire) conference set up the International Monetary Fund 

(IMF) to supervise a system of fi xed exchange rates, all of which were based on the 

U.S. dollar, which was based on gold. The dollar was defi ned as being worth 1/35 of 

an ounce of gold, so gold was $35 an ounce, and dollars were convertible into gold at 

that price. 

    Other currencies were convertible into dollars at fi xed prices, so these currencies 

were indirectly convertible into gold. But this was short of a gold standard because 

the money supplies of these nations were not tied to gold and no longer would trade 

defi cits or surpluses automatically eliminate themselves. If a nation ran consistent 

trade defi cits, it could devaluate its currency relative to the dollar. A devaluation of 

10 percent or less could be done without the IMF’s permission (larger cuts required 

permission). 

    The new system functioned well for 25 years after World War II. The United States 

ran almost continual balance-of-payment defi cits during the 1950s and 1960s, which 

eventually led to an international fi nancial crisis in 1971. But until that year these defi cits 

contributed to international liquidity. This is because U.S. dollars as well as gold were 

held as reserves for international payments by virtually every country in the world but 

the United States. 

    Why were U.S. dollars acceptable to other nations? First, the United States held the 

largest stock of gold in the world and stood ready to sell that gold at $35 an ounce to 

  Evaluation of the gold standard    Evaluation of the gold standard  

  Fixed exchange rates    Fixed exchange rates  

  Why were U.S. dollars so 
acceptable?  
  Why were U.S. dollars so 
acceptable?  
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the central banks of all nations. Second, the American economy was by far the largest 

and strongest in the world. 

    By the late 1960s, as our gold stock dwindled and as foreign governments found 

themselves with increasing stocks of dollars, these nations began to ask some embarrass-

ing questions. If the United States continued to run balance-of-payments defi cits, would 

we be able to redeem the dollars they were holding for gold at $35 an ounce? Would 

the United States be forced to devaluate the dollar, thus making other countries’ dollar 

holdings less valuable?   

 The Freely Floating Exchange Rate System, 
1973 to the Present 

 To return to 1971, when our payments defi cits fi nally forced us to abandon the gold 

exchange standard—and forced the rest of the world off as well—the IMF needed to 

set up a new system fast, and that system was, in computer terminology, a default 

system. 

    We were back to the old system that economists fondly refer to as the law of supply 

and demand. How does it apply to foreign exchange? The same way it applies to every-

thing else. 

     Figure 4  shows hypothetical supply and demand curves for British pounds. Inferring 

from these curves, you can get 2 dollars for 1 pound. 

    Who sets this exchange rate? Basically, the forces of supply and demand do. The 

question then is, Where does the supply and demand for pounds come from? 

    The demand curve for pounds represents the desire of Americans to exchange their 

dollars for pounds. Why do they want pounds? To buy British goods and services, stocks, 

bonds, real estate, and other assets. 

    Likewise, the supply curve of pounds represents the desire of British citizens to 

purchase American goods, services, and fi nancial assets.     

    Now we get to the beauty of the law of supply and demand. The point at which the 

two curves cross tells us the exchange rate of pounds and dollars. In  Figure 4  we have 

a rate of 2 dollars for 1 pound. 

    With freely fl oating exchange rates, currencies will sometimes  depreciate  in value 

relative to other currencies. If the pound, for instance, depreciates with respect to the 

euro, it may fall from one pound equals 1.5 euros to one pound equals 1.4 euros.  Depre-
ciation of a currency occurs when one currency becomes cheaper in terms of another 

  We were back to the law of 
supply and demand.  
  We were back to the law of 
supply and demand.  

Figure 4

Hypothetical Demand for and 

Supply of British Pounds
How is the exchange rate set 
between dollars and pounds? It is 
set by the forces of demand and 
supply.
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currency . Similarly, a currency can  appreciate  in value relative to another currency. 

Before appreciation 125 yen equaled one euro, but after the yen appreciated 120 yen 

equaled one euro.  Appreciation of a currency occurs when one currency becomes more 
expensive in terms of another currency . Whenever one currency depreciates, another 

currency must appreciate. 

    If we had completely free-fl oating exchange rates (that is, no government interfer-

ence), the market forces of supply and demand would set the exchange rates. To a 

large degree, this is what happens; but governments do intervene, although usually for 

just a limited time. In other words, government intervention may temporarily infl uence 

exchange rates, but exchange rates are set by the forces of supply and demand in the 

long run. 

    China is the big exception to the freely fl oating exchange rate system. For many 

years the Chinese government tied its currency to the dollar at the rate of 8.28 yuan 

to the dollar. By the new millennium it was clear that the yuan was undervalued and 

that if it was allowed to fl oat freely, fewer yuan would be exchanged for each dollar. 

Finally, since the summer of 2005 the Chinese government has allowed the yuan to 

very slowly appreciate against the dollar. 

    By mid-April 2008 the yuan had risen from 8.28 to the dollar to 7.0 to the dollar. 

But it does not appear that future appreciations of the yuan will substantially reduce 

our trade defi cit with China. Indeed since 2005 it rose by 13 percent to a record $256 

billion in 2007. As  The Economist  observed:  

 America’s trade defi cit is due mainly to excessive spending and inadequate saving, not to 

unfair Chinese competition. If China has contributed to America’s defi cit it is not through 

its undervalued exchange rate, but by holding down bond yields and so fuelling excessive 

household borrowing and spending. From this point of view, global monetary policy is now 

made in Beijing, not Washington.  1  

    How have the Chinese managed to manipulate the exchange rate of the yuan 

against the dollar? Because it runs huge trade surpluses with the United States, the 

Chinese government uses its surplus dollars to buy dollar-denominated securities, 

largely U.S. government bonds. Maintaining an undervalued yuan, it has been able to 

make Chinese exports more attractive to American consumers by keeping down their 

prices. 

      Three factors infl uence the exchange rates between countries. The most important 

factor is the relative price levels of the two countries. If American goods are relatively 

cheap compared to German goods, there will be a relatively low demand for euros and 

a relatively high supply of euros. In other words, everyone—Germans and Americans— 

wants dollars to buy American goods. 

    A second factor is the relative growth rates of the American and German econo-

mies. Whichever is growing faster generates a greater demand for imports. If the 

American economy is growing faster, it will raise the demand for euros (to be used 

to buy imported goods from Germany) while decreasing the supply of euros (the 

Germans will hold more euros and fewer dollars because they are not buying many 

American goods). 

    The third and fi nal factor is the relative level of interest rates in the two countries. 

If the interest rates are higher in Germany than they are in the United States, American 

investors will want to take advantage of the higher rates by buying German securities. 

They will sell their dollars for euros, driving up the price of euros. In effect, then, the 

demand for euros will rise and their supply will decline. 

     Figure 5  shows fi ve important exchange rates. If the weighted-average exchange 

value of the U.S. dollar in Panel A confuses you, then help is on the way. You’ll fi nd it 

in the box, “Interpreting the Top Line in  Figure 5 .” 

  We don’t have completely free-
fl oating exchange rates.  
  We don’t have completely free-
fl oating exchange rates.  

1The Economist, July 30, 2005, p. 11.
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Figure 5

International Exchange Rates, 1972–2007
The value of the U.S. dollar in relation to the yen, the pound, and other currencies has fl uctuated rather 
widely over the last four decades. To a large degree the dollar has appreciated and depreciated relative to all 
other major currencies, moving up in value in the early 1980s, down in the later 1980s, up in the late 1990s, 
and down again in the new millennium.

Source: Business Cycle Indicators, January 2008.
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  Because of our record trade defi cits with China, Bush administration offi cials as

well as many members of Congress have demanded that the Chinese government allow 

the yuan to appreciate at a faster pace against the dollar. The accompanying box, “The 

Yuan vs. the Dollar,” provides a closer look at the long term relationship between the 

two currencies. 

    Let’s see how the dollar stacks up against the currencies of our leading trading 

partners as of March 21, 2008.  Figure 6  tells us how many euros, pounds, yen, and other 

foreign currencies we could have gotten for a dollar. 

    Suppose you bought a Volkswagen Beetle for 9,500 euros. How much would that 

come to in dollars and cents? 

Figure 6

Exchange Rates: Foreign 

Currency per American Dollar, 

March 21, 2008
How many Mexican pesos would 
you get for a dollar? You would get 
10.7 pesos. Can you fi gure out how 
many dollars (actually how many 
cents) you would get for a peso? 
You would get a little over 9 cents—
or 9.346 cents to be exact. 
Exchange rates fl uctuate from 
minute to minute, and they are 
usually calibrated to hundredths, or 
even thousandths of a cent.

Source: Federal Reserve.

$1 Will Buy

1.73 Brazilian reals

0.5 British pounds

1.02 Canadian dollars

7.05 Chinese yuan

0.65 euros

39.9 Indian rupees

99.4 Japanese yen

10.7 Mexican pesos

8.2 South African rand

1002.0 South Korean won

1.01 Swiss francs

  H E L P
E X T R A

Interpreting the Top Line in Figure 5

 Suppose a Honda Accord cost 1,000,000 yen in 1985. 

If 250 yen exchanged for one dollar, the car cost an Amer-

ican $4,000 (1,000,000/250). By 1988 you could get only 

125 yen for your dollar. If that new Accord still cost 

1,000,000 yen, how many dollars did you need to buy it? 

Don’t wait for me to tell you. I’d like you to work out 

the answer here:

 Here’s the solution: 1,000,000/125 5 $8,000.

 When the dollar rises in value, foreign goods become 

cheaper; at the same time American goods become more 

expensive to foreigners. What do you think this does to 

our trade balance? That’s right—it makes it worse. Since 

the late 1980s the index has generally fl uctuated within a 

range of 80 to 100.

*This is, of course, an oversimplifi cation, because the dollar will not have 
risen by 100 percent against every currency during this period. It will have 
risen by more than 100 percent against some and by less than 100 percent 
against others.

The graph line in Panel A of Figure 5 shows how the 

U.S. dollar has fl uctuated against other major  currencies 

since 1972. When the line rises, that means the dollar has 

risen in value against a weighted average of 10 major for-

eign currencies. What does this mean in plain English?

 First, a weighted average of currencies is similar to 

your grade point average. If you’re really curious about 

how weighted averages are constructed, look at the box 

“Construction of the Consumer Price Index” in Chapter 

10 in Economics and Macroeconomics.

 Figure 5 charts an index of the dollar’s relationship 

to other major currencies, with a base of March 1973. 

Let’s say that in March 1973 a dollar traded for 50 francs. 

We set that base year at 100. Suppose the index rose to 

200 a few years later. Then you might be able to get 100 

francs for your dollar.*

 The index did rise from 95 in 1980 to just over 140 in 

1985; so the dollar rose by about 60 percent. What did this 

mean to American consumers? It meant that on the average 

they could get about 60 percent more foreign currency for 

their dollars than they could have just fi ve years before.

484

sLa62468_ch19_475-500.indd Page 484  6/9/08  6:56:37 PM user-s208sLa62468_ch19_475-500.indd Page 484  6/9/08  6:56:37 PM user-s208 /Volumes/101/MHBR062/sLa9ch19%0/Volumes/101/MHBR062/sLa9ch19%0



    Solution: First, note that, since the exchange rate in  Figure 6  is 0.65 euros for a 

dollar, the number of dollars you need to pay is more than the number of euros. To 

fi nd the answer (to the nearest dollar), divide the 9,500 euros by the exchange rate 

of 0.65. 

  

9,500

0.65
5 $14,615

    

 How Well Do Freely Floating (Flexible) 
Exchange Rates Work? 

 Until 1973 most countries had fi xed exchange rates because they feared fl exible 

rates would fl uctuate wildly. Has that happened since 1973? While there certainly 

have been some ups and downs, most notably with the dollar, we can still say so far, 

so good.   

 The Euro 

 On January 1, 1999, most of Western Europe introduced a single currency, the euro. (See 

Panel C,  Figure 5 .) The European Monetary Union has 12 members—Austria, Belgium, 

Cyprus, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta,  Netherlands, 

So far, so good.So far, so good.

A D V A N C E D W O R K

The Yuan vs. the Dollar

Missing from Figure 5 is a graph entitled, “China (Yuan 

per U.S. Dollar). Using the graph in Figure A, go ahead and 

draw a line showing how many yuan you could get for a 

dollar between the beginning of 1995 and the summer of 

2005. If you’re not sure how to proceed, then please reread 

the last two pages.

Now let’s talk about the line you just drew from the 

beginning of 1995 and the summer of 2005. It should be a 

perfectly horizontal line at a height of 8.28. That’s because 

the Chinese government held the exchange rate at exactly 

8.28 yuan per dollar over this period. Now extend your line 

from the summer of 2005 through April 2008.

 What you drew should be a descending line that 

reaches 7.0 in April 2008. One more question: Can you 

predict how many yuan you would be able to get for a dol-

lar at the end of 2011? To help you answer this question, 

you might want to extend the line you drew through the 

end of 2011.

 If the Chinese government continues to let the yuan 

continue to appreciate against the U.S. dollar at the same 

pace it has since the summer of 2005, then it should be trad-

ing at about 5.7 per dollar in December 2011. Let’s do the 

math: Over the 32-month period from August 2005 through 

April 2008, the dollar depreciated by about 1.3 yuan (from 

8.28 to just below 7.0). If the dollar continued to fall against 

the yuan at the same pace over the next 32 months (between 

April 2008 and December 2011), it would fall by another 

1.3 yuan to 5.7 yuan.

1995

5.6

6.0

6.4

6.8

7.2

7.6

8.0

8.4

2000 2005 2010

Figure A

China (Yuan per U.S. Dollar)
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Portugal, Slovenia, and Spain. Flying into Spain from Finland now involves no more 

hassle than the hop from Chicago to New York. No need to show a passport and—thanks 

to the euro—no need for the traveler to change money or grapple with baffl ing prices. 

    Imagine if the United States were divided into 50 states, each with its own currency. 

Think how hard it would be to do business. Not only would exchange rates change, liter-

ally from minute to minute, but, since business payments are often made 30 or 60 days after 

delivery, you might end up paying 5 or 10 percent more—or less—than thecontractual 

price. This added element of uncertainty would make it much harder to do business. So, 

what the members of the euro area are doing, then, is attempting to move toward a unifi ed 

market with a single currency, just like the one we’ve long enjoyed in the United States. 

    As the dollar has fallen in value, the euro has been replacing it as an international 

currency. While the dollar is still the currency of choice throughout the world, if the 

dollar continues to decline, the euro, and perhaps the Chinese yuan, will become more 

important players on the international fi nancial stage.   

 The Yen and the Yuan 

 As we noted in the previous chapter, our two biggest trade defi cits are with China 

and Japan. And, as it happens, the Chinese and Japanese monetary authorities have 

kept the value of their currencies low against the dollar. Indeed the Chinese yuan has 

been pegged at 8.28 from 1984 until mid-2005 when it was fi nally allowed to appre-

ciate, albeit at a very slow pace. It was estimated that in the spring of 2008 the yuan 

was still artifi cially undervalued by as much as 40 percent against the dollar. This has 

made Chinese goods and services cheaper to American  consumers and American goods 

and services more expensive to Chinese consumers. Japan, too, extremely concerned 

about falling exports, has kept the yen artifi cially low against the dollar, making its 

exports to the U.S. cheaper and American imports more expensive.           

          Japan has long been one of our major trading partners, so the exchange rate between 

the yen and the dollar is very closely watched. What would happen to the number of 

yen you could get for a dollar if the supply of dollars rose and the demand for dollars 

fell? 

    You should be able to fi gure that out very easily. In  Figure 7 , we show the question 

in graphic form, and as we can see, in this particular case, the dollar fell from 100 yen 

to 80 yen. 
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Figure 7

Hypothetical Supply of and 

Demand for Dollars Relative 

to Yen
If the supply of dollars outside the 
United States were to go up from 
S1 to S2 while the demand for 
dollars went down from D1 to D2 
what would happen to the price of 
the dollar relative to yen? It would 
go down, in this case from 100 yen 
to 80 yen.
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    The chances are you’ve never heard of the hamburger standard or the Big Mac index, 

but you’re about to. Begun by  The Economist  as a tongue-in-cheek effort to see if the 

dollar was undervalued or overvalued, the hamburger standard has actually taken on a 

life of its own (see the box, “The Hamburger Standard”).      

 The Falling Dollar and the U.S. Trade Defi cit 

 If foreigners have to pay higher prices, they will buy fewer of our exports. For example, 

if the dollar appreciates against the euro, from say, 0.8 euros to the dollar to 1.2 euros 

to the dollar, that would make our goods and services 50 percent more expensive to the 

Suppose you were addicted to Big Macs, so no matter 

where you were in the world, you would rush to Mac-

Donald’s for dinner. If you did this in the United States 

on February 1, 2007, a Big Mac would have cost you, 

on average, $3.22. If you had been in China, after you 

changed your dollars into yuan, that same Big Mac 

would have cost you just $1.41 (see chart). But in Swit-

zerland, after changing your dollars into Swiss francs, 

you would have had to shell out $5.05.

 The Big Mac index was created by The Economist 
to determine whether or not the dollar was overvalued 

or undervalued. If it were overvalued with respect to 

another currency, then you would be getting a bargain 

when you exchanged your dollars for that currency. 

You’d certainly have gotten a bargain in China when 

you exchanged your dollars for yuan and bought that 

Big Mac for the equivalent of just $1.41. That same 

hamburger would have cost you $3.22 in the United 

States. Indeed, we could say that the yuan was under-

valued with respect to the dollar. By the same logic, you 

would not have gotten your money’s worth in Switzerland, 

paying the equivalent of $5.05 for your Big Mac. We 

could say that the Swiss franc was overvalued with 

respect to the dollar.

 See if you can fi gure out by what percent the Swiss 

franc is overvalued relative to the dollar. Be sure to 

write down your answer.

Solution: It’s overvalued by 57 percent. Here’s the 

math: You’re overpaying by $1.83 ($5.05 2 $3.22).

$1.83

$3.22
5 0.57 5 57% 

One last question. By what percent is the Chinese 

yuan undervalued relative to the dollar?

Solution: It’s undervalued by 56 percent.

You’re underpaying by $1.81. 
$1.81

$3.22
5 0.56 5 56% 

 Published two or three times a year by The Econo-
mist, The Big Mac index is intended as a light-hearted 

guide to whether currencies are at their “correct level.”

. . . in the long run, exchange rates should move 
toward rates that would equalise the prices of an 
identical basket of goods and services in any two 
countries. To put it simply: a dollar should buy the 
same everywhere. Our basket is a MacDonald’s Big 
Mac, produced locally to roughly the same recipe in 
118 countries.*

The Hamburger Standard

The Hamburger Standard: The Price of a Big Mac in Selected 

Countries
Source: The Economist, January 14, 2006, p. 102.
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*“Economic focus/McCurrencies,” The Economist, June 11, 2005.

Source: The Economist, February 1, 2007.
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French, the Germans, the Italians, and all the other Europeans buying our exports. So an 

appreciating dollar would tend to lower our exports. 

    Similarly, an appreciating dollar would tend to raise our imports from France, 

Germany, Italy, and other countries using the euro. Before the dollar appreciated, you 

might have had to pay $10 for a bottle of European wine; but after it appreciated from 

0.8 euros to 1.2 euros, you would pay just $6.67. As the law of demand tells us,  when 
the price of a good is lowered, more of it is demanded.  
    So if the U.S. dollar appreciates, our exports tend to fall and our imports tend to rise. 

And what happens when the dollar depreciates? You  guessed  it! Our exports tend to fall 

and our imports tend to rise. 

    So what has been happening to the dollar since January 2002? Let’s go to the 

video tape—or, in this case, the top chart in Figure 5. From January 2002 through 

December 2007, the dollar depreciated 23 percent against a weighted average of cur-

rencies. And it continued to fall in the early months of 2008. 

    OK, so others things being equal, what would you expect to have happened to our trade 

defi cit over this period? You would have expected it to fall.  Did it?  The answer is yes and 

no. Table 2 lists our trade defi cits from 2001 through 2007. You’ll notice that our trade 

defi cit more than doubled between 2001 and 2006, and then, in 2007 it fi nally declined. 

2James Surowiecki, “The Financial Page Greenback Blues,”  The New Yorker,  October 8, 2007, p. 38.

TABLE 2  U.S. Trade Defi cit, 2001–2007 
(in billions of dollars)

 Year Defi cit

 2001 $365

 2002 424

 2003 497

 2004 612

 2005 714

 2006 759

 2007   708

Source: Economic Report of the President, 2008; Survey of Current 
Business, March 2008.

    Apparently the lower dollar eventually  did  push down our trade defi cit in 2007, mak-

ing our exports cheaper and our imports more expensive. But why did our depreciating 

dollar take so long to reduce our trade defi cit? There are two fairly obvious answers. 

First, two of our leading trading partners, China and Japan, were very actively buying 

up U.S. Treasury securities to prop up the dollar, all the while holding down the value 

of their own currencies relative to the dollar. In other words, while the dollar was depre-

ciating against the euro, the British pound, and the Canadian dollar, it was not depreci-

ating against the yuan and the yen. 

    The second reason why the depreciating dollar did not push down our trade defi cit 

before 2007 was that foreign sellers were willing to accept lower prices and profi ts in 

order to protect their share of the world’s largest consumer market. This view is sum-

marized by  New Yorker  fi nancial columnist, James Surowiecki:

But what’s most interesting is that foreign companies have essentially chosen to protect U.S. 

consumers from the effects of the weak dollar. They have resisted increasing prices here, 

accepting lower profi t margins in order to maintain their market share. The American market 

is too big and too important for them to run the risk of losing customers, and, because it’s 

so competitive, they generally can’t raise prices without losing market share. So high-end 

television sets, foreign beer, and luxury cars have all remained relatively affordable, even 

though the dollars we buy them with are worth much less than they were a few years ago.  2  
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  How much can you get for one U.S. dollar in yen, yuan, euros, and other currencies? 

Go to  www.federalreserve.gov/releases  and then click on foreign exchange rates—daily. 

If you want to convert one foreign currency, say the British pound, into another foreign 

currency, say the Canadian dollar, go to oanda.com/site/ccindex.shtml     

  Running Up a Tab in the Global Economy  

 What should be pretty clear by now is that, as a nation, we have been living well beyond 

our means for more than 25 years—and that the party can’t last forever. The United 

States quickly shifted from being the world’s largest creditor nation to the largest debtor. 

What happened?  

 From Largest Creditor to Largest Debtor 

 During the second half of the 19th century the United States borrowed heavily from 

Great Britain and other European nations to fi nance the building of railroads and the 

construction of much of our plant and equipment. Our country was a classic debtor 

nation, importing manufactured goods, exporting agricultural products, and borrowing 

capital in order to industrialize. 

    On the eve of World War I with the process of industrialization largely completed, 

we fi nally became a creditor nation. In 1914 foreigners owed us more than we owed 

them. The assets Americans held in foreign countries—factories, real estate, offi ce 

 buildings, corporate stock and bonds, and government bonds—were greater than the 

assets foreigners held in the United States. Our creditor status rose substantially during 

the war as we loaned the Allies billions of dollars. We became the world’s leading 

creditor nation, a position we held until 1982. 

    How did we lose this position and fall into debt, quickly becoming the world’s larg-

est debtor? How could the largest, most productive economy in the world—a nation with 

low unemployment and stable prices—manage to run up such a huge tab?  

         The main reason for this turnaround was our large and growing trade defi cits. As a 

nation we are living for today and not worrying about what will happen tomorrow. To 

say that, as a people, Americans are world-class consumers would not be an exaggeration. 

“Born to shop” and “shop till you drop” are apt descriptions of tens of millions of 

American consumers. 

    You can see the trend in foreign assets in the United States and U.S. assets abroad 

by looking at  Figure 8 . In 1985 we became a net debtor nation, and since that year, 

foreign investment in the United States has far outstripped our investment abroad. These 

trends will continue into the foreseeable future as foreigners continue accumulating 

dollars—mainly because of our huge trade defi cits—and using them to buy up our 

assets.     

    And yet, American investors are earning more interest, dividends, and profi ts on their 

investments abroad than were foreigner investors on their investments in the United 

States. How could that be? William Cline provides a succinct explanation:  

 The large and liquid U.S. asset market, with its legal guarantees and (despite Enron) 

transparency, make the United States the natural place for foreign investors to place the 

lower-risk spectrum of their portfolios. Conversely, U.S. investors will tend to seek foreign 

assets to obtain the higher-risk, higher-return spectrum of their portfolios.  3  

          If we add up all the assets that Americans own abroad and subtract the assets that 

foreigners own in the United States we would get the U.S. stock of net foreign assets. 

  During World War I the United 
States became the world’s 
leading creditor nation.  

  During World War I the United 
States became the world’s 
leading creditor nation.  

 International Finance 489

3William R. Cline, The United States as a Debtor Nation (Washington, DC: Institute for International  Economics, 
2005).
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Looking at Figure 8, you can see that the U.S. stock of net foreign assets has been 

negative since the mid-1980s, and   that it began to grow very rapidly at around the 

beginning of the 21st century. 

 In 2000 Americans owned about $6.2 trillion in foreign assets, while foreigners owned 

about $8 trillion in American assets—a gap of $1.8 trillion. By 2007 this gap grew to 

$5.5 trillion, when the American stock of assets held abroad was $10.5 trillion and the 

stock of assets foreigners held in the U.S. was $16 trillion. So during this seven-year period, 

our stock of net foreign assets shot up from �$1.8 trillion to �$5.5 trillion. Even if our 

current account defi cit were to keep falling over the next 10 years, the gap between what 

we own abroad and what foreigners own in the United States will continue to rise.

    Something’s gotta give. Most likely the dollar’s decline, which began in 2002, 

will continue, perhaps for years. This will make our exports cheaper, so foreigners 

will buy more from us. Similarly, the lower-valued dollar will make imported goods 
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Figure 8

U.S. Assets Abroad and Foreign Assets in the United States, 1983–2007
In the mid-1980s we went from being a creditor nation to a debtor nation. Almost each year since 1985 the 
gap between foreign assets in the United States and U.S. assets abroad has kept growing. By the end of 
2007 this gap had reached $5.5 billion.

Sources: Economic Report of the President, 2008; Survey of Current Business, March 2008.
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and services more expensive, so we’ll import less. As the dollar falls—note that I said 

“as” and not “if”—our exports will rise, our imports will fall, and so our trade defi -

cit will shrink. 

    But a declining dollar, as Paul Krugman notes, makes foreign investment in dollar-

denominated assets much less attractive, thereby slowing the infl ow of foreign investment:  

 Right now foreign investors are willing to hold 10-year U.S. government bonds, even though 

they pay only a slightly higher interest rate than their European counterparts. Those investors 

seem to believe, in other words, that today’s strong dollar will persist for another 10 years. 

But the size of our trade defi cit makes that unlikely. So foreign investors, and therefore the 

value of the dollar, are arguably doing a Wile E. Coyote—one of these days they will look 

down, realize that they have already walked over the edge of the cliff, and plunge.  4  

      Well over $1 trillion of our currency remains abroad where it circulates as a medium 

of exchange. The Federal Reserve estimates that over two-thirds of all the U.S. currency 

being printed is eventually used as unoffi cial legal tender in China, Russia, Mexico, 

Romania, Bolivia, the Philippines, Tajikistan, Vietnam, and dozens of other countries. 

Lithuania, Argentina, and Brazil have formally pegged their currencies to the dollar, 

while many others have done so informally. In effect, then, much of the world is unof-

fi cially on the dollar standard. 

    The U.S. dollar is actually the offi cial currency of more than two dozen countries, 

the largest of which are Ecuador, El Salvador, Guatemala, and Panama. And several 

 others, including Mexico and Argentina, have been considering dollarization. 

    Laura D’Andrea Tyson, Dean of the London Business School, explains how the de 

facto dollar standard works:  

 In a dollar-standard world, global growth fuels the demand for liquid dollar assets, and the 

United States can provide these assets, whether in the form of currency, government 

securities, or private securities, with no well-defi ned time frame for net repayment. As a 

result, the United States seems to enjoy a virtually unlimited line of credit denominated in 

its own currency with the rest of the world. This credit fi nances America’s large and 

growing current-account defi cit. The United States benefi ts from this arrangement because 

it can consume much more than it produces. But the rest of the world also benefi ts both 

because it gets the dollar holdings it requires and because the United States uses the credit 

to import goods and services and serve as the world’s growth engine.  5  

            As long as we can maintain a low infl ation rate and currency stability, the world 

may continue to accept our dollars in exchange for a multitude of goods and services. 

We’re certainly getting a great deal. We get to buy hundreds of billions of dollars’ worth 

of stuff each year and pay for it just by printing money. 

    The foreign saver has a strong voice in setting the interest rates—not just for U.S. 

government securities but indirectly for other interest rates as well. As our dependence 

on funds from abroad grows, we are abdicating not just our role as the world’s leading 

economic power but our economic sovereignty. As time goes by, decisions affecting the 

American economy will be made not in New York and Washington but in Tokyo, London, 

Beijing, Frankfurt, and other fi nancial capitals outside the United States. 

    As a nation we are living for today and not worrying about what will happen tomor-

row. “America has thrown itself a party and billed the tab to the future,” says Harvard 

economist Benjamin Friedman.  6   But all parties must end sometime, and someone is 

going to be left with a mess to clean up. (See the box, “The Role of Drug Money,” for 

a discussion of another aspect of our living for today.)   

  The U.S. Treasury depends on 
the foreign saver to fi nance the 
defi cit.  

  The U.S. Treasury depends on 
the foreign saver to fi nance the 
defi cit.  

  We are living for today and not 
worrying about tomorrow.  
  We are living for today and not 
worrying about tomorrow.  

Laura D’Andrea Tyson, Dean of the 
London School of Economics

4Paul Krugman, “Defi cit Attention Disorder,” The New York Times, March 26, 2000, section 4, p. 17.
5Laura D’Andrea Tyson, “In the Dollar We (and All Other Nations) Trust,” BusinessWeek, October 28, 2002, 
p. 26. Dr. Tyson was Chair of the President’s Council of Economic Advisors, 1993–95.
6Benjamin M. Friedman, Day of Reckoning (New York: Random House, 1988), p. 4.
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 Living beyond Our Means 

 The root cause of our problems has been that we as a nation have been consuming 

more than we have been producing, spending more than we have been earning, or, in 

short, living for today without providing for tomorrow. In the 19th century, when this 

country also ran up a large international debt, we were fi nancing capital expansion. 

This investment in the future enabled us to vastly expand our production and quickly 

pay off our debt. 

    Today we are following a radically different course. We are not borrowing from 

abroad to fi nance capital expansion but rather to pay for a massive spending spree. What 

are we buying? We’re buying consumer electronics, cars, designer clothes, and oil. 

 America has become a nation of consumption junkies. This is not, in itself, such a 

terrible thing if we supported our habit. But we can’t. So we ask foreigners to indulge 

us. And so far they have—at a price. We’ve been giving them IOUs in the form of U.S. 

dollars, and more and more, foreigners have been cashing them in for pieces of America. 

It seems as though everyone—the British, the Japanese, the Dutch, the Canadians, the 

Chinese, the Germans—owns a piece of the rock. 

    Since the early 1980s we’ve seen a massive recycling of dollars. As our trade 

defi cits rose, the dollars we sent abroad were lent back to us as foreigners took advan-

tage of our relatively high interest rates to purchase Treasury securities and corporate 

bonds. But they have increasingly been using their dollar stash to buy up pieces of 

America in the form of real estate and corporate stock. One might say foreigners are 

now not just America’s creditors but its owners as well.  The Economist  summed up 

our current account dilemma:  

 Just as an individual cannot pile on credit-card debt forever, so a country cannot increase 

the burden of its foreign debt indefi nitely. Eventually, interest on the accumulated debt 

would use all the economy’s resources, leaving nothing for domestic spending.  7  

     A Codependent Relationship 

 China, and to a lesser degree, Japan and a few other East Asian countries, are locked 

into a codependent relationship with the United States. As long as we keep buying from 

them, even though we’re running huge bilateral trade defi cits, they continue to fi nance 

those defi cits by lending us money. Indeed, China and Japan alone not only fi nance over 

half our trade defi cit, but over half our federal budget defi cit as well. 

  We are a nation of consumption 
junkies.  
  We are a nation of consumption 
junkies.  

  We are selling off the rock— 
piece by piece.  
  We are selling off the rock— 
piece by piece.  

7“The Price of Profl igacy,” The Economist, September 20, 2003, p. 7.

There are no hard fi gures or even reliable estimates on 

the amount of money sent abroad to pay for cocaine and 

heroin imports. But considering that the United States 

is clearly the world’s leading drug importer, it is reason-

able to say that more than $30 billion a year is sent 

abroad to drug growers and traffi ckers. The transfer of 

funds is done by cash or electronically through the 

worldwide banking network and is not easy to trace.

 How does this affect our balance-of-payments defi -

cit? It doesn’t, except that we often run “statistical dis-

crepancies” that sometimes run to over $80 billion. Now 

where could all that money be coming from? And where 

could it be going?

 Some of it is coming back into the United States to 

purchase legitimate businesses, some to buy luxury con-

dominiums along South Florida’s “Gold Coast,” and 

some may even be going to buy up part of the national 

debt. The point is, however reprehensible the drug deal-

ers are, the economic effect of their transactions is 

similar to the effects of any other imports. The bottom 

line is that Americans are buying today’s pleasures with 

tomorrow’s income.

The Role of Drug Money
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    This is a great deal for us, because we get to consume much more than we produce. 

Why are these nations so nice to us? Because the huge American market enables them 

to expand production and job creation beyond what their own populations can consume. 

In addition, these Asian nations are so eager to keep their goods inexpensive, that they 

are willing to buy hundreds of billions of dollars in U.S. Treasury securities each year 

to prevent the dollar from depreciating too quickly. 

    Had the central banks of China, Japan, and America’s other major Asian trading 

partners not made these purchases, the market forces of supply and demand would have 

driven the dollar well below its current level. A lower dollar would have made our 

imports more expensive and our exports cheaper, helping to reduce our trade defi cit. But 

our codependent relationships with these nations precluded that from happening. 

     The Economist  summarized the consequences of our codependent relationships with 

our Asian trading partners:  

 The Asian central banks are masking market signals; America’s current-account defi cit 

refl ects insuffi cient saving by households and an excessive budget defi cit. Normally, 

investors would demand higher bond yields to compensate them for the increased risk, 

thereby giving the government a warning as well as an incentive to borrow less. But Asia’s 

buying of Treasury bonds, with little regard for risk and return is keeping yields artifi cially 

low, which makes pruning the budget seem less urgent. At the same time low interest rates 

prolong America’s unhealthy consumer spending and borrowing binge.  8  

      The United States borrows over $2 billion a day from foreigners, largely to fi nance 

our trade defi cit, but much of this money is also used to fi nance the federal budget 

defi cit as well. The Japanese and Chinese governments are the largest holders of U.S. 

government securities. Together they are keeping us fi nancially afl oat. 

    This arrangement has operated smoothly as we began running larger and larger trade 

and budget defi cits, with the salutary effect of holding down our interest rates. Presum-

ably it will continue into the foreseeable future because we, the Chinese, and the Japanese 

have too much to lose by upsetting the fi nancial apple cart. But the time may come, 

perhaps fi ve or ten years down the road, when our foreign creditors strongly disagree 

with some policy of the American government. 

    I won’t even speculate as to what might set off such a confl ict, but increasingly, we 

will have to take into account the opinions of our creditors. Most alarming, each year, 

we are digging ourselves into a deeper and deeper fi nancial hole.   

 Why We Need to Worry about the Current Account Defi cit 

 Ours is the world’s largest economy, our rate of productivity growth is quite high, and 

we are on the cutting edge of the latest technology. So why worry about our current 

account defi cit? 

    Countries that use American dollars for their currency as well as countries that hold 

U.S. government securities as assets have somewhat limited needs and will reach a point 

when they don’t need any more dollars or U.S. Treasury debt. And as we continue sell-

ing off our nation’s assets and debt to foreigners, they will reach the limit of how much 

they are willing to hold. 

    When that happens, foreigners will demand fewer dollars, the dollar will depreciate 

in value, foreigners holding American assets will suffer tremendous losses, and Ameri-

cans will fi nd that they have to pay a lot more for imported goods. Our living standard 

will fall, and we’ll probably have a really bad recession or even a depression. 

    Today we still have a choice. We can bring our current account defi cit under control or 

we can pay the consequences a few years from now. My guess is that we’ll let things keep 

drifting until it’s too late. In the meanwhile, keep your eye on the current account defi cit.  

8“A Fair Exchange?” in The Economist, October 2, 2004, p. 16.

sLa62468_ch19_475-500.indd Page 493  6/9/08  6:56:44 PM user-s208sLa62468_ch19_475-500.indd Page 493  6/9/08  6:56:44 PM user-s208 /Volumes/101/MHBR062/sLa9ch19%0/Volumes/101/MHBR062/sLa9ch19%0



494 C H A P T E R  1 9

 Current Issue: Editorial: American Exceptionality 

 Toward the end of the main section of daily newspapers, you’ll fi nd the editorial page. 

Here’s where the editors get a chance to say what they  really  think. This may surprise 

readers, who fi nd plenty of opinions expressed in news articles. But economics textbook 

authors are held to a higher standard. We are expected to present both sides of most con-

troversial economic issues. So while our personal viewpoints may well show through, we 

really do make a strong effort to be, in the words of Fox News, “fair and balanced.” 

 In this last section of the last chapter, I’d like to shift gears, going from neutral to 

fast forward. Let me tell you what I  really  think about the American economy and where 

it’s headed. 

 For a century we’ve been the world’s largest economy, and for most of this time we 

have enjoyed the highest standard of living in history. There has long been a strong belief 

in American exceptionalism, perhaps best expressed by this line from our hymn,  America 
the Beautiful,  “God shed his grace on thee.” 

 Since the implosion of the Soviet Union in 1991, we have been the world’s only 

superpower. Indeed we spend as much on armaments as the rest of the world combined. 

There are some who see parallels between our recent military record and those of the 

Roman, the Spanish, and British empires. In fact, one can easily make the case that our 

empire is not only in decline, but may soon begin to fall apart. 

 There are many people, both in this country and abroad, who believe that, like the 

Romans, the Spanish, and the British before them, the Americans have built a huge 

empire to serve its economic interests. And like the  Pax Britannica  that lasted a century 

from the end of the Napoleonic Wars in 1815 to the beginning of World War I in 1914, 

we too have used our military might to impose what has been termed a “New World 

Order.” And what would be the coin of our realm? You  guessed  it! The U.S. dollar! Bill 

Bonner and Addison Wiggin describe the economic workings of this American empire, 

and how it differs from its predecessors.  

 America provides a  pax dollarium  for nearly the entire world. But the United States does 

not take direct tribute from its vassal states and dependent territories for providing this 

service. Instead, it borrows from them. Living standards rise in the United States. But they 

are rising on borrowed money, not on stolen money. The big difference is that America’s 

vassal states can stop lending at any time. If they care to, they can even dump their current 

loans on the open market destroying the U.S. dollar and forcing interest rates so high that a 

recession—or depression—is practically guaranteed. What is worse, the longer the present 

system continues, the worse off Americans are.  9  

    Let’s look at the facts:  

  •   We are running unsustainably large federal budget defi cits.  

  •   Our huge current account defi cit, fueled by our trade defi cit, may be spiraling out 

of control.  

  •   Our defense spending is growing at an unsustainable pace, while our military is 

stretched to the breaking point.  

  •   We are living well beyond our means, depending on the kindness of foreigners.  

  •   We have lost most of our manufacturing base and are now losing our innovative 

edge as well.  

  •   Americans have one of the lowest savings rate of all nations.  

  •   American students have among the lowest scores on international tests.  

  •   We import 60 percent of our oil.   

•  We spend almost twice as much per capita on health care than most other eco-

nomically advanced nations. 

9Bill Bonner and Addison Wiggin, Empire of Debt (Hoboken, NJ: John Wiley and Sons, 2005), p. 40.
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 Considered individually, none of these facts is too alarming, but what conclusions 

do you reach when you look at the entire package? What trends do you see? Do you 

think our nation can sustain this course indefi nitely? 

 By nature economists are usually pessimists. That’s why economics has long been 

called “the dismal science.” So here we have the United States at the top of its economic 

game, the unchallenged leader of the world, and I’m suggesting that our game is almost 

up, that we’ve been building up to a great fall. 

 One of the endearing characteristics of economics is that different people can look 

at the same set of facts and reach diametrically opposed conclusions. I’ve concluded that 

we are headed for an economic collapse—a collapse that will certainly come sometime 

in the next two or three decades. But you might have looked at these same facts and 

concluded that the best is yet to come. Hopefully we’ll both live long enough to see which 

one of us is right.      

  Questions for Further Thought and Discussion  

   1.    What is meant by our balance of payments? Explain what current account and capital 

account are.  

   2.   What is the gold standard? How does it work?  

   3.   Why does the dollar fl uctuate with other currencies?  

   4.    How did the United States go from being the world’s largest creditor nation to the 

world’s largest debtor?  

   5.    Can there be a defi cit on Current Account and a defi cit on Capital Account at the 

same time? Explain.  

   6.    For several months before your vacation trip to Germany you fi nd that the exchange rate 

for the dollar has increased relative to the euro. Are you pleased or saddened? Explain.  

   7.    If the dollar depreciates relative to the Japanese yen, will the Sony DVD player you 

wanted become more or less expensive? What effect will this have on the number of 

Sony DVD players that Americans buy?  

   8.    Explain why a currency depreciation leads to an improvement in a nation’s balance 

of trade.  

   9.   What is a foreign exchange rate? Provide a few examples.  

   10.   How is the exchange rate determined in a freely fl oating rate system?  

   11.   Who demands Japanese yen? Who supplies yen?  

   12.     Practical Application:  Foreigners are buying up hundreds of billions of dollars in 

American assets. In what ways should this be a matter of concern to Americans?    
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   Multiple-Choice Questions 

 Circle the letter that corresponds to the best answer.  

   1.   We became a debtor nation in . (LO5)  

  a)   1975     c)   1985  

  b)   1980     d)   1990    

   2.   In 2007 our net foreign debt was over $  

trillion. (LO5)  

  a)   one     c)   three     e)   fi ve  

  b)   two     d)   four    

   3.   Which statement is true? (LO5)  

  a)    In the 1980s we did not receive many dollars in 

investment funds from foreigners.  

  b)    In the 1980s foreign investment funds were 

attracted by our high interest rates.  

  c)    Our military spending has helped reduce our 

current account defi cit.  

  d)    None of these statements is true.    

   4.   During the 1980s, . (LO5)  

  a)    both American investment abroad and foreign 

investment in the United States increased  

  b)    both American investment abroad and foreign 

investment in the United States decreased  

  c)    American investment abroad increased and 

foreign investment in the United States decreased  

  d)    American investment abroad decreased and 

foreign investment in the United States increased    

   5.   The world’s leading debtor nation is 

. (LO5)  

  a)   Argentina     c)   Mexico  

  b)   Brazil      d)   the United States    

   6.   Which statement is true?   (LO5)

  a)    Foreigners own most of the assets in the United 

States.  

  b)    We own more assets in foreign countries than 

foreigners own in the United States.  

  c)    Foreigners are driving up interest rates in the 

United States.  

  d)   None of these statements is true.    

   7.   Which one of the following statement is the most 

accurate? (LO5)  

  a)    As a percentage of GDP, the United States has the 

highest current account surplus of any nation.  

  b)    As a percentage of GDP, the United States has the 

highest current account defi cit of any nation.  

  c)    As a percentage of GDP, our current account 

defi cit is roughly the same as it was 10 years ago.  

  d)    Our current account defi cit is rising at an 

unsustainable pace.    

   8.   An American importer of Italian shoes would pay in 

. (LO1)  

  a)   dollars     c)   euros  

  b)   gold     d)   lira    

   9.   The total of our current and capital accounts 

. (LO2)  

  a)   will always be zero  

  b)   will always be negative  

  c)   will always be positive  

  d)   may be positive or negative    

  10.   In recent years we bought  from 

foreigners than they bought from us, and we invested 

 in foreign countries than foreigners 

invested in the United States. ( LO2 ,  5 )  

  a)   more, more     c)   less, more  

  b)   less, less     d)   more, less    

   11.   Today international fi nance is based on 

. (LO3)  

  a)   the gold standard  

  b)    mainly a relatively free-fl oating exchange rate 

system  

  c)   fi xed rates of exchange    

  12.   The international gold standard worked well until 

. (LO3)  

  a)   World War I     c)   1968  

  b)   1940     d)   1975    

Workbook for Chapter 19
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  13.   If we were on an international gold standard, 

. (LO3)  

  a)   infl ations would be eliminated  

  b)   recessions would be eliminated  

  c)   trade defi cits and surpluses would be eliminated  

  d)    no nation would ever have to devaluate its 

currency    

  14.   Which of the following is false? (LO3)  

  a)    The gold standard will work only when the gold 

supply increases as quickly as the world’s need for 

money.  

  b)    The gold standard will work only if all nations 

agree to devaluate their currencies simultaneously.  

  c)    The gold standard will work only if participating 

nations are willing to accept periodic infl ation.  

  d)    The gold standard will work only if participating 

nations are willing to accept periodic 

unemployment.    

  15.   The gold exchange standard was in effect from 

. (LO3)  

  a)   1900 to 1944     c)   1955 to 1980  

  b)   1944 to 1973     d)   1973 to the present    

  16.   The United States began to consistently run current 

account defi cits since . ( LO1 ,  5 )  

  a)   1961     d)   1991  

  b)   1971     e)   2001  

  c)   1981    

   17.   Today currency exchange rates are set mainly by 

. (LO3)  

  a)   the International Monetary Fund  

  b)   the U.S. Treasury  

  c)   bilateral agreements between trading nations  

  d)   supply and demand    

  18.   The most important infl uence on the exchange rate 

between two countries is . (LO3)  

  a)   the relative price levels of the two countries  

  b)   the relative growth rates of the two countries  

  c)   the relative level of interest rates in both countries  

  d)   the relative wage rates of both countries    

  19.   Devaluation would tend to . (LO3)  

  a)   make the devaluating country’s goods cheaper  

  b)    make the devaluating country’s goods more 

expensive  

  c)    have no effect on the value of the devaluating 

country’s goods    

  20.   Which is the most accurate statement? ( LO4 ,  5 )  

  a)    Since the euro was introduced it has lost almost 

half its value.  

  b)    The euro has facilitated trade among the members 

of the euro zone.  

  c)    The euro is now the world’s most important 

reserve currency.  

  d)    The euro circulates as currency in most of the 

countries of the world.    

  21.   The main reason why we are the world’s largest 

debtor nation is . (LO5)  

  a)   our military spending  

  b)   our trade defi cit  

  c)   infl ation  

  d)   high taxes    

  22.   Which is the most accurate statement? (LO2)  

  a)    Since our current account defi cit is matched by 

our capital account surplus, we have no problem 

with respect to our international transactions.  

  b)    Foreigners invest all the dollars they receive from 

our capital account defi cit to buy American assets.  

  c)    Our current account defi cits are declining and 

should disappear before the year 2015.  

  d)    A declining dollar makes foreign investment in 

dollar-denominated assets much less attractive to 

foreigners.    

  23.   Which of these is the most accurate 

statement? (LO5)  

  a)    There is no basis for the claim that the United 

States is living beyond its means.  

  b)    Our current account defi cit is not a serious 

problem.  

  c)    Our trade defi cit is a major economic problem.  

  d)    Since 2002 the dollar has been rising against most 

major currencies.    
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  24.   If you were going to spend time in Italy, France, and 

Germany, you would be paying for things with

  . (LO1)  

  a)   lira, francs, and marks  

  b)   dollars  

  c)   euros  

  d)   gold    

  25.   Which is the most accurate statement? (LO2)  

  a)   Our balance on the current account is negative.  

  b)    Since our balance of payments is always zero, 

there is little to worry about.  

  c)    The income Americans receive from their foreign 

investments is much greater than the income 

foreigners receive for their American investments.  

  d)    Because our imports are much greater than our 

exports, the federal government is forced to make 

up the difference.    

  26.   Suppose the world was on the gold standard. If Peru 

ran persistent trade defi cits, . (LO3)  

  a)    Peru would be able to continue doing so with no 

consequences  

  b)    Peru’s money stock would decline, its prices 

would fall, and its trade defi cit disappear  

  c)    Peru would soon suffer from infl ation  

  d)    Peru would raise tariffs and prohibit the shipment 

of gold from the country    

  27.   Suppose that in the year 2012 we run a trade defi cit

  of $900 billion. Our current account defi cit would be

  about  billion. (LO5)  

  a)   $600    d)  $1,000

  b)   $800     e)   $1,200  

  c)   $900        

  28.   The most accurate statement would be: (LO5)  

  a)   The current account defi cit is high, but falling.  

  b)    The current account defi cit will bankrupt us by 

2015.  

  c)    If our trade defi cit begins falling, the current 

account defi cit will fall.  

  d)    Our trade defi cit is much higher than our current 

account defi cit.    

  29.   According to the “Big Mac Index,” 

. ( LO3 ,  4 )  

  a)    the U.S. dollar is too highly valued relative to 

virtually all other currencies  

  b)    the U.S. dollar is valued too low relative to 

virtually all other currencies  

  c)    you will be able to buy a Big Mac much more 

cheaply in China or Russia than in the United 

States  

  d)    you will have to pay much more for a Big Mac in 

China or Russia than you would in the United 

States    

  30.   Which is the most accurate statement? In early 2008 

there was strong evidence that the . (LO3)  

  a)   yuan and yen were overvalued against the dollar  

  b)   yuan and yen were undervalued against the dollar  

  c)   yuan was undervalued against the yen  

  d)   yen was undervalued against the yuan    

  31.   Running mounting current account defi cits is 

analogous to . (LO5)  

  a)   running up debt on a credit card  

  b)    taking money out of one pocket and putting it in 

another  

  c)   owing money to ourselves  

  d)   borrowing money that never has to be repaid    

  32.   If a Japanese DVD player priced at 12,000 yen can be 

purchased for $60, the exchange rate is (LO3)  

  a)   200 yen per dollar.    d)  200 dollars per yen.

  b)   20 yen per dollar.     e)   none of the above.  

  c)   20 dollars per yen.        

  33.   Suppose that last month the U.S. dollar was trading 

on the foreign-exchange market at 0.85 euros per 

dollar. Today the U.S. dollar is trading at 0.88 euros 

per dollar. (LO3)  

  a)    The dollar has depreciated and the euro has 

appreciated.   

  b)    The euro has depreciated and the dollar has 

appreciated.  

  c)    Both the euro and the dollar have appreciated.  

  d)   Neither the euro nor the dollar have depreciated.       
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 Fill-In Questions  

   1.   The entire fl ow of U.S. dollars and foreign currencies 

into and out of the country constitutes our 

  . (LO2)  

   2.   Most all the dollars that foreigners have earned from 

trading with the United States have been 

   in the form of

  

. (LO2)  

   3.   The basis for international fi nance is the exchange of 

. (LO1)  

   4.   A nation is on the gold standard when it 

. (LO3)  

 5.     To be on the gold standard, a nation must maintain 

a fi xed ratio between its gold stock and 

  . (LO3)  

   6.   Under the gold standard, if country J imports more 

than it exports, it has to ship  

 to the trading partners 

with whom it has trade defi cits. This will depress 

country J’s , and its price 

level will . (LO3)  

   7.   Under the gold standard, if country K’s price level 

declines, its imports will  

and its exports will . (LO3)  

   8.   Today exchange rates are set by  

and . (LO3)  

   9.   If Tim Matray wanted to buy wine from a French 

merchant, he would pay her with . (LO1)  

   10.   The main difference between our being a debtor 

nation in the 19th century and our being a debtor 

nation since the early 1980s was that in the 19 th  

  century we ran up a debt by buying 

  goods; since the early 1980s we have run up a debt 

  buying  goods. (LO5)     

 Problems 

 Use the exchange rates listed in  Figure 6  of the chapter to 

fi nd how much it would cost in U.S. dollars and cents to 

make the purchases listed in problems 1–4.  

   1.   A Toyota Corolla priced at 1.4 million yen. (LO3)  

   2.   A carton of Canadian paper priced at $9.00 

Canadian. (LO3)  

   3.   A British book priced at 12 pounds. (LO3)  

   4.   A German camera priced at 250 euros. (LO3)

    Use the exchange rates listed in  Figure 6  to fi nd how 

much it would cost in the currency specifi ed to make 

the purchases listed in problems 5–8.  

   5.   A DVD priced at $10 is sold in Toronto. (LO3)  

   6.   Windows Vista priced at $100 is sold in China. (LO3)  

   7.   A Cadillac priced at $20,000 is sold in 

London. (LO3)  

   8.   A bottle of Viagra priced at $20 is sold in 

Berlin. (LO3)  

   9.   A country had exports of $100 billion, imports of

$90 billion, net transfers from abroad of 2$10 

billion, and 2$5 billion of net income from foreign 

investments. What is the country’s current account 

balance? (LO3)  

   10.   Brazil ran a current account defi cit of $55 billion. 

What is its balance on the capital account? (LO3)  

   11.   If you could buy a market basket of goods and 

services in the United States for $1,000 and those 

same goods and services cost you $1,200 after you 

converted your dollars into euros, (a) is the euro 

undervalued or overvalued relative to the dollar?

(b) by what percent? (LO3)  

   12.   If you could buy a market basket of goods and 

services in the United States for $10,000 and those 

same goods and services cost you $7,000 in Russia 

after you converted your dollars into rubles, (a) is the 

ruble undervalued or overvalued relative to the 

dollar? (b) by what percent? (LO3)         
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    Glossary 

  a 
   Ability-to-Pay Principle      The amount of taxes that people pay 

should be based on their ability to pay (that is, their incomes).  

   Absolute Advantage      The ability of a country to produce a good 
at a lower cost than its trading partners.  

   Accelerator Principle      If sales or consumption is rising at a con-
stant rate, gross investment will stay the same; if sales rise at a 
decreasing rate, both gross investment and GDP will fall.  

   Accounting Profi t      Sales minus explicit cost. Implicit costs are 
not considered.  

   Aggregate Demand      The sum of all expenditures for goods and 
services.  

   Aggregate Demand Curve      Curve showing planned purchase 
rates for all goods and services in the economy at various 
price levels.  

   Aggregate Supply      The nation’s total output of goods and 
services.  

   Aggregate Supply Curve      Curve showing the level of real GDP 
produced at different price levels during a time period,  ceteris 
paribus .  

   Allocative Effi ciency      Occurs when no resources are wasted; it 
is not possible to make any person better off without making 
someone else worse off.  

   Anticipated Infl ation      The rate of infl ation that we believe will 
occur; when it does, we are in a situation of fully anticipated 
infl ation.  

   Antitrust Laws      These laws, including the Sherman and Clay-
ton acts, attempted to enforce competition and to control the 
corporate merger movement.  

   Appreciation      An increase in the value of a currency in terms of 
other currencies.  

   Arbitration      An arbitrator imposes a settlement on labor and 
management if they cannot reach a collective bargaining 
agreement.  

   Asset      Something that is owned by or owed to an individual or a 
business fi rm.  

   Asset Demand      Holding money as a store of value instead of 
other assets such as stocks, bonds, savings accounts, certifi -
cates of deposit, or gold.  

   Automatic Stabilizers      Programs such as unemployment insur-
ance benefi ts and taxes that are already on the books to help 
alleviate recessions and hold down the rate of infl ation.  

   Autonomous Consumption      The minimum amount that people 
will spend on the necessities of life.  

   Average Fixed Cost      Fixed cost divided by output.  

   Average Propensity to Consume      The percentage of dispos-
able income that is spent; consumption divided by disposable 
income.  

   Average Propensity to Save      The percentage of disposable in-
come that is saved; saving divided by disposable income.  

   Average Tax Rate      The percentage of taxable income that is 
paid in taxes; taxes paid divided by taxable income.  

   Average Total Cost (ATC)      Total cost divided by output.  

   Average Variable Cost (AVC)      Variable cost divided by output.  

   b 
   Backward-Bending Labor Supply Curve      As the wage rate 

rises, more and more people are willing to work longer and 
longer hours up to a point. They will then substitute more 
leisure time for higher earnings.  

   Balanced Budget      When federal tax receipts equal federal gov-
ernment spending.  

   Balance of Payments      The entire fl ow of U.S. dollars and for-
eign currencies into and out of the country.  

   Balance of Trade      The difference between the value of our im-
ports and our exports.  

   Balance on Capital Account      A category that itemizes changes 
in foreign asset holdings in one nation and that nation’s asset 
holdings abroad.  

   Balance on Current Account      A category that itemizes a na-
tion’s imports and exports of goods and services, income re-
ceipts and payments on investment, and unilateral transfers.  

   Bank      A commercial bank or thrift institution that offers check-
able deposits.  

   Bank Run      Attempts by many depositors to withdraw their 
money out of fear that that bank was failing, or that all banks 
were failing.  

   Barrier to Entry      Anything that prevents the entry of new fi rms 
into an industry.  

   Barter      The exchange of one good or service for another good 
or service; a trade.  

   Base Year      The year with which other years are compared when 
an index is constructed: for example, a price index.  

   Benefits-Received Principle      The amount of taxes people 
pay should be based on the benefi ts they receive from the 
government.  

   Bonds      (See Government Bonds or Corporate Bonds.)  

   Boom      Period of prolonged economic expansion.  

   Break-Even Point      The low point on the fi rm’s average total 
cost curve. If the price is below this point, the fi rm will go out 
of business in the long run.  

   Budget Defi cit      When federal tax receipts are less than federal 
government spending.  

   Budget Surplus      When federal tax receipts are greater than fed-
eral government spending.  

   Business Cycle      Increases and decreases in the level of business 
activity that occur at irregular intervals and last for varying 
lengths of time.  
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   c 
   CPI      (See Consumer Price Index.)  

   Capital      All means of production (mainly plant and equipment) 
created by people.  

   Capital Account      The section of a nation’s international bal-
ance of payments statement in which the foreign purchases of 
that nation’s assets and that nation’s purchases of assets 
abroad are recorded.  

   Capitalism      An economic system in which most economic deci-
sions are made by private owners and most of the means of 
production are privately owned.  

   Capital/Output Ratio      The ratio of capital stock to GDP.  

   Cartel      A group of fi rms behaving like a monopoly.  

   Central Bank      A bank whose chief function is the control of the 
nation’s money supply.  

   Certifi cate of Deposit (CD)      A time deposit (almost always of 
$500 or more) with a fi xed maturity date offered by banks and 
other fi nancial institutions.  

   Change in Demand      A change in the quantity demanded of a 
good or service at at least one price that is caused by factors 
other than a change in the price of that good or service.  

   Change in Supply      A change in the quantity supplied of a good 
or service at at least one price that is caused by factors other 
than a change in the price of that good or service.  

   Checkable-Deposit      Any deposit in a commercial bank or thrift 
institution against which a check may be written.  

   Check Clearing      The process by which money is transferred 
from the checking accounts of the writers of checks to the 
checking accounts of the recipients of the checks.  

   Circular Flow Model      Goods and services fl ow from business 
fi rms to households in exchange for consumer expenditures, 
while resources fl ow from households to business fi rms in 
exchange for resource payments.  

   Classical Economics      Laissez-faire economics. Our economy, 
if left free from government interference, tends toward full 
employment. The prevalent school of economics from about 
1800 to 1930.  

   Closed Shop      An employer may hire only union members; out-
lawed under the Taft-Hartley Act.  

   Collective Bargaining      Negotiations between union and man-
agement to obtain agreements on wages, working conditions, 
and other issues.  

   Collusion      The practice of fi rms to negotiate price and/or market 
share decisions that limit competition in a market.  

   Commercial Bank      A fi rm that engages in the business of bank-
ing, accepting deposits, offering checking accounts, and mak-
ing loans.  

   Communism      An economic system characterized by collective 
ownership of most resources and central planning.  

   Comparative Advantage      Total output is greatest when each 
product is made by the country that has the lowest opportunity 
cost.  

   Competition      Rivalry among business fi rms for resources and 
customers.  

   Complementary Goods      Goods and services that are used to-
gether; when the price of one falls, the demand for the other 
rises (and conversely).  

   Concentration Ratio      The percentage share of industry sales by 
the four leading fi rms.  

   Conglomerate Merger      Merger between two companies in un-
related industries.  

   Constant-Cost Industry      An industry whose total output can be 
increased without an increase in long-run-per-unit costs; an 
industry whose long-run supply curve is fl at.  

   Constant Dollars      Dollars expressed in terms of real purchasing 
power, using a particular year as the base of comparison, in 
contrast to current dollars.  

   Constant Returns to Scale      Cost per unit of production are the 
same for any output.  

   Consumer Price Index      The most important measure of infl a-
tion. This tells us the percentage rise in the price level since 
the base year, which is set at 100; represented by CPI.  

   Consumer Surplus      The difference between what you pay for 
some good or service and what you would have been willing 
to pay.  

   Consumption      The expenditure by individuals on durable 
goods, nondurable goods, and services; represented by C.  

   Consumption Function      As income rises, consumption rises, 
but not as quickly.  

   Consumption Schedule      A schedule of the amounts that people 
plan to spend for consumer goods and services at different 
levels of disposable income.  

   Contraction      The downturn of the business cycle, when real 
GDP is declining.  

   Corporate Bonds      This is a debt of the corporation. Bondhold-
ers have loaned money to the company and are its creditors.  

   Corporate Stock      Share in a corporation. The stockholders own 
the corporation.  

   Corporation      A business fi rm that is a legal person. Its chief 
advantage is that each owner’s liability is limited to the 
amount of money he or she invested in the company.  

   Cost-of-Living Adjustments (COLAs)      Clauses in contracts 
that allow for increases in wages, Social Security benefi ts, 
and other payments to take account of changes in the cost of 
living.  

   Cost-Push Infl ation      Rising costs of doing business push up 
prices.  

   Craft Unions      Labor unions composed of workers who engage 
in a particular trade or have a particular skill.  

   Credit Unions      Financial institution cooperatives made up of 
depositors with a common affi liation.  

   Creeping Infl ation      A relatively low rate of infl ation, such as 
the rate of less than 4 percent in the United States in recent 
years.  

   Crowding-In Effect      An increase in private sector spending 
stimulated by federal budget defi cits fi nanced by U.S. Trea-
sury borrowing.  

   Crowding-Out Effect      Large federal budget defi cits are fi nanced 
by Treasury borrowing, which then crowds private borrowers 
out of fi nancial markets and drives up interest rates.  

   Crude Quantity Theory of Money      The belief that changes in 
the money supply are directly proportional to changes in the 
price level.  

   Currency      Coins and paper money that serve as a medium of 
exchange.  
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   Current Account      The section of a nation’s international bal-
ance of payments that records its exports and imports of goods 
and services, its net investment income, and its net transfers.  

   Cyclical Unemployment      When people are out of work because 
the economy is operating below the full-employment level. It 
rises sharply during recessions.  

   d 
   Decreasing Cost Industry      An industry in which an increase in 

output leads to a reduction in the long-run average cost, such 
that the long-run industry supply curve slopes downward.  

   Defi cit      (See Budget Defi cit.)  

   Defl ation      A decline in the price level for at least two years.  

   Defl ationary Gap      Occurs when equilibrium GDP is less than 
full-employment GDP.  

   Demand      A schedule of quantities of a good or service that peo-
ple will buy at different prices; represented by D.  

   Demand Curve      A graphical representation of the demand 
schedule showing the inverse relationship between price and 
quantity demanded.  

   Demand Deposit      A deposit in a commercial bank or other fi -
nancial intermediary against which checks may be written.  

   Demand, Law of      When the price of a good is lowered, more of 
it is demanded; when the price is raised, less is demanded.  

   Demand-Pull Infl ation      Infl ation caused primarily by an in-
crease in aggregate demand: too many dollars chasing too few 
goods.  

   Demand Schedule      A schedule of quantities of a good or serv-
ice that people are willing to buy at different prices.  

   Depository Institutions Deregulation and Monetary Control 
Act of 1980      This made all depository institutions subject to 
the Federal Reserve’s legal reserve requirements and allowed 
all depository institutions to issue checking deposits.  

   Depreciation      A fall in the price of a nation’s currency relative 
to foreign currencies.  

   Depression      A deep and prolonged business downturn; the last 
one occurred in the 1930s.  

   Deregulation      The process of converting a regulated fi rm or in-
dustry into an unregulated fi rm or industry.  

   Derived Demand      Demand for resources derived from demand 
for the fi nal product.  

   Devaluation      Government policy that lowers the nation’s ex-
change rate so that its currency is worth less than it had been 
relative to foreign currencies.  

   Diminishing Marginal Utility      Declining utility, or satisfac-
tion, derived from each additional unit consumed of a partic-
ular good or service.  

   Diminishing Returns, Law of      If units of a resource are added 
to a fi xed proportion of other resources, marginal output will 
eventually decline.  

   Direct Tax      Tax on a particular person. Most important are fed-
eral personal income tax and payroll (Social Security) tax.  

   Discounting      The method by which the present value of a future 
sum or a future stream of sums is obtained.  

   Discount Rate      The interest rate charged by the Federal Reserve 
to depository institutions.  

   Discouraged Workers      People without jobs who have given up 
looking for work.  

   Discretionary Fiscal Policy      Changes in government spending 
and taxes to promote full employment, price stability, and 
economic growth.  

   Diseconomies of Scale      An increase in average total cost as out-
put rises.  

   Disequilibrium      When aggregate demand does not equal ag-
gregate supply.  

   Disinfl ation      Occurs when the rate of infl ation declines.  

   Disposable Income      Aftertax income. Term applies to individu-
als and to the nation.  

   Dissaving      When consumption is greater than disposable in-
come; negative saving.  

   Dividends      The part of corporate profi ts paid to its shareholders.  

   Division of Labor      The provision of specialized jobs.  

   Durable Goods      Things that last at least a year or two.  

   e 
   E-commerce      Buying and selling on the Internet.  

   Economic Cost      Explicit costs plus implicit costs.  

   Economic Goods      Goods that are scarce, for which the quantity 
demanded exceeds the quantity supplied at a zero price.  

   Economic Growth      An outward shift of the production possi-
bilities frontier brought about by an increase in available re-
sources and/or a technological improvement.  

   Economic Problem      When we have limited resources available 
to fulfi ll society’s relatively limitless wants.  

   Economic Profi t      Sales minus explicit costs and implicit costs.  

   Economic Rent      The excess payment to a resource above what 
it is necessary to pay to secure its use.  

   Economics      The effi cient allocation of the scarce means of pro-
duction toward the satisfaction of human wants.  

   Economies of Scale      Reductions in average total cost as output 
rises.  

   Effi ciency      Conditions under which maximum output is pro-
duced with a given level of inputs.  

   Elasticity of Demand      Measures the change in quantity de-
manded in response to a change in price.  

   Entitlement Programs      Government programs such as Social 
Security, Medicare, Medicaid, and food stamps, that guaran-
tee particular levels of cash or noncash benefi ts to those who 
fi t the programs’ criteria.  

   Entrepreneurial Ability      Ability to recognize a business op-
portunity and successfully set up a business fi rm to take ad-
vantage of it.  

   Equation of Exchange      Shows the relationship among four 
variables: M (the money supply), V (velocity of circulation), 
P (the price level), and Q (the quantity of goods and services 
produced). MV = PQ.  

   Equilibrium      When aggregate demand equals aggregate supply.  

   Equilibrium Point      Point at which quantity demanded equals 
quantity supplied; where demand and supply curves cross.  

   Equilibrium Price      The price at which quantity demand is equal 
to quantity supplied.  

   Equilibrium Quantity      The quantity bought and sold at the 
equilibrium price.  

   Euro      The common currency in most of Western Europe.  
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   European Union (EU)      An organization of European nations 
that has reduced trade barriers among themselves.  

   Excess Reserves      The difference between actual reserves and 
required reserves.  

   Exchange      The process of trading one thing for another.  

   Exchange Rates      The price of foreign currency; for example, 
how many dollars we must give up in exchange for marks, 
yen, and pounds.  

   Excise Tax      A sales tax levied on a particular good or service; 
for example, gasoline and cigarette taxes.  

   Expected Rate of Profi t      Expected profi ts divided by money 
invested.  

   Expenditures Approach      A way of computing GDP by adding 
up the dollar value at current market prices of all fi nal goods 
and services.  

   Explicit Costs      Dollar costs incurred by business fi rms, such as 
wages, rent, and interest.  

   Exports      Goods and services produced in a nation and sold to 
customers in other nations.  

   Externality      A consequence of an economic activity, such as 
pollution, that affects third parties.  

   f 
   FDIC      (See Federal Deposit Insurance Corporation.)  

   Factors of Production      The resources of land, labor, capital, 
and entrepreneurial ability.  

   Featherbedding      Any labor practice that forces employers to 
use more workers than they would otherwise employ; a make-
work program.  

   Federal Deposit Insurance Corporation      Insures bank depos-
its up to $100,000.  

   Federal Funds Rate      The interest rate banks and other deposi-
tory institutions charge one another on overnight loans made 
out of their excess reserves.  

   Federal Open Market Committee (FOMC)      The principal 
decision-making body of the Federal Reserve, conducting 
open market operations.  

   Federal Reserve Note      Paper money issued by the Federal Reserve.  

   Federal Reserve System      Central bank of the United States, 
whose main job is to control our rate of monetary growth.  

   Federal Trade Commission (FTC)      Works to prevent false 
and deceptive advertising and has a role in approving or dis-
approving mergers.  

   Fiat Money      Paper money that is not backed by or convertible 
into any good; it is money because the government says it is 
money.  

   Financial Intermediaries      Firms that accept deposits from sav-
ers and use those deposits to make loans to borrowers.  

   Firm      A business that employs resources to produce a good or 
service for profi t and owns and operate one or more plants.  

   Fiscal Policy      Manipulation of the federal budget to attain price 
stability, relatively full employment, and a satisfactory rate of 
economic growth.  

   Fiscal Year      Budget year. U.S. federal budget fi scal year begins 
on October 1.  

   Fixed Costs      These stay the same no matter how much output 
changes.  

   Fixed Exchange Rate      A rate determined by government and 
then maintained by buying and selling quantities of its own 
currency on the foreign exchange market.  

   Floating Exchange Rate      An exchange rate determined by the 
demand for and the supply of a nation’s currency.  

   Foreign Exchange Market      A market in which currencies of 
different nations are bought and sold.  

   Foreign Exchange Rate      The price of one currency in terms of 
another.  

   Fractional Reserve Banking      A system in which depository 
institutions held reserves that are less than the amount of total 
deposits.  

   Free Trade      The absence of artifi cial (government) barriers to 
trade among individuals and fi rms in different nations.  

   Frictional Unemployment      Refers to people who are between 
jobs or just entering or reentering the labor market.  

   Fringe Benefi ts      Nonwage compensation, mainly medical in-
surance, that workers receive from employers.  

   Full Employment      When a society’s resources are all being 
used with maximum effi ciency.  

   Full-Employment GDP      That level of spending (or aggregate 
demand) that will result in full employment.  

   g 
   GATT (General Agreement on Tariffs and Trade)      An agree-

ment to negotiate reductions in tariffs and other trade barriers.  

   GDP      (See Gross Domestic Product.)  

   GDP defl ator      A price index used to measure price changes in 
the items that go into GDP.  

   GDP gap      The amount of production by which potential GDP 
exceeds actual GDP.  

   Gold Standard      A historical system of fi xed exchange rates in 
which nations defi ned their currency in terms of gold, main-
tained a fi xed relationship between their stock of gold and 
their money supplies, and allowed gold to be freely exported 
and imported.  

   Government Bonds      Long-term debt of the federal government.  

   Government Expenditures      Federal, state, and local government 
outlays for goods and services, including transfer payments.  

   Government Failure      Misallocation of resources in the public 
sector.  

   Government Purchases      All goods and services bought by the 
federal, state, and local governments.  

   Gross Domestic Product (GDP)      The nation’s expenditure on 
all the goods and services produced in the country during the 
year at market prices; represented by GDP.  

   Gross Investment      A company’s total investment in plant, 
equipment, and inventory. Also, a nation’s plant, equipment, 
inventory, and residential housing investment.  

  h 
   Herfi ndahl-Hirschman Index      A measure of concentration cal-

culated as the sum of the squares of the market share of each 
fi rm in an industry.  

   Horizontal Merger      Conventional merger between two fi rms in 
the same industry.  
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   Household      An economic unit of one or more persons living 
under one roof.  

   Hyperinfl ation      Runaway infl ation; in the United States, dou-
ble-digit infl ation.  

 i 
   Imperfect Competition      All market structures except perfect 

competition; includes monopoly, oligopoly, and monopolistic 
competition.  

   Implicit Costs      The fi rm’s opportunity costs of using resources 
owned or provided by the owner.  

   Imports      Goods and services bought by people in one country 
that are produced in other countries.  

   Income      A fl ow of money to households.  

   Income Approach      Method of fi nding GDP by adding all the 
incomes earned in the production of fi nal goods and services.  

   Income Effect      A person’s willingness to give up some income 
in exchange for more leisure time.  

   Income Elasticity of Demand      The ratio of the percentage 
change in the quantity demanded of a good to a percentage 
change in consumer income. It measures the responsiveness 
of consumer purchases to changes in income.  

   Incomes Policy      Wage controls, price controls, and tax incen-
tives used to try to control infl ation.  

   Increasing Costs, Law of      As the output of a good expands, the 
opportunity cost of producing additional units of this good 
increases.  

   Increasing Returns      An increase in fi rm’s output by a larger 
percentage than the percentage increase in its inputs.  

   Increasing Returns to Scale      A situation in which a fi rm’s 
minimum long-run average total cost decreases as the level of 
output rises.  

   Indirect Tax      Tax on a thing rather than on a particular person; 
for example, sales tax.  

   Induced Consumption      Spending induced by changes in the 
level of income.  

   Industrial Union      A union representing all the workers in a 
single industry, regardless of each worker’s skill or craft.  

   Inelastic Demand      A demand relationship in which a given per-
centage change in price results in a smaller percentage change 
in quantity sold.  

   Inelastic Supply      A supply relationship in which a given per-
centage change in price results in a smaller percentage change 
in quantity supplied.  

   Inferior Goods      Goods for which demands decrease when peo-
ple’s incomes rise.  

   Infl ation      A general rise in the price level.  

   Infl ationary Gap      Occurs when equilibrium GDP is greater 
than full-employment GDP.  

   Innovation      An idea that eventually takes the form of new, ap-
plied technology or a new production process.  

   Interest      The cost of borrowed funds.  

   Interest Rate      Interest paid divided by amount borrowed.  

   Interlocking Directorates      When one person serves on the 
boards of at least two competing fi rms.  

   Intermediate Goods      Goods used to produce other goods.  

   Inventories      Goods that have been produced but remain unsold.  

   Inventory Investment      Changes in the stocks of fi nished goods 
and raw materials that fi rms keep in reserve to meet orders.  

   Investment      The purchase or construction of any new plant, 
equipment, or residential housing, or the accumulation of in-
ventory; represented by I.  

 j 
   Jurisdictional Dispute      A dispute involving two or more unions 

over which should represent the workers in a particular shop 
or plant.  

 k 
   Keynesian Economics      As formulated by John Maynard 

 Keynes, this school believed the private economy was 
 inherently unstable and that government intervention was 
necessary to prevent recessions from becoming depressions.  

   Kinked Demand Curve      The demand curve for the cutthroat 
oligopolist, which is based on the assumption that competitors 
will match a price cut, but will not match a price increase.  

 l 
   Labor      The work and time for which employees are paid.  

   Labor Force      The total number of employed and unemployed 
people.  

   Labor Union      Worker organization that seeks to secure eco-
nomic benefi ts for its members.  

   Laffer Curve      Shows that at very high tax rates, very few peo-
ple will work and pay taxes; therefore government revenue 
will rise as tax rates are lowered.  

   Laissez-Faire      The philosophy that the private economy should 
function without any government interference.  

   Land      Natural resources used to produce goods and services.  

   Law of Demand      An increase in a product’s price will reduce the 
quantity of it demanded, and conversely for a decrease in price.  

   Law of Diminishing (Marginal) Returns      The observation 
that, after some point, successive equal-sized increases of 
a resource, added to fi xed factors of other resources, will re-
sult in smaller increases in output.  

   Law of Diminishing Marginal Utility      As we consume increas-
ing amounts of a good or service, we derive diminishing util-
ity, or satisfaction, from each additional unit consumed.  

   Law of Increasing Costs      As the output of one good expands, 
the opportunity cost of producing additional units of this 
good increases.  

   Law of Supply      An increase in the price of a product will in-
crease the quantity of it supplied; and conversely for a de-
crease in price.  

   Legal Reserves      Reserves that depository institutions are al-
lowed by law to claim as reserves; vault cash and deposits 
held at Federal Reserve district banks.  

   Legal Tender      Coins and paper money offi cially declared to be 
acceptable for the settlement of fi nancial debts.  

   Less Developed Countries (LDCs)      Economies in Asia, Africa, 
and Latin America with relatively low per capita incomes.  

sLa62468_glo_501-509.indd Page 505  6/10/08  11:18:37 AM user-s206sLa62468_glo_501-509.indd Page 505  6/10/08  11:18:37 AM user-s206 /Users/user-s206/Desktop/Tempwork/JUNE/10:06:08/Users/user-s206/Desktop/Tempwork/JUNE/10:06:08



506 G l o s s a r y

   Leveraged Buyouts      A primarily debt-fi nanced purchase of a 
controlling interest of a corporation’s stock.  

   Limited Liability      The liability of the owners of a corporation is 
limited to the value of the shares in the fi rm that they own.  

   Liquidity      Money or things that can be quickly and easily con-
verted into money with little or no loss of value.  

   Liquidity Preference      The demand for money.  

   Liquidity Trap      At very low interest rates, said John Maynard 
Keynes, people will neither lend out their money nor put it in 
the bank, but will simply hold it.  

   Loanable Funds      The supply of money that savers have made 
available to borrowers.  

   Long Run      When all costs become variable costs and fi rms can 
enter or leave the industry.  

   Lorenz Curve      Data plotted to show the percentage of income 
enjoyed by each percentage of households, ranked according 
to their income.  

 m 
   M      The money supply—currency, checking deposits, and check-

like deposits (identical to M1).  

   M1      Currency, checking deposits, and checklike deposits.  

   M2      M1 plus savings deposits, small-denomination time depos-
its, and money market mutual funds.  

   M3      M2 plus large-denomination time deposits.  

   Macroeconomics      The part of economics concerned with the 
economy as a whole, dealing with huge aggregates like na-
tional output, employment, the money supply, bank deposits, 
and government spending.  

   Malthusian Theory of Population      Population tends to grow in 
a geometric progression (1, 2, 4, 8, 16), while food produc-
tion tends to grow in an arithmetic progression (1, 2, 3, 4, 5).  

   Marginal Cost (MC)      The cost of producing one additional unit 
of output.  

   Marginal Physical Product (MPP)      The additional output pro-
duced by one more unit of input.  

   Marginal Propensity to Consume (MPC)      Change in con-
sumption divided by change in income.  

   Marginal Propensity to Save (MPS)      Change in saving divided 
by change in income.  

   Marginal Revenue (MR)      The revenue derived from selling 
one additional unit of output.  

   Marginal Revenue Product (MRP)      The demand for a re-
source, based on that resource’s marginal output and the price 
at which it is sold.  

   Marginal Tax Rate      Additional taxes paid divided by taxable 
income.  

   Marginal Utility      The additional utility derived from consum-
ing one more unit of some good or service.  

   Margin Requirement      The maximum percentage of the cost 
of a stock purchase that can be borrowed from a bank, 
stockbroker, or any other fi nancial institution, with stock 
offered as collateral; this percentage is set by the Federal 
Reserve.  

   Market      Any place where buyers and sellers exchange goods 
and services.  

   Market Failure      A less than effi cient allocation of resources.  

   Market Period      A period during which sellers are unable to 
change quantity offered for sale in response to a change in 
price.  

   Maximum Profi t Point      A fi rm will always produce at this 
point; marginal cost equals marginal revenue.  

   MC = MR Rule      For a fi rm to maximize its profi ts, marginal 
cost must equal marginal revenue.  

   Measure of Economic Welfare      A measure developed by James 
Tobin and William Nordhaus that modifi es GDP by excluding 
“economic bads” and “regrettable necessities” and adding 
household, unreported, and illegal production.  

   Mediation      A third party acts as a go-between for labor and 
management during collective bargaining.  

   Medium of Exchange      Items sellers generally accept and buy-
ers generally use to pay for a good or service; the primary job 
of money.  

   Merchandise Trade Balance      The difference between the value 
of merchandise exports and the value of merchandise imports.  

   Merger      Two or more fi rms combining to form a single fi rm.  

   Microeconomics      The part of economics concerned with indi-
vidual units such as fi rms and households and with individual 
markets, particular prices, and specifi c goods and services.  

   Minimum Wage      An hourly wage fl oor set by government that 
fi rms must pay their workers.  

   Mixed Economy      An economy in which production and distri-
bution is done partly by the private sector and partly by the 
government.  

   Monetarism      A school of economics that places paramount im-
portance on money as the key determinant of the level of 
prices, income, and employment.  

   Monetary Policy      Control of the rate of monetary growth by the 
Board of Governors of the Federal Reserve.  

   Monetary Rule      The money supply may grow at a specifi ed an-
nual percentage rate, generally about 3–4 percent.  

   Money      Main job is to be a medium of exchange; also serves as 
a standard of value and a store of value.  

   Money Supply      Currency, checking deposits, and checklike de-
posits (M or M1).  

   Monopolistic Competition      An industry that has many fi rms 
producing a differentiated product.  

   Monopoly      An industry in which one fi rm produces all the out-
put. The good or service produced has no close substitutes.  

   Monopsony      A market in which a single buyer has no rivals.  

   Multinational Corporation      A corporation doing business in 
more than one country; often it owns production facilities in 
at least one country and sells in many countries.  

   Multiplier      Any change in spending (C, I, or G) will set off a 
chain reaction leading to a multiplied change in GDP. Equa-
tion is 1/(1 � MPC).  

  n 
   NNP      (See Net National Product.)  

   National Debt      (See Public Debt.)  

   National Income      Net domestic product minus indirect busi-
ness taxes.  

   Natural Monopoly      An industry in which a single fi rm can pro-
vide cheaper service than could several competing fi rms.  
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   Negative Income Tax      Cash payments by the government to the 
poor—an income tax in reverse. The cash payments decrease 
as income levels increase.  

   Net Exports      One country’s exports to other countries minus its 
imports from other countries.  

   Net Investment      Gross investment minus depreciation.  

   Net National Product      Gross domestic product minus deprecia-
tion.  

   Net Productivity of Capital      The expected annual profi t rate.  

   Net Worth      The difference between assets and liabilities.  

   Nominal GDP      The value of the fi nal goods and services pro-
duced in a given year valued at that year’s prices.  

   Nominal Interest Rate      The real interest rate plus the infl ation 
rate.  

   Noncompeting Groups      Various strata of labor that do not com-
pete for jobs; for example, doctors and secretaries, skilled 
and unskilled workers.  

   Nondurable Goods      Goods that are expected to last or be used 
for less than one year.  

   Normal Good      A good whose demand varies directly with in-
come; nearly all goods are normal goods.  

   Normal Profi ts      The return to the businessowners for the op-
portunity cost of their implicit inputs.  

   North American Free Trade Agreement (NAFTA)      A free trade 
area consisting of the United States, Canada, and Mexico.  

   o 
   Oligopoly      An industry with just a few fi rms.  

   Oligopsony      A market in which there are only a few buyers.  

   Open Economy      An economy linked to the rest of the world 
through international trade.  

   Open-Market Operations      The purchase or sale of Treasury 
securities by the Federal Reserve; main monetary policy 
weapon.  

   Open Shop      When no one is forced to join a union even though 
the union represents all the workers in contract negotiations.  

   Opportunity Cost      The forgone value of what you give up when 
you make a choice.  

   Output Effect      When the price of any resource rises, the cost of 
production rises, which, in turn, lowers the supply of the fi nal 
product. When supply falls, price rises, consequently reduc-
ing output.  

   p 
   P      The price level, or the average price of all goods and services 

produced during the current year.  

   Paradox of Thrift      If everyone tries to save more, they will all 
end up saving less.  

   Partnership      A business fi rm owned by two or more people.  

   Payroll Tax      (See Social Security Tax.)  

   Per Capita Income      A nation’s total income per person.  

   Per Capita Real GDP      Real GDP divided by population.  

   Perfect Competition      An industry with so many fi rms that no 
one fi rm has any infl uence over price, and fi rms produce an 
identical product.  

   Perfectly Elastic Demand Curve      A perfectly horizontal demand 
curve; the fi rm can sell as much as it wishes at that price.  

   Perfectly Elastic Supply Curve      A perfectly horizontal supply 
curve; the slightest decrease in price causes the quantity sup-
plied to fall to zero.  

   Perfectly Inelastic Demand Curve      A perfectly vertical de-
mand curve; no matter what the price is, the quantity de-
manded remains the same.  

   Perfectly Inelastic Supply Curve      A perfectly vertical supply 
curve; quantity supplied remains constant no matter what 
happens to price.  

   Permanent Income Hypothesis      Formulated by Milton Fried-
man, it states that the strongest infl uence on consumption is 
one’s estimated lifetime income.  

   Personal Income      Income received by household, including 
both earned income and transfer payments.  

   Phillips Curve      Curve showing inverse relationship between the 
unemployment rate and the rate of infl ation.  

   Plant      A store, factory, offi ce, or other physical establishment 
that performs one or more functions in the production, fabri-
cation, and sales of goods and services.  

   Poverty      A situation in which the basic needs of an individual or 
family exceed the means to satisfy them.  

   Poverty Rate      The percentage of the population with incomes 
below the offi cial poverty line established by the federal gov-
ernment.  

   Present Value      The value today of the stream of expected future 
annual income that a property generates.  

   Price      The amount of money needed to buy a particular good, 
service, or resource.  

   Price Ceiling      Government-imposed maximum legal price.  

   Price Discrimination      Occurs when a seller charges two or 
more prices for the same good or service.  

   Price Floor      Government-imposed minimum price (used almost 
exclusively to keep agricultural commodity prices up).  

   Price Index      An index number that shows how the weighted aver-
age price of a market basket of goods changes through time.  

   Price Leadership      One fi rm, often the dominant fi rm in an oli-
gopolistic industry, raises or lowers price, and the other fi rms 
quickly match the new price.  

   Price Level      A measure of prices in a given month or year in 
relation to prices in a base year.  

   Price System      Mechanism that allocates resources, goods, and 
services based on supply and demand.  

   Prime Rate      Rate of interest that banks charge their most cred-
itworthy customers.  

   Product Differentiation      The distinction between or among 
goods and services made in the minds of buyers.  

   Production      Any good or service for which people are willing to 
pay.  

   Production Function      A technological relationship expressing 
the maximum quantity of a good attainable from different 
combinations of factor inputs.  

   Production Possibilities Curve      The potential total output com-
binations of any two goods for an economy.  

   Production Possibilities Frontier      A curve representing a hy-
pothetical model of a two-product economy operating at full 
employment.  
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   Productivity      Output per unit of input; effi ciency with which 
resources are used.  

   Profi t      The difference between total revenue and total cost.  

   Progressive Tax      Places greater burden on those with best abil-
ity to pay and little or no burden on the poor (for example, 
federal personal income tax).  

   Proportional Tax      A tax whose burden falls equally among the 
rich, the middle class, and the poor.  

   Proprietorship      An unincorporated business fi rm owned by just 
one person.  

   Protective Tariff      A tariff designed to shield domestic produc-
ers of a good or service from the competition of foreign 
producers.  

   Public Debt      The amount of federal securities outstanding, 
which represents what the federal government owes (the ac-
cumulation of federal defi cits minus surpluses over the last 
two centuries).  

   Public Goods      Goods or services produced by the government; 
they can be jointly consumed by many individuals simultane-
ously at no additional cost and with no reduction in quality or 
quantity.  

   q 
   Q      Output, or number of goods and services produced during the 

current year.  

   Quantity Theory of Money      Crude version: Changes in the 
money supply cause proportional changes in the price level. 
Sophisticated version: If we are well below full employment, 
an increase in M will lead to an increase in output. If we are 
close to full employment, an increase in M will lead mainly 
to an increase in P.  

   Quotas      Numerical limits imposed on the quantity of a specifi c 
good that may be imported.  

   r 
   Rational Expectations Theory      This is based on three assump-

tions: (1) that individuals and business fi rms learn through 
experience to anticipate the consequences of changes in mon-
etary and fi scal policy; (2) that they act immediately to pro-
tect their economic interests; and (3) that all resource and 
product markets are purely competitive.  

   Real Balance Effect      The infl uence a change in household pur-
chasing power has on the quantity of real GDP that consum-
ers are willing to buy.  

   Real GDP      GDP corrected for infl ation; actual production.  

   Real Income      Income adjusted for price changes.  

   Real Interest Rate      Nominal interest rate minus infl ation rate.  

   Real Wages      Nominal wages corrected for infl ation.  

   Recession      A decline in real GDP for two consecutive quarters.  

   Recovery      Phase of business cycle during which real GDP in-
creases from trough level to level of previous peak.  

   Regressive Tax      Falls more heavily on the poor than on the rich; 
for example, Social Security tax.  

   Rent      (See Economic Rent.)  

   Rent Control      Government-set price ceiling on rent.  

   Required Reserve Ratio      Percentage of deposits that must be 
held as vault cash and reserve deposits by all depository 
institutions.  

   Required Reserves      Minimum vault cash or reserves; held at 
the Federal Reserve District Bank.  

   Reserves      Vault cash and deposits of banks held by Federal Re-
serve district banks.  

   Resources      Land, labor, capital, and entrepreneurial ability used 
to produce goods and services.  

   Retained Earnings      Earnings that a corporation keeps for in-
vestment in plant and equipment or for other purposes, rather 
than distributed to shareholders.  

   Right-to-Work Laws      Under the Taft-Hartley Act, states are 
permitted to pass these laws, which prohibit the union shop. 
(Union membership cannot be made a condition of securing 
employment.)  

   Rule of Reason      Mere size is no offense. Market conduct rather 
than market share should determine whether antitrust laws 
have been violated.  

   s 
   Saving      Disposable income not spent for consumer goods; equal to 

disposable income minus personal consumption expenditures.  

   Saving Function      As income rises, saving rises, but not as 
quickly.  

   Say’s Law      Supply creates its own demand.  

   Scarcity      The inability of an economy to generate enough goods 
and services to satisfy all human wants.  

   Seasonal Unemployment      Unemployment resulting from the 
seasonal pattern of work in certain industries, with workers 
regularly laid off during the slow season and rehired during 
the busy season.  

   Secondary Boycott      A boycott of products or a company that 
sells the products of a company that is being struck.  

   Sherman Act      The federal antitrust law enacted in 1890 that 
prohibited monopolization and conspiracies to restrain trade.  

   Shortage      The amount by which the quantity demanded of a 
product exceeds the quantity supplied at a particular (below-
equilibrium) price.  

   Short Run      The length of time it takes all fi xed costs to become 
variable costs.  

   Shut Down      Cessation of a fi rm’s operations as output falls to 
zero.  

   Shut-Down Point      The low point on the fi rm’s average variable 
cost curve. If price is below the shut-down point, the fi rm will 
shut down in the short run.  

   Socialism      An economic system in which the government owns 
most of the productive resources except labor; it usually in-
volves the redistribution of income.  

   Social Security      The U.S. social insurance program fi nanced by 
a federal payroll tax that provides disability, retirement, and 
death benefi ts.  

   Social Security Tax      A tax paid equally by employee and em-
ployer, based on employee’s wages. Most proceeds are used 
to pay Social Security retirement and Medicare benefi ts.  

   Sole Proprietorship      An unincorporated business fi rm owned 
by one person.  
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   Specialization      Division of productive activities so that no one 
is self-suffi cient.  

   Stagfl ation      A period of either recession or stagnation accompa-
nied by infl ation.  

   Stock      (See Corporate Stock.)  

   Strike      When a collective bargaining agreement cannot be 
reached, a union calls for a work stoppage to last until an 
agreement is reached.  

   Structural Unemployment      When people are out of work for a 
couple of years or longer.  

   Substitute Goods      Products or services that can be used in place 
of each other. When the price of one falls, the demand for the 
other falls, and conversely with an increase of price.  

   Substitution Effect      If the price of a resource, say labor, goes 
up, business fi rms tend to substitute capital or land for some 
of their now-expensive workers. Also, the substitution of 
more hours of work for leisure time as the wage rate rises.  

   Supply      A schedule of quantities that people will sell at dif ferent 
prices.  

   Supply, Law of      When the price of a good is lowered, less of it 
is supplied; when the price is raised, more is supplied.  

   Supply-Side Economics      Main tenets: economic role of federal 
government is too large; high tax rates and government regu-
lations hurt the incentives of individuals and business fi rms to 
produce goods and services.  

   Surplus      The amount by which the quantity supplied of a prod-
uct exceeds the quantity demanded at a specifi c (above-
equilibrium) price.  

   Surplus Value      A Marxian term: the amount by which the value 
of a worker’s daily output exceeds the worker’s daily wage.  

   t 
   Tariff      A tax on imported goods.  

   Terms of Trade      The ratio of exchange between an imported 
good and an exported good.  

   Time Deposit      A deposit in a fi nancial institution that requires 
notice of withdrawal or must be left for some fi xed period of 
time.  

   Total Cost      The sum of fi xed and variable costs.  

   Total Revenue      The price of a good or service multiplied by the 
number of units sold.  

   Trade Defi cit      The amount by which the value of a nation’s 
imports exceed the value of its exports.  

   Transactions Demand for Money      The demand for money by 
individuals and business fi rms to pay for day-to-day expenses.  

   Transfer Payment      Payment by one branch of government to 
another or to an individual. Largest transfer payment is Social 
Security.  

   Transmission Mechanism      The series of changes brought about 
by a change in monetary policy that ultimately changes the 
level of GDP.  

   u 
   Unanticipated Infl ation      A rate of infl ation that is either higher 

or lower than expected.  

   Underemployment      Failure to use our resources effi ciently. A 
situation in which workers are employed in positions requir-
ing less skill and education than they have or other resources 
are employed in their most productive use.  

   Underground Economy      Unreported or illegal production of 
goods and services that is not counted in GDP.  

   Unemployment      The total number of people over 16 who are 
ready, willing, and able to work, who have been unsuccess-
fully seeking employment.  

   Unemployment Rate      Number of unemployed divided by the 
labor force.  

   Union Shop      All employees must join the union, usually within 
30 days after they are hired.  

   Utility      The satisfaction you derive from a good or service that 
you purchase. How much utility you derive is measured by 
how much you would be willing to pay.  

   v 
   Variable Costs      These vary with output. When output rises, 

variable costs rise; when output declines, variable costs fall.  

   Velocity (V)      The number of times per year each dollar in the 
money supply is spent.  

   Vertical Merger      The joining of two fi rms engaged in different 
parts of an industrial process, or the joining of a manufacturer 
and a retailer.  

   w 
   Wage      The price paid for the use or services of labor per unit of 

time.  

   Wage and Price Controls      Rules established by the govern-
ment that either place a ceiling on wages and prices or limit 
their rate of increase.  

   Wealth      Anything that has value because it produces income or 
could produce income.  

   Workfare      A plan that requires welfare recipients to accept jobs 
or to enter training programs.  

   World Trade Organization (WTO)      The successor organiza-
tion to GATT, which handles all trade disputes among mem-
ber nations.  
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nature of, 451–452

Absolute concept of poverty, 423
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Adaptive expectations hypothesis, 377
Adelson, Sheldon, 420
Adidas, 182
Affl uent society, 26
AFL-CIO, 218
African Americans

chance of falling into poverty, 439
child poverty, 427
employment discrimination, 432
heritage of slavery, 432
male joblessness, 432–433
outward migration, 435
poverty rate, 426
in professional sports, 29–30
stereotypical roles, 30
unemployment rate, 223, 224–225

Aggregate demand
aggregate supply exceeding, 268
defi nition, 255
determinant of output/employment, 264
exceeding aggregate supply, 267–268
in Great Depression, 275
infl ation from increase in, 263
insuffi cient, 269
in Keynesian economics, 264, 368

Aggregate demand � aggregate supply, 
255–261

Aggregate demand curve
in classical economics, 255–257
function, 255
in Keynesian economics, 262–263
and price level

foreign purchases effect, 257
interest rate effect, 257
real balance effect, 256

Aggregate expenditure model, 
264–266

consumption function, 265
investment sector, 265–266
saving function, 265

Aggregate supply
defi nition, 257, 276
exceeding aggregate demand, 268
in Keynesian economics, 264
in supply-side economics, 373

Aggregate supply curve, 262–263
Agribusinesses, 408n

Index

Agriculture
abundance of land, 3
in China, 52, 67
farm population, 16
and GATT, 180
and Malthusian theory, 408
mechanical cotton picker, 16
in 19th century, 2–4
productivity increase 1850–2000,

16–17
in Soviet Union, 51
subsidies for, 16–17
technology of, 4

AIDS epidemic, 408
AIG Corporation, 123
Air pollution, 57
Alazar, Roberto, 379
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Alm, Richard, 235, 425n
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Amazon.com, 17, 27, 131, 160
American Century, 17, 18
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America Online, 27
Anticipated infl ation, 234–237
Antiglobalization protests, 180
Antoinette, Marie, 424
APC; see Average propensity to consume
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Appreciation; see Currency appreciation
APS; see Average propensity to save
Aristotle, 59, 307
Army Corps of Engineers, 60
Arnaz, Desi, 30
Arnold, Benedict, 138
Arnott, Richard, 81
Ashley, William J., 153n
Asian Americans

child poverty, 427
poverty rate, 426

Assembly line, 6
Assets

foreign, in United States, 489–490
of United States abroad, 489–490

Atchison, Topeka, and Santa Fe, 59
Atlantic Monthly, 57
ATM wars, 320–321
Australia

budget surplus and GDP, 292
child poverty rate, 428
current account in GDP, 478
hours of work, 395
marginal tax rate, 157

Austria
budget defi cit and GDP, 292

child poverty rate, 428
tax receipts and GDP, 162

Auto emissions, 58
Automated teller machines, 320, 399; see 

also ATM entry
Automatic stabilizers

corporate profi ts tax, 285
credit availability, 284
discretionary fi scal policy for, 

285–286
to handle recessions, 282–283
payroll tax, 283–284
personal income tax, 283–284
personal savings, 284
transfer payments, 285
unemployment compensation, 284

Automobile industry, 6
Autonomous consumption, 106–107
Average propensity to consume, 98,

99, 100
Average propensity to save, 98–100

negative, 99  
Average tax rate, 151–152
Avis rent-a-car, 448

b
Baby boomers, 2, 228

retirement of, 353
Backstreet Boys, 204
Back to basics movement, 396
Back to the Future, 2
Bagehot, Walter, 421
Bailout, in housing bubble, 355
Balanced budget, 290, 292

requirement for state governments, 161
Balance of payments

capital account, 476–478
current account, 476–478
current account dilemma, 493
defi nition, 476
U.S. trade defi cit, 476–478

Balance of trade
with gold standard, 479–480
positive or negative, 174
of U.S. 1914–1970, 175
of U.S. 1970–2007, 449
of U.S. in 2005, 175
of U.S. in 2007, 449

Baltimore and Ohio, 59
Banco Boliviano Americano, 241
Bank charters, 321
Bank credit cards, 113
Bank failures, 8, 354
Banking Act of 1999, 351
Bank lending, 318
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Bank of America,  309, 316, 317, 319, 
320, 335, 339

Bank of Canada, 332
Bank of England, 329, 332
Bank of France, 329
Bank of Japan, 332, 349, 350
Bank regulation

ATM wars, 320–321
Banking Act of 1999, 351
branch vs. unit banking, 320
Depository Institutions Deregulation 

and Monetary Control Act of 
1980, 350–351

Federal Deposit Insurance 
Corporation, 321

in Glass-Steagall Act, 351
interstate banking, 321
savings and loan debacle, 321–323
state vs. national charters, 321

Banks and banking
actual reserves, 333
bank charters, 321
borrowing after 9/11, 344
borrowing excess reserves, 344
branch vs. unit banking, 320
business loans by, 131
changes in reserve requirement, 345
changes since 1980, 350–351
check clearing, 337–340
commercial banks, 315
consolidation, 317
costs of transactions, 318
credit unions, 316
deposit creation limits, 336
deposit expansion, 336
deposit expansion multiplier,

336–337, 338
and discount rate, 344
excess reserves, 333
and Federal Reserve Banks, 330
as fi nancial intermediaries, 318–319
goldsmiths, 313–315
Internet banking, 318
interstate, 321
lending, 318
limits on thrift institutions, 350
losses in housing bubble, 354
microlending, 317
money creation, 335
money destruction, 335
mutual savings banks, 315
number of, in U.S., 313
number of bank branches, 320
overdraft privileges, 323
Panic of 1907, 330
primary and secondary reserves,

334–335
required reserves, 333
reserve requirements, 332–334
reserves, 315
savings and loan associations, 315
shadow banking system, 354
top ten in U.S., 316
top ten in world, 317

types of deposits in, 308
vault cash, 315, 334
welfare banks, 318
withdrawals, 310
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versus money, 307
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Basic standard of living, 111
Bastiat, Frédéric, 56, 147, 251, 461
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Baumol, William, 402
Baumol’s disease, 402, 405
Bear Stearns failure, 354, 355
Becker, Gary S., 207n
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budget defi cit and GDP, 292
child poverty rate, 428
tax receipts and GDP, 162
value added per employee, 406
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Benefi cial Finance, 319
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Bernanke, Ben, 332, 353, 354, 478
Berner, Richard, 403
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Bhatia, Sabeer, 398
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Birth rates, 297
Black male joblessness, 432–433
Black market, 81
Blinder, Alan, 354, 355
Blowin’ in the Wind, 183
Blue laws, 29
BNP Paribas, 317
Board of Governors; see Federal

Reserve System
Bolivia, runaway infl ation, 241
Bondholders, 125
Bond houses, 340, 342–343
Bonds, 125
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Bono, 424
Boo, Katherine, 428
Boston and Maine Railroad, 59
Bottled water, 424
Bradford, William, 52
Brain drain, 398
Branch banking, 320
Bretton Woods system, 480–481
Bridge to Nowhere, 68, 286
Brin, Sergey, 420
British Petroleum, 124

Brokaw, Tom, 4
Brooklyn Dodgers, 29, 30
Buchanan, James, 294
Budget defi cits, 275, 389, 393

defi nition, 290
to fi ght recession, 379
fi nanced by foreigners, 292, 293, 353
fi scal years 1970–2008, 291
for foreseeable future, 297–298
in Great Depression, 8
harm done by, 291–292
historical record, 290–291
in Keynesian economics, 368–369
as limiting macro policy, 381
monetarist vs. Keynesian views,

292–294
national comparisons, 292
percentage of GDP, 292
as policy dilemma, 380
reduced to fi ght infl ation, 380

Budget surplus, 275
defi nition, 290
historical record, 290–291
monetarist view, 371

Buffett, Warren, 26, 420
Building permits, economic indicator, 221
Bureau of Engraving, 330n
Bureau of Labor Statistics, 108, 234n

compilation of consumer price index, 
229–230, 234

compilation of unemployment rate, 
222–224

on discouraged workers, 222
Burger King, 52, 108
Burke, Bob, 431
Burundi, 407
Bush, Barbara, 426
Bush, George H. W., 12, 287, 290, 293, 451
Bush, George W., 16, 31, 60, 61, 147, 

150, 159, 178, 242, 285–286, 287, 
289, 294, 331, 378, 382, 396, 447, 
451, 457, 464, 468

Bush administration (2nd), 12, 289, 291
Bush-Gore election fi asco of 2000, 161
Business cycle

behaviorist view, 379
conventional three-phase, 217–218
endogenous theories

innovation theory, 219
inventory cycle theory, 219
monetary theory, 219
psychological theory, 219
underconsumption theory, 220

existence of, 215–216
exogenous theories, 219–220

external demand shock theory, 220
price shock theory, 220
war theory, 220

monetarist view of, 370
peaks and troughs, 216–217

Business Cycle Dating Committee, 216
Business cycle forecasting

in ancient Egypt, 220
and economists’ predictions, 220
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Business cycle forecasting—Cont.
index of leading indicators, 220–221
using unemployment, 220–221

Business saving, 114
Business sector

in circular fl ow model, 54–55
corporations, 122–124
cost of doing business, 403
effect of infl ation on, 236
hybrid varieties, 124
during infl ation, 348
Middle East forms, 126–127
number of fi rms, 126
outsourcing and offshoring by, 175–176
partnerships, 122
proprietorships, 121–122
reasons for investment, 136
during recession, 348–349
saving in, 393
shares of sales by type, 127
support for World Trade

Organization, 182
Business-to-business commerce, 399
BusinessWeek, 95, 114, 180, 344, 458
Buy American argument, 469–470

c
Canada

budget surplus and GDP, 292
child poverty rate, 428
current account in GDP, 478
foreign aid and GDP, 149
gasoline tax, 158
GDP in 2005, 201
health care spending, 400
hours of work, 395
marginal tax rate, 157
and NAFTA, 177–178
unemployment rate, 226

Capacity utilization rate, 29
defi nition, 133
effect of exports, 134
and investment, 133–134

Capital
composition of, 62
as economic resource, 27
in economic systems, 61–63
Marx’s view of, 132–133
origin of, 62
shortages in developing countries, 63
sources for LDCs, 409
and standard of living, 63

Capital account, 476–478
of U.S. in 2007, 476

Capital account surplus, 477–478
Capital consumption, 131
Capital formation, 114, 132–133

from foreign investment, 138
Capital gains, 418
Capital goods, in Soviet Union, 63
Capital goods orders, economic

indicator, 221

Capitalism
based on trust, 53
China’s shift toward, 67–68
Churchill’s view, 65
compared to democracy, 64
income differences, 53–54
in Marx’s view, 61–62
nature of, 63
worldwide trend toward, 63–64

Capitalistic democracies, 64
Capitalization of corporations, 125
Capital spending

for economic growth, 394
for plant and equipment, 129

Carnegie, Andrew, 5–6, 27
Carter, Jimmy, 15, 25, 242
Carvels, 228
Cashless society, 338–340
Cash transactions, 338
Census Bureau, 228
Central American-Dominican Republic 

Free Trade Agreement, 178
Central banks, 329–330

independence of, 332
moral hazard problem, 355

Central planning
in China, 67
in Soviet Union, 49–50

Charter school movement, 396
Checkable deposits, 308
Check-cashing stores, 318
Check clearing, 337–340
Check Clearing for the 21st Century Act 

of 2004, 338
Checking accounts

check clearing, 337–340
overdraft privileges, 323
reserve requirements, 333

Checkless society, 338–340
Checks, 309
Chemical industry decline, 464
Chevron, 123, 124
Child labor laws, 29
Child poverty

national comparisons, 428
OECD report, 426–428
rate by race, 427
rate in United States, 427

Children in poverty, 60
China

codependent relationship with U.S., 
492–493

collective farms, 52
comparative advantage, 456
counterfeit goods from, 466
cultural revolution, 67
economic transformation, 66–68
engineering degrees, 396
exchange rates, 482
GDP in 2005, 201
Great Leap Forward, 67
growth rate, 116
impact on U.S. interest rates, 353
piracy by, 466

trade surplus, 116
U.S. trade defi cit with, 177, 464–468

China-bashing, 470
Chinese Exclusion Act of 1882, 398n
Chinese Peoples Liberation Army, 123
Chinese yuan, 485–486, 486–487

and dollar, 482
versus dollar, 485

Choice and opportunity cost, 28
Chrysler Corporation, 410
Churchill, Winston, 65, 113
Cigarette tax, 158
C�I�G line, 150
C�I�G�Xn line, 176, 190, 191
C�I line, 137–138
Circular fl ow model, 54–55
Cisco Systems, 31, 131
Citibank, 320, 339, 348, 351
Citicorp, 319
Cities

consequences of suburbanization, 14
gentrifi cation in, 427
slums of, 222

Citigroup, 123, 316, 317, 351, 354
Civilian Conservation Corps, 286
Civil War, 3–4, 145
Clary, John, 397
Classical economic system

assumptions, 257–258
dealing with recession, 367–368
equilibrium

aggregate demand curve, 255–257
long-run aggregate supply curve, 

257–258
short-run aggregate supply curve, 

258–261
interest rate mechanism, 367
Keynesian critique, 261–264
Keynesian refutation of, 368–369
quantity theory of money, 367–368
on recessions, 260–261
response to Great Depression, 264
saving and investment, 254, 366–367
Say’s law, 251–253, 366, 367
self-regulating economy, 366
summary of, 268
supply and demand, 253–255
wage and price fl exibility, 367

Classical equilibrium, 255–256
Clean Air Act Amendments of 1990, 58
Clean Air Act of 1972, 58
Clearing House Interbank Payments 

System, 338–340
Cline, William R., 491
Clinton, Bill, 12, 180, 242, 287, 290, 437
Clinton, Hillary, 404
Cobb, Clifford, 208
Colbert, Jean-Baptiste, 151
Cold War, 10
Coleman, John S., 150
Collateralized debt obligations, 354
Collective bargaining, and health care 

costs, 401
Collective farms, 52
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College parking, 85
College tuition, 402
Command-and-control regulations, 58
Commercial banks, 315

in Glass-Steagall Act, 351
versus thrift institutions, 350–351

Common Market of the South, 178
Common stock, 125
Communism, 1, 2

in China, 66–67
collapse of, 66
in Soviet Union, 64–65
transformation in China, 66–68

Communist Manifesto (Marx & Engels), 64
Communist Party of China, 67
Comparative advantage

versus absolute advantage, 455
China vs. U.S., 456
gains from trade, 454
law of, 452
nature of, 452–455

Compensation, in national income, 192
Competition

characteristics of, 52–53
low-wage labor, 458

Competitive economic model, 51–55
Computerization, 17, 405
Computer literacy, 399
Confucius, 26
Congo, 407
Congressional Budget Offi ce, 147
Connally, John, 470
ConocoPhillips, 123, 124
Conservative economists, 224
Conservatives

solutions to poverty, 436
views of poverty, 433–435

Conspicuous consumption, 111
Consumer expectations, 111

economic indicator, 221
Consumer Expenditure Survey, 423
Consumer fi nance companies, 319
Consumer goods orders, economic 

indicator, 221
Consumer price index

annual changes 1945–2007, 230
base year, 234
construction of, 234–235
function of, 229–231
hypothetical rate of increase, 233
overstating infl ation, 234
and real cost of living, 235
and Social Security benefi ts, 234
in U.S. 1915–2007, 237

Consumers
in Japan, 5
stock of durable goods, 110
stock of liquid assets, 110

Consumer spending, 107–109
determinants of, 109–110
exceeding saving, 113–114
national comparisons, 115–116
by the poor, 423
in underground economy, 205

Consumption
autonomous, 106–107
average propensity to consume, 98, 100
categories of, 107–109
component of GDP, 191
conspicuous, 111
determinants of level of

basic standard of living, 111
credit availability, 109–110
disposable income, 110
expectations, 111
showing off, 110–111
stock of durable goods, 110
stock of liquid assets, 110

and disposable income, 96
effect of excise taxes, 157–158
exceeding production, 492
in Great Depression, 275
induced, 106–107
marginal propensity to consume,

100–101
mass consumption, 5
nature of, 96
and paradox of thrift, 283
percentage of GDP, 115
permanent income hypothesis, 111–112
in Say’s law, 251–253
in U.S. in 2007, 96

Consumption function, 96, 100–101, 136
in aggregate expenditure model, 265
defi nition, 102
graph of, 102–103

Consumption junkies, 492
Consumption schedule, 103
Consumption superpower, 462
Continental Baking Company, 40
Contractionary monetary policy, 348
Control, in corporations, 125
Coolidge, Calvin, 7, 226, 252, 374
Corporate income tax

description, 157
as direct tax, 153
and infl ation or recession, 287

Corporate profi ts, 192
Corporate profi ts tax, as automatic 

stabilizer, 285
Corporations

advantages, 122–123
Benedict Arnold types, 138
bondholders, 125
capitalization of, 125
control in, 125
depreciation, 131
disadvantages, 123
formation of, 124
hollow, 464
and hybrid business types, 124
of Japan in U.S., 131
largest in U.S. sales, 123
largest in world sales, 124
as legal person, 122
limited liability, 122
privately held, 123
retained earnings, 131

share of total sales, 127
small, 123
stockholders, 125
taxation of, 122, 123

Cost(s)
to be subtracted from GDP, 208
of doing business, 403
external, 56
increasing, 34–35
private, 56
psychic, 206–207
of tax code compliance, 59n

Cost of living
adjustments to, 237
real, 235

Cost-push infl ation, 238–239
Cotton gin, 4
Council of Economic Advisors, 180
Counterfeit goods, 466
Countrywide Credit, 319
Cox, W. Michael, 235, 425
Creative accounting, 204
Credit Agricole, 317
Credit availability

as automatic stabilizer, 284
and demand for money, 312
and level of consumption, 109

Credit card debt, 284
Credit cards, 113

compared to money, 309
for paying bills, 309

Credit crisis, 354–355
Credit crunch, 12, 348
Creditors, effect of infl ation on, 236
Credit unions, 316
Creeping infl ation, 240–241
Crime, 397

in ghettos, 428
Crowding-in effect, 292–294
Crowding-out effect, 292–294

monetarist view, 371
Crude quantity theory of money, 365

in classical economics, 367
Cultural Revolution, China, 67
Culture of poverty, 428
Currencies

amount held by public, 309
effect of issuance on money supply, 346
elastic, 330
euro, 332, 485–486
issuance of, 331
legal tender, 308
yen, 486–487
yuan, 486–487

Currency appreciation, 482
yuan vs. dollar, 485

Currency depreciation, 481–482
Currency devaluation, 480
Current account, 476–478

national comparisons, 478
of U.S. in 2007, 476

Current account defi cit, 477–478
reason for worry, 493
of U.S. 1985–2007, 478
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Current account dilemma, 492–493
Current account surplus, 478
Cutright, P., 433n
Cyclical unemployment, 227–228
Czech Republic, child poverty rate, 428

d
DaimlerChrysler, 124
Dairy Queen, 228
Darity, William A., Jr., 432
Das Kapital (Marx), 61, 62–63, 132–133
Daughters of the American Revolution, 398
Dayan, Moshe, 293
Death tax, 159
Debit cards, 309
Debtors, effect of infl ation on, 236
Decision lag

in fi scal policy, 289
in monetary policy, 351–352

Deere, John, 4
Defi cit-reduction package, 290
Defl ation, 231–232, 368–369
De Kooning, Willem, 437
Dell, Michael, 420
Dell Computer, 131
Del Monte, 408n
Demand, 71; see also Aggregate demand; 

Supply and demand
Demand curve, 72, 74

shifts in, 75–79
Demand deposits, 308
Demand for money

infl uences on
credit availability, 312–313
income, 312
infl ation, 312
interest rates, 312

Keynesian motives, 311–312
precautionary motive, 312
speculative motive, 312
transactions motive, 311–312

Demand-pull infl ation, 237–238, 263
Demand schedule, 71–72
Democracy, compared to capitalism, 64
Democrats

pork barrel spending, 286
and taxation, 278

Deng Xiaopeng, 67
Denison, Edward S., 391
Denmark

budget surplus and GDP, 292
child poverty rate, 428
foreign aid and GDP, 149
health care spending, 400
highest margin tax rate, 157
per capita real GDP, 204
tax receipts and GDP, 162
unemployment compensation, 284

Department of Agriculture, 79
Department of Commerce, 130, 206
Department of Health and Human 

Services, 427

Department of Homeland Security,
145, 161

Department of Labor, 205, 226–227, 392
Consumer Expenditure Survey, 423
unemployment reports, 221

Deposit creation limits, 336
Deposit expansion

check clearing, 337–340
workings of, 336

Deposit expansion multiplier,
336–337, 343

modifi cations of, 338
Depository Institutions Deregulation and 

Monetary Control Act of 1980, 315
provisions of, 350–351

Depreciation, 131
in GDP, 193
of housing stock, 132
of plant and equipment, 132

Depreciation (currency), 481–482
Depressions, 238

compared to recessions, 218
Deregulation, 17
Derivative securities, 354
Deutsche Bundesbank, 332
Devaluation, 480
Developing nations, lack of capital, 63
Dictatorships, 64
Diminishing returns, 34–35

law of, 34–35
Direct deposit, 309
Direct taxes, 153
Dirksen, Everett M., 290
Discounting, 344
Discount rate changes, 344–345
Discount stores, 233
Discouraged workers, 222, 224, 426
Discretionary fi scal policy for; see

Fiscal policy
Discrimination

in employment, 29–30
in Levittowns, 13

Diseconomies of scale, 34–35
Disequilibrium

moving to equilibrium from, 268
when aggregate demand exceeds 

aggregate supply, 267–268
when aggregate supply exceeds 

aggregate demand, 268
Disinfl ation, 232
Disposable income, 96

and autonomous consumption,
106–107

and average propensity to consume, 98
and average propensity to save, 

98–100
and consumption function, 102–103
in consumption/saving functions, 265
on graphs, 102
and induced consumption, 106–107
and investment, 137
and level of consumption, 109
saving as percentage of, 97
and saving function, 104–105

Dissaving, 104
Distribution, 50–51
Divisibility of money, 307
Dodge Colt, 464
Dole Foods, 408n
Dollar; see United States dollar
Donahue, John, 427
Donne, John, 469
Dot-com bubble, 18
Double taxation, 122n
Downsizing, 228
Drinking water, 424
Drug money, 492
Drugs, 397
Dugger, Celia W., 431n
Dumont, 207
Dumping, 180
Dunlop, John, 378
Dunne, Finley Peter, 435
Du Pont family, 5
Durable goods, 107

held by families, 110
Dust Bowl, 8
Dylan, Bob, 30, 182–183

e
Earned Income Tax Credit, 163, 430, 431
Eastern Europe, 2

fl at tax rate, 153
eBay, 17, 340
E-commerce, 233
Economic behaviorists, 379
Economic discomfort index, 241n
Economic fl uctuations

business cycle forecasting, 220–221
business cycle theories, 218–220
conventional three-phase cycle,

217–218
cycle turning points, 216–217
existence of business cycle, 215–216
hypothetical business cycle, 218
Keynesian policies for, 268–269
misery index, 241–242
post-World War II recessions, 217
and real Gross domestic product, 218
shorter and milder, 218

Economic growth, 37–39
and capital spending, 394
factors affecting, 402–403

cost of doing business, 403
energy costs, 402
environmental legislation, 402–403
global warming, 403–404
military spending, 403
special interest groups, 403

and fl oating exchange rates, 482
and health care costs, 409–410
in Industrial Revolution, 389–391
during last millennium, 390
in less developed countries, 407–409
Malthusian theory, 407–408
output per employee, 406–407

sLa62468_ndx_512-536.indd Page Sec1:516  6/19/08  9:53:21 PM user-s207sLa62468_ndx_512-536.indd Page Sec1:516  6/19/08  9:53:21 PM user-s207 /Volumes/201/MHBR062/sLa9ndx%0/Volumes/201/MHBR062/sLa9ndx%0



 I n d e x  517

and productivity growth, 391–399
educational failures, 395–397
immigration restrictions, 397–399
labor force changes, 394–395
permanent underclass, 397
savings and investment, 392–394
workweek and workyear, 395

rate in U.S. 1871–2007, 288
role of technological change, 399–400
shift to service economy, 401–402
from stable money supply, 370
summary on, 404–406
in United States, 389

Economic models
circular fl ow, 54–55
competitive model, 51–55

Economic nationalism, 469–470
Economic problem, 26
Economic Recovery Tax Act of 1981, 155
Economic regulation, 164
Economic Report of the President

1994, 177
Economic Report of the President

1999, 405
Economic resources; see Resources
Economics; see also Classical economic 

system; Keynesian economics
basic questions of

how to produce, 50
what to produce, 49–50
for whom to produce, 50–51

circular fl ow model, 54–55
competition, 52–53
defi nition, 25
as dismal science, 408
equity and effi ciency, 53–54
invisible hand theory, 51–52
price mechanism, 52
production and distribution,

50–51
scarcity as central fact of, 26–28
supply-side, 15–16
and trust, 53
types of investment, 131

Economic stimulus package of 2008, 
289–290

Economic systems
capitalism, 63–64
communism, 64–65
fall of communism, 66
fascism, 65
Norwegian socialism, 66
politics of, 68
role of capital, 61–63
socialism, 65–66
Swedish socialism, 66
transformation in China, 66–68

Economic theory
classical economics, 366–368
economic behaviorists, 379
Keynesian economics, 368–369
Keynes on, 363
monetarist school, 369–372
rational expectations theory, 375–378

supply-side economics, 372–375
supply-side revival, 378

Economies of scale, 34
in banking, 317

Economist, 351, 482, 487, 493
Economists; see also Economic theory

behavioral, 379
liberal vs. conservative, 224
as predictors of recession, 221
support for World Trade

Organization, 182
view of price ceilings, 87
views of unemployment, 224

Economy
automatic stabilizers, 282–283
government role in, 55–56, 162–165
growing government role in, 145–146
limit to output, 259

Edgar Thompson steel works, 5–6
Edin, Kathryn, 437
Edison, Thomas, 27, 306
Education; see also Public education

and chance of falling into poverty, 439
of foreign students, 175
from GI Bill of Rights, 13
No Child Left Behind Act, 161, 464
not classifi ed as investment, 130
taxation for, 161
and unemployment prospects, 40

Educational system
back to basics movement, 396
charter schools, 396
competency exams, 396
declining, 395–396
engineering degrees, 396
impact on labor force, 396
Leave No Child Behind Act, 161, 464
school vouchers, 396
science talent search, 406
and trade balance, 463

Effi ciency
and equity, 53–54
in income distribution, 421

Ehrenreich, Barbara, 436
Einstein, Albert, 59
Eisenhower, Dwight D., 14, 232
Elastic currency, 330
Electricity, 7
Electronic funds transfer, 309, 338
Ellison, Lawrence J., 27, 420
El Salvador, 458
Employment

determined by aggregate demand, 264
effect of expansionary fi scal policy, 371
by sector in U.S., 50
working poor, 425–426

Employment argument, 458–459
Employment discrimination, 29–30

cause of poverty, 432
Endogenous theories of business

cycles, 219
Energy costs, 402
Engels, Friedrich, 64
Engineering degrees, 396

Entrepreneurial ability, 26, 27
Entrepreneurs, 27
Environmental legislation, 402–403
Environmental Protection Agency, 58
Equation of exchange, 363–364, 367
Equilibrium

attaining, 268
effect of changes in supply, 78
in Keynesian economics, 263–264

Equilibrium GDP, 254–255, 266
defi nition, 276
and infl ationary gap, 277–278
in Keynesian economics, 264
and recessionary gap, 276–277

Equilibrium price, 74–75, 253
effect of price ceilings, 80–82
effect of price fl oors, 79–80
effect of shifts in supply/demand, 75–79

Equilibrium quantity, 74, 253
effect of shifts in supply/demand,

75–79
Equity, 53–54

in income distribution, 421
Eritrea, 407
Essay on the Principle of Population 

(Malthus), 408
Estate tax, 159
E-Trade, 318
Euro, 178, 332

history of, 485–486
European Central Bank, 332
European Common Market, 176–177
European Monetary Union, 178, 332
European Union

description, 178
euro currency, 485–486
farm subsidies, 469
and free trade, 468
member countries map, 179

Excess reserves, 333
bank borrowing, 344
and liquidity trap, 350
negative, 334

Exchange, specialization and, 172–173
Exchange rate systems

Big Mac index, 487
distinct periods, 479
and euro, 485–486
factors infl uencing, 482
and falling dollar, 487–488
fi xed rates, 480–480
fl oating rates, 481–485
gold exchange standard, 480–481
gold standard, 479–480
international rates 1972–2007, 483
and yen and yuan, 486–487
yuan vs. dollar, 485

Excise taxes, 157–159
Excite!, 17
Exogenous theories of business cycles, 

219–220
Expansionary fi scal policy, 371
Expansionary monetary policy

effect on employment rate, 371
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Expansionary monetary policy—Cont.
effect on interest rates, 370–371
transmission mechanism, 348

Expected rate of profi t, 135
Expenditures; see also Consumer 

spending; Government spending
on consumption, 107–109
on graphs, 102

Expenditures approach to GDP, 191
Exports

from China, 67
effect on price level, 257
of Japan after 1960, 448
of United States, 173–175

Export subsidies, 180
External benefi t, 56–57
External cost, 56–57
External demand shock theory, 220
Externalities

air and water pollution, 57
from economic activities,

208–209
government actions for, 56–57
from shipbreaking, 57

ExxonMobil, 123, 124

f
Factor suitability, 35
Fair Labor Standards Act, 80
Family, two-wage-earner, 112–113
Family farm, 16
Family planning programs, 409
Farm policy

and GATT, 180
price fl oors, 79
price supports, 60

Farm subsidies, 16
effect on poor nations, 468–469

Fascism, 65
Feather, William, 110, 290
Federal budget

balancing, 290, 292
preparation of, 147

Federal Bureau of Investigation, 145
Federal Deposit Insurance Corporation, 9, 

310, 315, 355
origin and functions, 321
and Wal-Mart bank, 323

Federal Emergency Management
Agency, 60

Federal Express, 39, 60, 128, 399
Federal funds, 334
Federal funds rate, 334

changes in, 344–345
defi nition, 344
increase 2004–2006, 353
and subprime mortgage mess,

353–355
target rate 1954–2006, 345

Federal government; see also
Government entries

mandates on states, 161

revenue sources
corporate income tax, 157
estate tax, 159
excise taxes, 157–159
payroll tax, 157
personal income tax, 155–157

Federal government spending, 146–148; 
see also Government spending

fi scal year, 146
outlays, 146
transfer payments, 146–147

Federal Housing Administration, 11, 13
Federal Open Market Committee

activities of, 342
and fed funds rate, 344–345
fi ghting infl ation, 343
fi ghting recession, 342–343
and subprime mortgage mess, 353

Federal Reserve Act of 1913, 330, 332, 344
Federal Reserve Bank of Atlanta, 343
Federal Reserve Bank of Dallas, 425, 456
Federal Reserve Bank of New York,

339, 342
Federal Reserve Bank of San Francisco, 

339, 346
Federal Reserve District Banks, 330, 331

and Federal Open Market
Committee, 342

issuance of currency, 331
reserve requirements, 332–334

Federal Reserve System, 293
bailout of big investors, 355
and Banking Act of 1999, 351
Board of Governors, 330–331
as cause of infl ation, 238
check clearing, 337–340
control of monetary policy, 329
credit crunch of 1980, 12
and decline of monetarism, 372
district banks, 330
effectiveness of policies, 347–350
and gold standard, 480
in Great Depression, 9
importance of, 332
increase in fed funds rate, 353
and infl ation of 1970s, 15
lender of last resort, 332
limits of macropolicy, 381
map of districts, 331
member banks, 321
monetarist view of, 370
money aggregates, 310
and money creation, 335
moral hazard problem, 355
origin and functions, 329–330
policies 1971–82, 370
primary and secondary reserves,

334–335
and recession of 1980–82, 219, 240
reserve requirements, 332–334
response to housing bubble, 354–355
tools of monetary policy

discount rate changes, 344–345
effectiveness, 347

federal funds rate changes, 344–345
Federal Open Market Committee, 

342–343
margin requirements, 346
most important, 346
open-market operations, 340–342
reserve requirement changes, 345
summary of, 347

ways of increasing money supply, 345
Federal revenue, 374
Federal tax code, 59–60
Feige, Edgar L., 205
Female-headed households, 428
Financial intermediaries, 318–319

nonbank, 319
Financial investment, 131
Financial panics, 330
Financial transactions, 128

and GDP, 194–195
Finland

child poverty rate, 428
tax receipts and GDP, 162

First National City Bank, 321
Fiscal policy

as automatic stabilizer, 282–285
budget defi cits and surpluses, 290–292
coordinated with monetary policy, 352
crowding-in effect, 292–294
crowding-out effect, 292–294
defi nition, 275, 285
discretionary

changes in government
spending, 287

changes in tax rates, 286–287
to make stabilizers effective,

285–286
public works spending, 286

expansionary effects, 371
and infl ationary gap, 277–278
and infl ationary recessions, 381
invention by Keynes, 275
Keynesian, 269
monetarist vs. Keynesian, 371
perspectives on, 275–276
politics of, 287–288
in rational expectations theory, 376
and recessionary gap, 276–277
in recessions, 278
same goals as monetary policy, 352
state and local problems, 160–161

Fiscal policy lags
decision lag, 289
impact lag, 289, 290
length of, 289
nature of, 288–289
recognition lag, 289

Fisher, Irving, 236, 305
Fitzgerald, F. Scott, 420
Fixed exchange rates, 480–480
Fixed income individuals, 236
Flat tax rate, 153
Floating exchange rates, 481–485

Big Mac index, 487
and China, 482
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currency depreciation/appreciation, 
481–482

and dollar, 484–485
and economic growth rate, 482
effectiveness of, 485
and interest rates, 482
and price levels, 482

Florida, regressive taxes, 160
Flow-of-income approach to GDP, 191
Food production, and Malthusian

theory, 408
Food stamp program, 146, 430
Forbes, Steve, 153n
Forbes top ten list of billionaires, 420
Ford, Gerald, 242
Ford, Henry, 5, 6, 27, 54, 269
Ford Motor Company, 6, 10, 27, 52, 123, 

124, 410
Foreign aid, national comparisons, 149
Foreign exchange rates, 174–175
Foreign investment

in China, 67
in United States, 130, 138

Foreign investors, 393–394, 475,
476–477, 490

Foreign purchases effect, 257
Foreign students, 175
Fortune, 30, 95
For whom to produce, 50–51
401 (K) plans, 393
Four tigers of Asia, 409
France

budget defi cit and GDP, 292
child poverty rate, 428
current account in GDP, 478
foreign aid and GDP, 149
gasoline tax, 158
GDP in 2005, 201
health care spending, 400
hours of work, 395
marginal tax rate, 157
opposition to Iraq War, 292
tax receipts and GDP, 162
unemployment rate 2005, 226
value added per employee, 406

France, Anatole, 427
Franklin, Benjamin, 19, 114, 152, 227, 

283, 461
Freeman, Richard B., 467
Free trade

case for, 461–462
deviations from, 467–468
versus tariffs and quotas, 460

Free Trade Area of the Americas, 177
Free trade zones

CAFTA, 178
European Union, 178
Mercosur, 178
NAFTA, 177–178

Freund, William, 220
Frictional unemployment, 226–227
Friedman, Benjamin M., 491
Friedman, Milton, 111–112, 238, 369
Friedman, Thomas, 27, 64, 223, 400

Fuel economy standards, 58
Full employment, 29–31

in classical economics, 255, 257–258
defi nition, 31
at fi ve percent unemployment, 227
Keynesian view, 262, 263–264
during World War II, 10

Full-employment equilibrium, 260
Full-employment GDP, 258

defi nition, 276
and infl ationary gap, 277–278
and recessionary gap, 276–277
and short-run aggregate supply curve, 

259–261
Full production, 29–31
Functional illiteracy, 227, 463

g
Gains from trade, 454, 456
Galbraith, John Kenneth, 26, 52, 110, 220
Gale, William, 291–292
Gap, Inc., 458
Garbage pickup, 148–149
Garson, Barbara, 334
Gas lines, 80, 87
Gasoline taxes, 464

national comparisons, 158
Gas prices, 86–87
Gates, William H., III, 26, 27,

398–399, 420
GDP defl ator, 195–199, 260–261
General Agreement on Tariffs and Trade 

(GATT), 177, 451
history and functions, 178–180

General Electric, 123
General Motors, 6, 10, 52, 123, 124, 128, 

131, 240, 410
General Theory of Employment, Interest, 

and Money (Keynes), 135, 368
Gentlemen’s Agreement (with Japan), 398n
Gentrifi cation, 427
Genuine Progress Index, 208–209
Germany

budget defi cit and GDP, 292
child poverty rate, 428
current account in GDP, 478
foreign aid and GDP, 149
gasoline tax, 158
GDP in 2005, 201
health care spending, 400
hours of work, 395
hyperinfl ation of 1920s, 240
marginal tax rate, 157
tax receipts and GDP, 162
unemployment rate 2005, 226
work-study programs, 396

GI Bill of Rights, 13
Glass-Steagall Act of 1933 repeal, 351
Gleason, Jackie, 308
Global competition, 406
Global economy, 17

and capacity utilization, 29

protests against, 180–181
and U.S. trade, 173–174

Globalization
effect on productivity, 400, 405
effect on United States, 460

Global warming, 403–404, 405
Godfather, 340
Gold as money, 306–307
Goldberg, Rube, 64
Golden West Financial, 316
Gold exchange standard, 480–481
Goldsmiths, 313–315, 336
Gold standard

breakdown of, 480
defi nition, 479
evaluation of, 480
and Great Depression, 480
operation of, 479
as self-correcting mechanism,

479–480
after World War I, 480

Gonzalez, David, 458
Goods and services

in circular fl ow model, 54–55
durable goods, 107
nondurable goods, 107
public vs. private, 59

Goodwin, Doris Kearns, 10
Google, Inc., 17, 27
Goolsbie, Austan, 228
Gorbachev, Mikhail, 64
Gordon, John Steele, 5
Gordon, Robert J., 288
Gore, Al, 404
Gorney, Jay, 8n
Government; see also Federal 

government; Local government; 
State government

in adaptive expectations hypothesis, 377
basic economic infl uences, 145–146
economic role, 55–56, 162–165

Adam Smith on, 164–165
income redistribution, 163
public goods and services, 163
regulation, 164
stabilization policies, 163–164

federal mandates on states, 161
growing economic role, 145–146
jobs provided by, 436
protection of property rights, 86
Reagan’s view of, 15, 145
regulatory role, 146
supply-side view of, 372
trade policy, 450–451

Government bond houses, 340, 
342–343

Government failure
children in poverty, 60
Medicare prescription drug

program, 61
price supports, 60
public education, 60
response to Hurricane Katrina, 60–61
tax code, 59–60
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Government intervention
to encourage spending, 113
in gasoline sales, 87
in Keynesian economics, 268–27, 

368–369
opposed by classical economists,

366–367
opposed in rational expectations 

theory, 375–376
policy disagreements, 378
view of Adam Smith, 261

Government purchases
component of GDP, 191
versus transfer payments, 149–150

Government regulation(s), 56
to curb pollution

command-and-control, 58
incentive-based, 58

to deal with market failure, 57
of economy, 164

Government saving, 393
in total saving, 114

Government spending
advocated by Keynes, 382
and budget preparation, 147
changes in, 287
diffi culty in cutting, 147–148
to end depressions, 269
federal, 146–148
to fi ght World War II, 10
in foreign aid, 149
in Japan in 1990s, 269
in Keynesian economics, 15, 368–369
measuring, 150
monetarist vs. Keynesian, 371
in New Deal, 8–9
pork barrel spending, 68, 286
purchases vs. transfer payments,

148–150
record on defi cits and surpluses,

290–291
state and local, 148–149
total amount of, 149
on transfer payments, 422, 428–431

Government tax receipts 1929/2007, 161
Grameen Bank, 317
Grapes of Wrath (Steinbeck), 8
Graphs

C�I�G line, 150
C�I line, 137
consumption function, 102–103, 136
cost-push infl ation, 239
demand-pull infl ation, 239
horizontal scale, 102
infl ationary gap, 277, 278
reading, 101–102
saving function, 104–105
of supply and demand, 254–255
vertical scale, 101

Great Depression, 36, 145, 251, 260–261, 
275, 390

bank failures, 8
collapse of investment, 129
and cyclical unemployment, 227

defl ation during, 232
Dust Bowl, 8
effect on gold standard, 480
effect on trade, 448, 450
failure of classical economics, 264
and Hoover, 7–8
Keynesian view of, 368
Keynes’ response to, 261–264
negative savings during, 97
New Deal programs, 8–10, 269, 369
public works programs, 286
recession of 1929, 7
stock market crash, 7
unemployment rate, 8

Great Leap Forward, China, 67
Great Northern Railroad, 59
Great Society programs, 146, 149, 433
Greece, child poverty rate, 428
Green Revolution, 408n
Greenspan, Alan, 297, 329, 332, 346, 

353, 478
Gross, James, 61
Gross domestic product; see also 

Equilibrium GDP; Full-
employment GFP; Nominal GDP; 
Per capita GDP; Real GDP

alternate defi nition, 189–190
components, 191
consumption percentage of, 115
corrected for price increases, 195–199
current account percentage, 477–478
defi cits/surpluses percentage of, 292
defi nition, 95, 189
effect of monetary policy, 347–349
in equation of exchange, 364
exports and imports in, 173–174
foreign aid percentage of, 149
and Genuine Progress Index, 208–209
government spending in, 149–150
health care costs as percentage of, 

400–401
human costs and benefi ts, 206–207
inclusions, 207
measure of living standards, 200
measuring, 191–193
mistakes in compiling

fi nancial transactions, 194–195
multiple counting, 192–194
transfer payments, 194–195

and multiplier, 279, 280–282
national comparisons, 200–201
national debt percentage, 297
and national income, 192
versus net domestic product, 132, 192
net exports in, 176
nominal vs. real, 195–200
and paradox of thrift, 283
production excluded from

bartering, 203
household production, 203
illegal production, 203–204
underground economy, 203–204

real investments in, 131
saving percentage of, 115

saving rate as percentage of, 393
in Say’s law, 252–253
shortcomings, 203–208, 209
tax receipts as percentage of, 162
treatment of leisure time, 205–206
value-added approach, 193–194

Gross domestic product equation, 190, 
191, 279

Gross investment, 132, 138, 193
in U.S. 1995–2005, 138

Gross saving, 393
Guinea-Bissau, 407
Guns vs. butter economy, 32–37
Gurney, Edward J., 59, 156

h
Harburg, Yip, 8n
Harding, Veronica, 319
Harding, Warren G., 28, 374
Harrington, Michael, 26
Hartford, Tim, 182
Health care costs, 242, 405

in collective bargaining, 401
future of, 409–410
national comparisons, 400
percentage of GDP, 400–401
reasons for increases, 401

Heller, Walter, 374, 378
Helmsley, Leona, 159
Hemingway, Ernest, 420
Henderson, Leon, 240
Heng Tinghan, 182
Heritage of slavery, 432
Herold, Don, 97, 232
High-tech bubble, 291
High-tech labor market, 396
High-wage countries, 457–458
Hispanics

child poverty, 427
employment discrimination, 432
poverty rate, 426
in professional sports, 29–30
in show business, 30
unemployment rate, 224

Hitler, Adolf, 65, 240
Hollow corporation, 464
Holmes, Oliver Wendell, 164
Home Depot, 60
Home equity loans, 130
Homeless, 427
Homeless Research Institute, 427
Home Owners’ Loan 

Corporation, 354
Honda Motors, 131, 462
H-1B visas, 398–399
Hong Kong and Shanghai Bank 

Corporation, 316–317
Hoover, Herbert, 7–8, 14, 192, 260, 261, 

295, 368, 374
Horace, 56
Horizontal scale, 102
Hotmail, 398

sLa62468_ndx_512-536.indd Page Sec1:520  6/19/08  9:53:22 PM user-s207sLa62468_ndx_512-536.indd Page Sec1:520  6/19/08  9:53:22 PM user-s207 /Volumes/201/MHBR062/sLa9ndx%0/Volumes/201/MHBR062/sLa9ndx%0



 I n d e x  521

Hours of work
versus leisure time, 206
national comparisons, 394–395

House Education and Workforce 
Committee, 426

Household Finance, 319
Household International, 319
Household production, 203
Households

autonomous consumption, 106–107
average propensity to consume, 98
average propensity to save, 98–100
and capital formation, 114–115
categories of consumption, 107–109
in circular fl ow model, 54–55
consumption expenditures, 96
determinants of consumption

credit availability, 109–110
disposable income, 109
expectations, 111
showing off, 110–111
standard of living, 111
stock of durable goods, 110
stock of liquid assets, 110

female-headed, 428
income problems, 112–113
individual saving, 97–98
induced consumption, 106–107
marginal propensity to consume,

100–101
marginal propensity to save, 101
median income in 2006, 419
permanent income hypothesis,

111–112
quintiles of income, 415, 417, 418
real median income 1967–2006,

419–420
spending by, 108
spending vs. saving, 113–114
two-wage-earner families,

112–113
as world-class shoppers,

115–116
Housing

depreciation of, 132
from GI Bill of Rights, 13
investment in, 130
spending on, 109
after World War II, 11, 13

Housing bubble, 129, 353–354
Housing costs, 112
Housing prices, 129
Howell, James, 234
How to produce, 50
HSBC Bank, 316–317
Hubbard, Frank McKinney, 233
Human capital, 130

inadequate, 433
Humphrey, George, 110
Hungary, child poverty rate, 428
Hungary, hyperinfl ation in, 241
Hurricane Katrina, 208

effect on gas prices, 86–87
government response, 60

and poverty, 426
private sector response, 60–61

Hussein, Saddam, 64
Hyperinfl ation, 240–241
Hypothetical business cycles, 218
Hyundai, 460

i
IBM, 110, 123, 131
Iceland, per capita real GDP, 203
Ike, Reverend, 435
Illegal immigrants

percent of labor force, 225
in underground economy, 205

Illegal production, 203–204
Immigrants

and economic growth, 398
H-1B visas, 398–399
legal, 398
sending money home, 477

Immigration Act of 1924, 398n
Immigration and Naturalization

Service, 205
Immigration restrictions, 397–399, 405
Impact lag

in fi scal policy, 289, 290
in monetary policy, 351–352

Imports
from Canada and Mexico, 177–178
effect on capacity utilization rate, 134
effect on price level, 257
effect on U.S. companies, 462
into United States, 447
of United States, 173–175

Incentive-based regulations, 58
Income; see also Disposable income

already owed, 112
compared to wealth, 420
consumption component of, 96
and demand for money, 312
of households by quintile, 416,

417, 418
investment and level of, 136–137
marginal propensity to save, 101
permanent income hypothesis,

111–112
from property, 422
psychic, 206–207
unreported, 205

Income distribution, 53
global divide, 420

Income distribution in U.S.
determinants

property income, 422
transfer payments, 422
wage and salary differences, 422

distribution of wealth, 420–421
equity and effi ciency, 421
Lorenz curve, 416–418
median household income, 419
poor, middle class, and rich, 415–420
quintiles of income, 418

real median household income,
419–420

Income inequality, 421
Lorenz curve, 416–418
social classes, 415–420

Income redistribution, 53–54, 163, 421; 
see also Transfer payment entries

Income tax; see Corporate income tax; 
Personal income tax; Taxation

Index of consumer expectations, 221
Index of leading economic indicators, 

220–221
Index of stock prices, 221
India, engineering degrees, 396
Indirect taxes, 153
Individual retirement accounts, 393
Individual saving, 97–98

decline since 1980s, 114–115
in total saving, 114

Induced consumption, 106–107, 136
Industrial capitalists, 5–6
Industrial Revolution, 389–391
Industry

collapse in 1930s, 8
expansion during World War II, 10
in Japan after 1945, 5
in Roaring Twenties, 7
reform in China, 67

Infant industry argument, 457
Infl ation

in adaptive expectations hypothesis, 377
anticipated, 234–236
and business cycle, 219
and consumer price index, 230–231, 

233–235
controlled in 1990s, 17
conventional macropolicy for

defi cit reduction, 380
infl ationary recessions, 380–381
slow money supply growth, 380

and cost of living adjustments, 237
cost-push, 238–239
creeping, 240–241
current value of dollar, 237
defi ning, 229–231
and defl ation, 231–232
and demand for money, 312
demand-pull, 237–238, 239
and disinfl ation, 232
effectiveness of Fed in fi ghting,

347–350
effect on interest rates, 257
effect on saving rate, 98
expectations of, 111
Fed’s reaction in 1980–82, 372
and fi scal policy lags, 289–290
and hyperinfl ation, 240–241
from increase in aggregate

demand, 263
increase in tax receipts during, 284
and national debt, 296
open-market operations to fi ght, 343
persistence since World War II,

229–231
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Infl ation—Cont.
post-World War II history, 232–234
proper monetary policy for, 352
as psychological process, 239–240
in rational expectations theory, 376
runaway, 238, 240
standard view of, 229
tax rate changes during, 286–287
unanticipated, 234–236
in U.S. in 1970s, 15, 52, 233
winners and losers, 234–237

Infl ationary gap, 277–278
removing, 281–282

Infl ationary psychology, 240
Infl ationary recessions, 380–381
Infl ation rate

and interest rates, 236
reasons for stability of, 233
and unemployment, 228
in U.S. since 1992, 233

Information technology, 39
ING Bank, 318
Inheritance laws, Islamic, 125–127
Initial public offerings, 131
In-kind benefi ts, 424
Innovation theory of business cycles, 219
Insurance companies, 319
Intel Science Talent Search, 397
Interest on national debt, 297
Interest rate effect, 257
Interest rate mechanism

in classical economics, 367
in Keynesian economics, 369

Interest rates
of consumer fi nance companies, 319
controllers of, 353
and demand for money, 312
determinant of investment, 134
determinants of, 84–85
economic indicator, 221
effect of expansionary monetary 

policy, 370–371
effect of foreign investors on, 490
effect of tight money, 347
effect on investment spending, 352
effect on saving rate, 98
and expected infl ation, 236
and expected profi t rate, 135
and fl oating exchange rates, 482
and liquidity trap, 350
on mortgages, 130
motive for foreign investment, 131
nominal vs. real, 236
in open-market operations, 340–342
prime rate, 349
and savings and loan debacle, 322
subprime lending, 319
in subprime mortgage mess, 353–355
teaser rate, 353
and usury laws, 81–82
at zero in Japan, 349

Internal Revenue Code, 124
Internal Revenue Service, 59, 152, 290, 

430, 431

International capital fl ows, 381
International fi nance

Bretton Woods system, 480–80
codependent relationships, 492–493
conclusions on U.S., 494–495
consumption junkies, 492
current account defi cit, 493
exchange rate systems

Big Mac index, 487
defi nition, 479
euro, 485–486
falling dollar, 487–488
fl oating rates, 481–485
gold exchange standard, 480–481
gold standard, 479–480
yen and yuan, 486–487

mechanics of
balance of payments, 476–478
for international trade, 475–476

U.S. largest debtor, 489–491
International Longshoremen’s Union, 404
International Monetary Fund

functions of, 181
origin and purpose, 480
protests against, 180

International Planned Parenthood 
Federation, 409

International trade
Adam Smith on, 172, 451
annual volume of, 447
balance of payments, 476–478
based on gold standard, 479–480
basis for, 171–172
benefi ts of, 447–448
causes of trade imbalance, 452–464
Chinese exports, 67
codependent relationships, 492–493
defi cit with China and Japan, 464–468
deviations from free trade, 468–469
and economic nationalism, 469–470
effect on United States, 447
fi nancing of, 475–476
free trade zones, 177–178
government policy on, 450–451
Japanese practices, 465
most-favored-nation principle, 180
outsourcing and offshoring, 175–176
reducing trade defi cit, 469
versus self-suffi ciency, 447
specialization and exchange,

172–173
theories

absolute advantage, 451–452
absolute vs. comparative 

advantage, 455
case for free trade, 461–462
comparative advantage, 452–455
protectionist arguments, 455–459
specialization and trade, 450
tariffs and quotas, 459–461

U.S. exports and imports, 173–13
of U.S. before 1975, 448
of U.S. since 1975, 448–449
and value of dollar, 487–488

world trade agreements
GATT, 178–180
World Trade Organization, 180–182
after World War II, 176–177

International Water Management 
Institute, 424

Internet, 17, 18, 27
business-to-business commerce, 399

Internet banking, 318
Internet purchases, 340
Internet Tax Freedom Act, 160
Interstate banking, 321
Interstate highway system, 163
Inventors, 27
Inventory, negative, 128
Inventory cycle theory, 219
Inventory investment, 128–128

instability of, 129
in U.S. 1960–2005, 129

Investment, 126–139
in aggregate expenditure model, 

265–266
building capital, 132–133
in classical economics, 366–367
collapse during Great Depression, 129
compared to fi nancial transactions, 128
component of GDP, 191
decline in 2001, 138–139
defi nition and characteristics, 128
determinants of level of

capacity utilization rate, 133–135
expected rate of profi t, 135
interest rate, 134
sales outlook, 133

education excluded from, 130
effect of dollar decline on, 491
foreign, in U.S., 131
graphing level of, 136–137
in Great Depression, 275
gross vs. net, 132, 193
in inventory, 128–129
Keynesian view, 261
low rate of, 394, 404
in plant and equipment, 129
real vs. fi nancial, 131
reasons for, 126
in residential construction, 130
saving equal to, 254
of savings, 131
stocks and bonds, 125
summary of, 137–139
volatility of, 138

Investment banks
collateralized debt obligations, 354
excessive borrowing by, 354–355
in Glass-Steagall Act, 351
mortgage losses, 354

Investment spending
in Great Depression, 368
and interest rates, 352

Invisible hand, 51–52
and price mechanism, 53

Iranian revolution of 1979, 15
Iraq, invasion of Kuwait, 457

sLa62468_ndx_512-536.indd Page Sec1:522  6/19/08  9:53:22 PM user-s207sLa62468_ndx_512-536.indd Page Sec1:522  6/19/08  9:53:22 PM user-s207 /Volumes/201/MHBR062/sLa9ndx%0/Volumes/201/MHBR062/sLa9ndx%0



 I n d e x  523

Iraq War, 28, 208
French opposition to, 292

Ireland
budget defi cit and GDP, 292
child poverty rate, 428
per capita real GDP, 203
value added per employee, 406

Irrational exuberance, 346
Islamic Middle East, business fi rms,

126–127
Italy

budget defi cit and GDP, 292
child poverty rate, 428
current account in GDP, 478
foreign aid and GDP, 149
GDP in 2005, 201
health care spending, 400
hours of work, 395
marginal tax rate, 157
tax receipts and GDP, 162
unemployment rate 2005, 226

j
JPMorgan Chase, 316, 317, 320, 354
James Madison High School,

Brooklyn, 207
Japan

budget defi cit and GDP, 292
child poverty rate, 428
codependent relationship with U.S., 

492–493
current account in GDP, 478
defense production, 49
defl ation in, 232
exports to U.S., 116
exports to U.S. after 1960, 448
farm subsidies, 469
foreign aid and GDP, 149
GDP in 2005, 201
Gentlemen’s Agreement and, 398n
health care spending, 400
hours of work, 395
impact on U.S. interest rates, 353
Keynesian policies in, 269
liquidity trap, 350
marginal tax rate, 157
per capita GDP, 390
per capita real GDP, 203
post-World War II reconstruction, 5
recession of 1990s, 349
targeting American markets, 7
tax receipts and GDP, 162
trade practices, 465
unemployment rate 2005, 226
U.S. trade defi cit with, 464–468

Japanese yen, 485–486, 486–487
J.C. Penney Company, 458
Jefferson, Thomas, 110, 251
Job creation

in 1990s, 2
in underground economy, 204–205
during World War II, 10

Jobless recovery, 437–438
Job losses

to foreign competition, 459
from globalization, 460
in manufacturing, 242, 418,

458–459, 466
Jobs

changing, 226–227
costs and benefi ts of, 206–207
fi lling positions, 225
in global economy, 17
low-wage competition, 458
migration of, 389
outsourcing, 175–176
poverty and lack of, 435
provided by government, 436
sweatshop labor, 182–183, 457–458

Jobs, Steve, 27
Johnson, Lyndon B., 14, 31, 60, 147, 150, 

241n, 286, 424, 425, 433
Johnson, Samuel, 428
Junk bonds, 322

k
Kahneman, Daniel, 379
Kaufman, Leslie, 458
KaZaA, 204
Keeley, Chris, 323
Keeping up with the Joneses, 110–111
Kemp-Roth tax cut of 1981, 159, 286, 

373, 378
Kennedy, John F., 14, 226n, 421
Kennedy, Robert F., 227n
Kerkorian, Kirk, 420
Kerry, John, 138
Ketchikan bridge, Alaska, 68, 286
Keynes, John Maynard, 9, 26, 96, 135, 

251, 261, 276, 367–368, 382, 462
critique of classical economics, 261–264
on economic theory, 363
on insuffi cient aggregate demand, 269
invention of fi scal policy, 275
on liquidity trap, 350
monetarist rejection of, 370
motives for holding money, 311–312

Keynesian economics
aggregate expenditure model, 264–267
attaining equilibrium, 268
on crowding-in effect, 292–294
disequilibrium conditions, 267–268
versus monetarists on fi scal policy, 371
and Nixon, 382
origin of, 368
policy prescriptions, 268–269
on recessions, 368–369
response to Great Depression, 264
versus supply-side economics, 15
in 21st century, 269–270

Khorsheed, Fereydoon, 455
Khosla, Vinod, 398
Khruschev, Nikita, 63
Kilborn, Peter T., 438

King, Martin Luther, Jr., 423, 435
Koch, Charles, 420
Koch, David, 420
Koran, 126
Korean War, 13–14, 233, 381
Krugman, Paul, 491
Kuran, Timur, 126–127
Kurtz, David L., 225
Kurtzman, Joel, 463
Kuwait, 457

l
La Banca d’Italia, 332
Labor

capital created by, 132–133
as economic resource, 27
high-wage/low-wage countries,

457–458
low-wage, 458

Labor force
average workweek, 395
decline in quality of, 389, 405
effect of education failures, 396
expansion since 1995, 228
frictional unemployment, 226–227
growth of, 242
illegal immigrants in, 225
output per employee, 406–407
shrinkage, 228
size of, 223

Labor market
high-tech, 396
and wage rates, 254–255

Labor productivity, 406–407
growth of, 394–395

Labor unions, 378
Laboy, Wilfredo, 395
Laffer, Arthur, 374
Laffer curve, 374, 375
Lags; see Fiscal policy lags; Monetary 

policy lags
Laissez-faire economics, 366
Lancaster Turnpike, 58–59
Land

abundance of, 3
communal ownership, 52
as economic resource, 27

Landers, Ann, 109
Langeswiesche, William, 57
Lawn, Philip, 208
Law of comparative advantage, 452
Law of diminishing returns, 34–35
Law of increasing costs, 34–35
Leading economic indicators, 220–221
Leave No Child Behind Act, 464
Legal reserve requirements, 332–334
Legal system, 55
Legal tender, 308
Lein, Laura, 437
Leisure time

and GDP, 205–206
and work effect, 373

sLa62468_ndx_512-536.indd Page Sec1:523  6/19/08  9:53:23 PM user-s207sLa62468_ndx_512-536.indd Page Sec1:523  6/19/08  9:53:23 PM user-s207 /Volumes/201/MHBR062/sLa9ndx%0/Volumes/201/MHBR062/sLa9ndx%0



524 I n d e x

Leland, Henry, 6
Lemann, Nicholas, 428
Lending

by banks, 318
by goldsmiths, 314–315
microlending, 317
subprime, 319

Leonard, Devin, 61n
Leontief, Wassily, 261
Less developed countries

economic growth in, 396–409
family planning programs, 409
and Malthusian theory, 42
military spending, 409
poorest countries, 407
sources of capital, 409

Levinson, Marc, 381
Levi Strauss & Company, 182
Levitt, William, 13
Levittowns, 13
Lewis, Jessica, 60–61
Lewy, Henry, 123
Liberal economists, 224
Liberals

solutions to poverty, 436
views of poverty, 433–435

Liberia, 407
Life Magazine, 17
Limited branch banking, 320
Limited liability, 122
Limited liability companies, 124
Limited partnerships, 124
Lincoln, Abraham, 3, 308
Liquid assets, held by families, 110
Liquidity trap, 350
Liz Claiborne, 182, 190, 458
Loanable funds, 84–85

and crowding-out effect, 294
Loanable funds market, 254
Loans

effect of open-market 
operations, 343

and money creation, 335
and money destruction, 335
at prime rate, 349
subprime mortgage mess, 353–354

Local government
fi scal dilemma, 160–161
regressive taxes, 160
revenue sources

property tax, 160
sales tax, 160

spending by, 148–149
Lohr, Steve, 27
Long-run aggregate supply curve

in classical economics, 257–258
in Keynesian economics, 262–263

Long-term interest rates, 221
Long-term unemployed, 426
Lorenz, M. O., 416
Lorenz curve

defi nition, 417
of income distribution in U.S., 418
for income inequality, 416–418

Losing Ground (Murray), 433
Lowrey, Christopher, 95
Low-wage argument, 457–458
Low-wage countries, 457–458
Lucas, Robert, 376
Luce, Henry, 17, 18
Lugar, Richard, 16
Luxembourg

per capita real GDP, 203
value added per employee, 406

m
M1 money supply

annual percentage change
1960–2005, 311

defi nition, 309–310
M2 money supply, 309–310
M3 money supply, 310
Macropolicy

conclusions on, 381
conventional

to fi ght infl ation, 380
to fi ght recessions, 379–380
for infl ationary recessions,

380–381
effects of internationalization, 381
limits of, 381
predictability of, 377
in rational expectations theory, 376–377
twin goals of, 238

Maddison, Angus, 288
Madigan, Kathleen, 344
Malawai, 407
Malthus, Thomas R., 407–408
Mann, Brian, 429
Manufacturing

assembly line, 6
capacity utilization rate, 133–134
job losses, 242, 418, 458–459, 466
in sweatshops, 182–183
U.S. percentage after 1945, 10

Mao Tse-tung, 63, 67
Maquiladoras, 458
Marginal effi ciency of capital, 135
Marginal effi ciency of investment, 135
Marginal propensity to consume, 103

and multiplier, 279–280
Marginal propensity to save, 100–101
Marginal tax rate

changes 1913–2008, 156
cuts 1981–2003, 159
defi nition, 151–152
high

elimination or productive 
exchanges, 373–374

misallocation of labor, 374
saving and investment effect, 373
work effect, 373

Laffer curve, 374, 375
lowered in 2001, 2003, 378
national comparisons, 157
in supply-side economics, 373–375

Margin requirements, 346
Marine Midland Bank, 317
Market(s)

not purely competitive, 378
supply and demand in, 73

Market basket of goods and services, 234
Market failure

defi nition, 56
externalities, 56–57
lack of public goods and services, 

58–59
pollution regulations

command-and-control, 58
incentive-based, 58

Market production, 20e
Market saturation, 219
Marshall, John, 157
Marsh brothers’ harvesting machine, 4
Martindell, Jackson, 63
Martinez, Abigail, 458
Marx, Karl, 2, 61, 62–63, 64, 65,

 132–133
Mass consumption, 5, 390
Mass production, 5

Ford’s role in, 6
MasterCard, 109, 284, 309, 320
Mathematics, 95
McCain, John, 404
McCormick, Cyrus, 4, 5
McDonald’s, 52
McGeehan, Patrick, 319n
McKinley, William, 451
McKinsey and Robbins, 175–176
McKinsey Global Institute, 389
McMillan, John, 67, 86
McQuown, Judith, 122
Means of production, 26–27

capital, 61–63
factor suitability, 35
in Marx’s view, 61–62
in Soviet Union, 62

Meany, George, 218, 378
Mechanical cotton picker, 16
Median household income, 419
Medicaid, 146, 149, 194, 401, 422, 430

expenditures on, 147–148, 161
Medicare, 2, 146, 149, 194, 401, 422, 430

and budget defi cits, 291, 297–298
expenditures on, 147–148
underfunding of, 166

Medicare drug prescription program, 61
Medicare tax, 154–155, 157
Medium of exchange, 306
Mellon, Andrew W., 296, 374
Mellon National Bank, 321
Mercosur, 178
Mexico

maquiladoras, 458
and NAFTA, 177–178

Meyer, F. V., 25
Microlending, 317
Microsoft Corporation, 27, 31, 52, 56, 

398–399
Microsoft Windows, 378

sLa62468_ndx_512-536.indd Page Sec1:524  6/19/08  9:53:23 PM user-s207sLa62468_ndx_512-536.indd Page Sec1:524  6/19/08  9:53:23 PM user-s207 /Volumes/201/MHBR062/sLa9ndx%0/Volumes/201/MHBR062/sLa9ndx%0



 I n d e x  525

Middle class
income distribution, 415–420
safety net for, 440

Middle East business fi rms, 126–127
Military poverty, 429
Military spending

effect on economic growth, 403
effect on productivity, 405
by less developed countries, 409

Mill, John Stuart, 153, 234, 365
Minimum wage, 80
Minorities; see also African Americans; 

Hispanics
employment advances, 31
in professional sports, 29–30

Misery index, 241–242
Mises, Ludwig von, 113
Mitsubishi Tokyo, 316–317
Mixed economy, 49–51
Mizuho Financial, 317
Model T Ford, 448
Mohammed, 86
Monetarist school

basic propositions
constant rate of money supply, 370
against expansionary monetary 

policy, 370–371
on output and employment, 371
on unemployment rate, 371

crowding-out effect, 292–294, 371
decline of, 372
interest rates, 371
versus Keynesians on fi scal policy, 371
monetary rule, 371
quantity theory of money, 370
on rate of monetary growth, 

369–370
rejection of Keynes, 370

Monetary Control Act of 1980, 334
Monetary growth, 311
Monetary multiplier, 343
Monetary policy

in classical economics, 367
contractionary, 347, 348
coordinated with fi scal policy, 352
defi nition, 329
effect of international capital

fl ows on, 381
effect on GDP, 347–349
expansionary, 348
expansionary effects, 370–371
for infl ation, 352
and infl ationary recessions, 381
in monetarist school, 369–372
monetary rule, 372
from 1971 to 1982, 370
in rational expectations theory, 376
for recession, 352
same goals as fi scal policy, 352
set by Board of Governors, 332
tools of

discount rate changes, 344–345
effectiveness of, 347
federal funds rate changes, 344–345

Federal Open Market Committee, 
342–343

margin requirements, 346
most important tool, 346
open-market operations, 340–342
reserve requirement changes, 345
summary of, 347

transmission mechanism, 348
Monetary policy lags

decision lag, 351
impact lag, 351–352
recognition lag, 351

Monetary rule, 372
Monetary theory of business cycles, 219
Money; see also Demand for money; 

Quantity theory of money
versus barter, 307
in circular fl ow model, 54–55
composition of, 335
creation of, 335
and credit cards, 309
destruction of, 335
divisibility, 307
gold as, 307
limits to deposit creation, 336
liquidity trap, 350
portability, 307
three jobs of, 305–307

medium of exchange, 306
standard of value, 306
store of value, 306

velocity of circulation, 364
Money Makes the World Go Around 

(Garson), 334
Money market mutual funds, 310
Money supply, 293

basis of monetarist school, 369
components of, 308
in crude quantity theory of money, 365
decreased to fi ght infl ation, 343
economic indicator, 221
effect of currency issuance, 346
elastic, 330
with gold standard, 479–480
growth as policy dilemma, 380
growth of, 311
growth slowed in recessions, 380–381
growth to fi ght recession, 379–380
increased to fi ght recession, 343
key to stale economic growth, 370
M1, 309–311
M2, 309–311
M3, 310
in monetary rule, 372
in open-market operations, 340–342
in sophisticated quantity theory of 

money, 365–366
ways of increasing, 345

Monopoly game, 28
Monty Python and the Holy Grail, 375
Moral hazard

in housing bubble, 355
Mortgage interest rates, 130
Mortgage losses, 354

Mortgage markets, 319
Moses, 423
Most-favored-nation principle, 180
MPC; see Marginal propensity to consume
MPS; see Marginal propensity to save
Multinational corporations

and trade imbalance, 463
Multiple counting, 192–194
Multiplier, 278–282

applications of, 280–282
basis of, 279–280
deposit expansion, 336–337

Multiplier equation, 281
Murray, Charles, 433–434, 436
Mussolini, Benito, 65
Mutual savings banks, 315
Myers, Samuel L., Jr., 432

n
Nash, Ogden, 421
National Bureau of Economic Research, 

216, 217
National City Bank, 316
National debt, 294–297

defi nitions of, 294–295
due to infl ation, 296
expenditures on, 145
held by foreigners, 296
held by government agencies, 295
holders of, 295
interest payments on, 297
and open-market operations, 340
percentage of GDP, 296, 297
publicly held, 295
of U.S. 1980–2006, 295
wartime increases, 295–296

National debt clock, 297
National defense, 59, 163

expenditures on, 147, 149
National Football League, 29–30
National Foundation for American

Policy, 397
National Gardening Association, 203
National income, 192

components, 192–194
distribution in 2007, 194

Nationally chartered banks, 321
National railroad network, 4–5
National security argument, 457
National well-being, 208–209
Natural liberty, system of, 164–165
Natural unemployment rate,

228–229
Nazario, Sonia L., 241n
Nazi Germany, 65
Negative balance of trade, 174
Negative excess reserves, 334
Negro League Baseball Museum, 30
Negro leagues, 30
Nehru, Jawaharlal, 415
Net domestic product, 132, 192

superior to GDP, 192

sLa62468_ndx_512-536.indd Page Sec1:525  6/19/08  9:53:23 PM user-s207sLa62468_ndx_512-536.indd Page Sec1:525  6/19/08  9:53:23 PM user-s207 /Volumes/201/MHBR062/sLa9ndx%0/Volumes/201/MHBR062/sLa9ndx%0



526 I n d e x

Net exports, 176
component of GDP, 191
effect of tight money, 347
effect on price level, 257

Netherlands
budget defi cit and GDP, 292
child poverty rate, 428
current account in GDP, 478
foreign aid and GDP, 149
tax receipts and GDP, 162

Net investment, 132, 193
Netscape Communications, 17
New Deal, 8–10, 269, 369, 433, 436
New economy, 17–18
New Jersey Institute of Technology,

 175
Newsweek, 424
New York, New Haven, and Hartford 

Railroad, 59
New York Central, 59
New York City

cigarette tax, 158
rent control, 81
wealth and poverty in, 415

New York City Welfare 
Department, 434

New York Times, 27, 61, 319n, 438, 458
New Zealand

budget surplus and GDP, 292
child poverty rate, 428

Nicaragua, runaway infl ation, 241
Nike, Inc., 182, 458
Nissan Motors, 131, 462
Nixon, Richard M., 52, 233, 240, 382, 

425, 465
Nobel Prize in economics, 207n
No Child Left Behind 

Act, 161
Nominal GDP, 195–200

in U.S. 1995–2007, 200
Nominal interest rate and 

infl ation, 236
Nonbank fi nancial intermediaries, 319
Nondurable goods, 107
Nonexcludable, 59
Nonrivalrous, 59
Norris, Floyd, 296
North American Free Trade Agreement 

(NAFTA), 176–177, 469
description, 177
U.S. trade within, 178

North American Uniform Cap 
Corporation, 123

North vs. South, 3–4
Norway

budget surplus and GDP, 292
child poverty rate, 428
foreign aid and GDP, 149
per capita real GDP, 203
socialism in, 66
tax receipts and GDP, 162
unemployment compensation, 284

NOW accounts, 350–351
Nucor Steel Corporation, 240

o
Obama, Barack, 228, 404
Offi ce of Management and Budget, 147
Offshoring, 175–176, 242
Of Plymouth Plantation (Bradford), 52
Ohmae, Kenichi, 381
Oil imports, trade defi cit from, 462–463
Oil prices, 12, 15, 233
Oil price shock, 15, 239, 405
Okun, Arthur, 241n
Olds, Henry, 6
Oliner, Stephen, 399
Olson, Mancur, 403
Open-market operations

conduct of, 342
to contract money supply, 341–342
defi nition, 340
to fi ght infl ation, 343
to fi ght recession, 342–343
to increase money supply, 340–341
most important Fed tool, 346

Oppel, Richard A., Jr., 319n
Opportunity cost

defi nition, 28
and factor suitability, 35
fi nding, 36
and taxation, 162

Oracle Corporation, 31
Organization for Economic Cooperation 

and Development report on child 
poverty, 426–428

Organization of Petroleum Exporting 
Countries, 12, 15, 63, 220, 233, 239

Organized crime, 322–323
O’Rourke, P. J., 157
Orszag, Peter, 291–292
Other America (Harrington), 26
Output

determined by aggregate demand, 264
effect of expansionary fi scal 

policy, 371
growth 1870–2007, 11
physical limit to, 259
real GDP as measure of, 197–200
and short-run aggregate supply curve, 

258–261
Output per employee, 406–407
Outsourcing, 175–176
Outward migration, 435
Overdraft privileges, 323
Overproduction theory of business

cycles, 219

p
Pace, Eric, 13
Page, Larry, 420
Paige, Satchel, 30
Panasonic, 464
Panel Study of Income Dynamics, 439
Panic of 1907, 330

Paper money, 314
silver certifi cates, 331

Paradox of thrift, 283
Partnerships, 122

In Italy, 126
in Middle East, 126–127
share of total sales, 127

Patterson, James T., 13
Paulson, Henry, 289
Paypal, 340
Payroll tax, 157, 418

as automatic stabilizer, 283–284
as regressive tax, 153–154

Peacetime prosperity, 10–13
Peaks, 216–217
Pear, Robert, 438
Péguy, Charles, 421
Pennsylvania Railroad, 59
Per capita GDP, 390
Per capita real GDP, 200–203

calculating, 202
comparisons over time, 200–201, 203
national comparisons, 202–203
ten richest countries, 203
for U.S. in selected years, 202

Percentage changes, 195–199
in consumer price index, 230
in M1 money supply, 311

Perkins, Frances, 31
Permanent income hypothesis, 111–112
Permanent underclass, 397, 405
Perot, Ross, 294
Persian Gulf War of 1991, 12
Personal income tax, 122

as automatic stabilizer, 283–284
as direct tax, 153
federal, 155–156
progressive tax, 153
state level, 160
top marginal rates 1913–2008, 156

Personal Responsibility and Work 
Opportunity Reconciliation Act of 
1996, 437–438

Personal saving, 393
as automatic stabilizer, 284

Peter, Laurence J., 220, 348
Petty, William, 156, 159
Philco, 207
Philip Morris, 52
Philips, Matthew, 425n
Philips Van Huesen, 182
Phillips, A. W., 241
Pirated CDs and videos, 204
Pirated goods, 466
Pizzo, Stephen P., 322–323
Plant and equipment, 128

depreciation of, 132
and GDP, 193
investment in, 129

Plant closings, 228
Plato, 152
Plot Against America (Roth), 206
PNC Bank, 323
Pohl, Karl Otto, 229

sLa62468_ndx_512-536.indd Page Sec1:526  6/19/08  10:18:11 PM user-s207sLa62468_ndx_512-536.indd Page Sec1:526  6/19/08  10:18:11 PM user-s207 /Volumes/201/MHBR062/sLa9ndx%0/Volumes/201/MHBR062/sLa9ndx%0



 I n d e x  527

Poland, child poverty rate, 428
Police protection, 148
Policy dilemmas

in fi ghting infl ationary recessions, 
380–381

in fi ghting recession, 380
Politics of fi scal policy, 287–288
Pollution

air and water, 57
government regulations for

command-and-control, 58
incentive-based, 58

Polytechnic University of New York, 175
Poor, the

income distribution, 415–420
laziness theory, 431–432

Population
of China, 67–68
on farms, 16
growth of U.S. 1789–2006, 3
Malthusian theory, 407–408
in prison, 225, 228

Population Council, 409
Pork barrel spending, 68, 286
Port, Otis, 397
Portability of money, 307
Portugal, child poverty rate, 428
Positive balance of trade, 174
Poverty, 26

absolute concept of, 423
chance of falling into, 439–440

percentage by education, 439
percentage by race, 439

characteristics of the poor
location of, 425
long-term unemployed, 426
racial and ethnic, 425
working poor, 425–426

children in, 60, 426–428
conservative vs. liberal views, 

433–435
defi nition, 423–425
efforts to eliminate, 397
extent of, 165
and Hurricane Katrina, 426
of military personnel, 429
offi cial poverty line, 424
poorest countries, 407
rate by race and ethnicity, 426
rate in U.S. 1959–2006, 424–425
relative concept of, 423
solutions to

conservative proposals, 436
liberal proposals, 436
welfare reform, 437–438

standard of living, 424–425
and sweatshop labor, 182–183
theories of causes

black male joblessness, 432–433
employment discrimination, 432
heritage of slavery, 432
inadequate human capital, 433
laziness, 431–432
poverty breeds poverty, 433

transfer payment programs, 428–431
earned income tax credit, 430
food stamps, 430
in-kind benefi ts, 424
Medicare and Medicaid, 430
public assistance, 430–431
Social Security, 429–430
Temporary Assistance for Needy 

Families, 437
and welfare culture, 430–431

worldwide problem, 423, 424
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Precautionary motive, 312
Preferred stock, 125
President and Fed Board of Governors, 
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Price(s); see also Equilibrium price
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collapse in 1930s, 8
and consumer price index, 230–231, 

233–235
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and demand, 71
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of gasoline, 86–87
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percentage changes, 195–199
and profi ts, 376
and supply, 72
and supply and demand, 72–73
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defi nition, 79
economists’ view of, 87
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rent control, 81
shortages from, 80–81

Price controls, under Nixon, 52, 233, 240
Price-Costco, 233
Price fl exibility, 254

in classical economics, 367
downward, 261–262
in Keynesian economics, 369

Price fl oors
defi nition, 79
in farm policy, 79
minimum wage, 80
surpluses from, 79–80

Price level
and aggregate demand curve

foreign purchases effect, 257
interest rate effect, 257
real balance effect, 256

in crude quantity theory of 
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with defl ation, 231–232
effect on investment spending, 257
and fl oating exchange rates, 482
and imports/exports, 257
in Keynesian economics, 264–266
percentage changes in, 230–231
and quantity of real money, 256
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and short-run aggregate supply curve, 
258–261

in sophisticated quantity theory of 
money, 375–366

Price mechanism
and competition, 52–53
defi nition, 52
effects of supply/demand, 74–75
and invisible hand, 53
rationing function, 85–86

Price shock theory, 220
Price stability, 241
Price supports, as government failure, 60
Primary reserves, 334–335
Prime rate, 349
Prison population, 225, 228
Private costs, 56
Private goods, 59
Private property

communist view, 64
government protection of, 86

Private security, 59
Production, 50–51

consumption exceeding, 492
defi nition, 205
household vs. market, 203
human costs and benefi ts, 206–207
illegal, 203–204
included in GDP, 207
in Say’s law, 251–253
in underground economy, 204–205

Production possibilities curve
and capital spending, 394
and comparative advantage, 452–455
defi nition, 33
and economic growth, 37–39
and law of increasing costs, 34–35
in two-product economy, 32–37
during World War II, 38

Production possibilities frontier, 29, 31
Productive effi ciency, 37
Productivity
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annual percentage increase

1966–2005, 392
defi nition, 391
effect of globalization, 400

Productivity growth, factors affecting
educational system, 395–397
immigration restrictions, 397–399
labor force changes, 394–395
low rate of investment, 394
low savings rate, 392–393
permanent underclass, 397
role of technological change, 399–400
workweek and workyear, 395

Productivity rates, 242
Professional sports, minority players,

29–30
Profi t

expected rate of, 135
and wage rates/prices, 376

Profi t expectations, and recessions, 265
Profi t motive, 51
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low-wage argument, 448–458
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Psychic costs, 206–207
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Psychological theory of business cycles, 
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as government failure, 60
state/local spending on, 148–149
taxation for, 161

Public goods and services, 58–59
compared to private goods, 59
defi ning characteristics, 59
government provision of, 163
nonexcludable, 59
nonrivalrous, 59

Public housing projects, 428
Public transportation, 163
Public Works Administration, 286
Public works programs, 286
Puff Daddy, 204
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effect on investment spending, 257
government fl oor under, 164
in real balance effect, 256
and value of dollar, 237

q
Quantity theory of money, 363–364
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crude version, 365
Keynes’ objection to, 369
in monetarist school, 370
sophisticated version, 365–366
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Quintiles of income, 416, 417, 418
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defi nition, 459
economic effects, 459–461

r
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assumptions, 376–377
criticisms of, 377–378
on government role, 377
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opposition to government intervention, 

375–376
policy predictability, 377
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Rationing function of prices, 85–86
RCA, 207
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150, 159, 160, 241, 289, 372, 378, 
381, 438, 451

Reagan administration, 374
Real balance effect, 256
Real GDP, 195–200; see also Per capita 

real GDP
in aggregate expenditure model,

265–266
decline in post-World War II 

recessions, 217
defi nition, 197
during economic recovery, 217
equilibrium level, 258
fl uctuations 1860–2007, 218
in Keynesian critique, 262–263
and long-run aggregate supply curve, 

257–258
percentage changes 1970–2007, 391
in rational expectations theory, 376
in recession of 1981–82, 199
and recessions, 216
in U.S. 1995–2007, 200

Real interest rate and infl ation, 236
Real investment, 131
Real median household income, 419–420
Recession(s); see also Business cycle 

entries; Economic fl uctuations
in aggregate expenditure model, 265
automatic stabilizers for, 282–285
capital investment during, 129
in classical economics, 260–261,

366–368
compared to depressions, 218
conventional macropolicy for

money supply growth, 379–380
policy dilemmas, 380
run defi cits, 379

and cyclical unemployment, 227
decline in saving during, 284
to defeat infl ation, 240
effectiveness of Fed in fi ghting,

347–350
expectations of, 111
fi scal policy in, 278
and fi scal policy lags, 289
infl ationary, 380–381
in Japan in 1990s, 269
in Keynesian economics, 368–369

Keynesian policies for, 268–269
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220–221
milder and shorter, 218–219
monetary theory of, 219
negative inventory in, 128
onset of, 216–217
open-market operations to fi ght,
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proper monetary policy for, 352
in rational expectations theory, 376
since November 1982, 216
tax rate changes during, 286–287
unemployment as indicator of,

221–222
unemployment compensation in, 284
in U.S. 1937–38, 9
in U.S. 1980–82, 15, 199, 348
in U.S. in 1929, 7
in U.S. in 1973, 15
in U.S. in 2001, 138–139
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Recessionary gap, 276–277
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in fi scal policy, 289
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state and local, 160
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Relative concept of poverty, 423
Rent control, 81
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pork barrel spending, 286
and taxation, 278
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Required reserves, 333
Reserve ratio, 336, 337

defi nition, 345
Reserve requirement, 332–334

changes in, 345
uniform, 334

Residential construction, 130
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defi nition, 25
economic, 26–28
ownership of, 54
and production possibilities curve, 

32–37
and productive effi ciency, 37
underemployment of, 31

Retained earnings, 131
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Ricardo, David, 251–252, 306
Rich, the, 415–420
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Rogers, David, 436
Rogers, Will, 152
Roosevelt, Franklin D., 31, 145, 269, 368, 

369, 398, 433
Roosevelt administration, 286
Rosenberg, Tina, 181
Roth, Philip, 206
Royal Bank of Scotland, 317
Royal Dutch/Shell, 124
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total saving, 114

Saving function
in aggregate expenditure model, 265
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Second Bank of the United States, 329n
Secretary of the Treasury, 331
Securities and Exchange Commission, 9
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Slattery, Noah, 208
Slavery, 3

heritage of, 432
Slums, 222
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Social Security Administration, 309
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as direct tax, 153
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distributive system, 50–51
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health care spending, 400
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marginal tax rate, 157
tax receipts and GDP, 162
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Standard Oil Company, 27
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State government

balanced budget requirement, 161
fi scal dilemma, 160–161
Medicaid spending, 161
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revenue sources

personal income tax, 160
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Stiglitz, Joseph, 181
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Stock market
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crash of 2000–2001, 291
margin requirements, 346
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effect of defl ation, 232
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origin of, 353
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consequences of, 14
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and price mechanism, 53
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in Say’s law, 251–253
shifts in, 75–79
shortages and surpluses, 74–75
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Supply curve, 74
shifts in, 75–79
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budget surplus and GDP, 292
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foreign aid and GDP, 149
gasoline tax, 158
health care spending, 400
hours of work, 395
marginal tax rate, 157
per capita real GDP, 203
socialism in, 66
tax receipts and GDP, 162
unemployment compensation, 284
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current account in GDP, 478
per capita real GDP, 203
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Target Stores, 52, 458, 466
Tariff of Abominations, 450
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economic effects, 459–461
Smoot-Hawley Tariff, 450
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Taxation
average tax rate, 151, 152
basis of socialism, 65
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deductions and exemptions, 155–156
direct taxes, 153
double taxation, 122n
earned income tax credit, 430, 431
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excise taxes, 157–159
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gasoline taxes, 464
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in Great Depression, 275
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national comparisons, 162
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and recessionary gap, 276
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Tax increase
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as automatic stabilizer, 286–287
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cuts from 1981 to 2003, 159
fl at tax, 153
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black male joblessness, 432–433
cyclical, 227–228
discouraged workers, 222, 426
frictional, 226–227
future prospects, 39–40
as indicator of recession, 221–222
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extended benefi t period, 285–286
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* Numbers may not add up because of rounding.
** From 1929–1937, 1942, 1954, and 1959 net exports was less than � $0.5 billion.
*** Preliminary data
Source: www.bea.gov

       Real GDP             Percentage Change from Previous Year
       in billions
     Government Net of chained  Consumer Unemployment

Year GDP* Consumption Investment Purchases Exports** 2000 dollars Real GDP Price Index Rate

 1970 1039 649 152 234 4 3772 0.2 5.6 4.9
 1971 1127 702 178 247 1 3899 3.4 3.3 5.9
 1972 1238 771 208 264 �3 4105 5.3 3.4 5.6
 1973 1383 852 244 282 4 4342 5.8 8.7 4.9
 1974 1500 933 249 318 �1 4320 �0.5 12.3 5.6
 1975 1638 1034 230 358 16 4311 �0.2 6.9 8.5
 1976 1825 1152 292 383 �2 4541 5.3 4.9 7.7
 1977 2031 1279 361 414 �23 4751 4.6 6.7 7.1
 1978 2295 1429 438 454 �25 5015 5.6 9.0 6.1
 1979 2563 1592 493 501 �23 5173 3.2 13.3 5.8

 1980 2790 1757 479 566 �13 5162 �0.2 12.5 7.1
 1981 3128 1941 572 628 �13 5292 2.5 8.9 7.6
 1982 3255 2077 517 681 �20 5189 �1.9 3.8 9.7
 1983 3537 2291 564 734 �52 5424 4.5 3.8 9.6
 1984 3933 2503 736 797 �103 5814 7.2 3.9 7.5
 1985 4220 2720 736 879 �115 6054 4.1 3.8 7.2
 1986 4463 2900 747 949 �133 6264 3.5 1.1 7.0
 1987 4740 3100 785 1000 �145 6475 3.4 4.4 6.2
 1988 5104 3354 822 1039 �110 6743 4.1 4.6 5.5
 1989 5484 3599 875 1099 �88 6981 3.5 4.6 5.3

 1990 5803 3840 861 1180 �78 7113 1.9 6.1 5.6
 1991 5996 3986 803 1234 �28 7101 �0.2 3.1 6.8
 1992 6338 4235 865 1271 �33 7337 3.3 2.9 7.5
 1993 6657 4478 953 1291 �65 7533 2.7 2.7 6.9
 1994 7072 4743 1097 1326 �94 7836 4.0 2.7 6.1
 1995 7398 4976 1144 1369 �91 8032 2.5 2.5 5.6
 1996 7817 5257 1240 1416 �96 8329 3.7 3.3 5.4
 1997 8304 5547 1390 1469 �102 8704 4.5 1.7 4.9
 1998 8747 5880 1509 1518 �160 9067 4.2 1.6 4.5
 1999 9268 6283 1626 1621 �261 9470 4.5 2.7 4.2

 2000 9817 6739 1736 1722 �380 9817 3.7 3.4 4.0
 2001 10128 7055 1614 1826 �367 9891 0.8 1.6 4.7
 2002 10470 7351 1582 1961 �424 10,049 1.6 2.4 5.8
 2003 10,961 7,704 1664 2093 �499 10,301 2.5 1.9 6.0
 2004 11,686 8,196 1889 2217 �615 10,676 3.6 3.3 5.5
 2005 12,434 8,708 2077 2363 �715 11,003 3.1 3.4 5.1
 2006 13,195 9,225 2209 2523 �762 11,319 2.9 2.5 4.6
 2007*** 13,841 9,734 2125 2690 �708 11,567 2.2 4.1 4.6
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AVERAGE HOURLY EARNINGS, PRIVATE EMPLOYEES, 1964–2007

   Current  1982  
 Year Dollars Dollars

 1964 $2.53 $7.86
 1965 2.63 8.04
 1966 2.73 8.13
 1967 2.85 8.21
 1968 3.02 8.37
 1969 3.22 8.45

 1970 3.40 8.46
 1971 3.63 8.64
 1972 3.90 8.99
 1973 4.14 8.98
 1974 4.43 8.65
 1975 4.73 8.48
 1976 5.06 8.58
 1977 5.44 8.66
 1978 5.87 8.67
 1979 6.33 8.40

 1980 6.84 7.99
 1981 7.43 7.88
 1982 7.86 7.86
 1983 8.19 7.95
 1984 8.48 7.95
 1985 8.73 7.91
 1986 8.92 7.96
 1987 9.13 7.86
 1988 9.43 7.81
 1989 9.80 7.75

   Current  1982  
 Year Dollars Dollars

 1990 10.19 7.66
 1991 10.50 7.58
 1992 10.75 7.55
 1993 11.03 7.52
 1994 11.32 7.53
 1995 11.64 7.53
 1996 12.03 7.57
 1997 12.49 7.68
 1998 13.01 7.89
 1999 13.49 8.01

 2000 14.02 8.04
 2001 14.54 8.12
 2002 14.97 8.25
 2003 15.37 8.28
 2004 15.69 8.24
 2005 16.13 8.18
 2006 16.76 8.24
 2007 17.42 8.32

LABOR FORCE PARTICIPATION1 

RATE, SELECTED YEARS, 

1950–2007

 Year Males Females

 1950 85.3 33.3
 1955 84.5 35.4
 1960 83.3 37.7
 1965 80.7 39.3
 1970 79.7 43.3
 1975 77.9 46.3
 1980 77.4 51.5
 1985 76.3 54.5
 1990 76.4 57.5
 1995 75.0 58.9
 2000 74.8 59.9
 2005 73.3 59.3
 2007 73.2 59.3

1Civilian labor force as percent of civilian 
noninstitutional population.

UNEMPLOYMENT RATE,

SELECTED YEARS, 1975–2007

 Year White Black Hispanic

 1950 — — —
 1955 — — —
 1960 — — —
 1965 — — —
 1970 — — —
 1975 7.8 14.8 12.2
 1980 6.3 14.3 10.1
 1985 6.2 15.1 10.5
 1990 4.8 11.4 8.2
 1995 4.9 10.4 9.3
 2000 3.5 7.6 5.7
 2005 4.4 10.0 6.0
 2007 4.1 8.3 5.6
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