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Preface
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developed (both in the text and in the cross-chapter case studies) on
the important topics of the 2008-2009 financial crisis, health care,
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learning course entitled Economics U$A: 21°-Century Edition. The
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PROLOGUE

eorge Bernard Shaw, the great playwright, once said, “The only time

my education was interrupted was when I was in school.” Fortunately,
economics, if properly presented, can contribute mightily to your education—
and you can learn it without leaving school. To help you understand the
pervasive importance of economics, we begin by looking at a sample of the
major problems economists deal with. Each of these problems can have a big
effect on your life. More generally, economic and market forces will deter-
mine what types of jobs will be open to you, what kinds of choices you can
make about where and how you live, what you do with your leisure time, and
what you own.

Financial Crises

Most Americans are painfully aware that in 2008-2009, the United States
suffered through a major financial crisis and economic downturn, the likes
of which had not been seen since the Great Depression of the 1930s. The
unemployment rate rose from 4.4 percent in March 2007 to 10.1 percent
in October 2009. House prices in some cities (for example, Las Vegas and
Phoenix) dropped by 50 to 60 percent. Roughly $17 trillion in household
wealth was wiped out, including retirement and college savings. Families
found it very difficult to qualify for home mortgages, car loans, and student
loans.

Our first example of an economic problem is this: What causes finan-
cial crises, and what can be done to prevent them? Unfortunately, financial
crises are nothing new. In the words of the late economic historian Charles
Kindleberger, they are a “hardy perennial,” occurring on a regular basis
over the past several hundred years. In each case, there is a fairly predict-
able sequence of events. Optimism about future increases in the prices of
certain assets (such as real estate and stocks) encourages a large number
of people to invest in those assets. Prices go up and more people invest.
Many people borrow the funds to make these investments. Eventually,
prices get so high that they are no longer justified by market “fundamentals”

5
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FIGURE 1
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(supply, demand, people’s incomes, and so on). At some point, market senti-
ment turns, and people worry that prices are no longer going to rise but are
likely to fall. They start to sell. Panic sets in and the vast majority of inves-
tors try to unload their assets. For those who borrowed the money to invest,
the depressed value of the assets is often less than the value of the loan. For
some investors, this can mean bankruptcy.

The U.S. housing bubble of the 2000s was a classic case in point. A lot of
families were caught up in the euphoria, expecting that house prices would rise
forever. Many people who had never owned a home before became homeowners.
Banks and other financial institutions relaxed their lending standards so that
individuals who previously were denied mortgages were able to qualify. House
prices rose so much that the value of the average American home relative to the
average American income was at historic highs—and ultimately unsustainable
(see Figure 1).

When the U.S. housing bubble finally burst, millions of new homeowners
were “under water”; the value of their homes was less than the value of their
mortgages. Many of these homeowners walked away from their homes, leaving
hundreds of thousands of homes standing empty.

Why did this happen? There is plenty of blame to go around. Some fault
the Federal Reserve for keeping interest rates “too low for too long.” Others
point the finger at the U.S. Congress for passing legislation that made it
easier for Americans to own homes. Yet others accuse the banks for irre-
sponsible lending practices. Unfortunately, part of the problem is human
nature. It is very easy for even ordinary people to get caught up in a bubble
mentality.

Economics has a lot to say about what kinds of policies can minimize
the risk of financial crises and what kinds of policies can limit the economic
damage from financial crises. It is important to point out, though, that on these
important topics there is disagreement among economists.
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Inflation

Unemployment and Inflation 7

Unemployment and Inflation

There can be large fluctuations in economic activity and also in unemployment.
In periods when output has fallen, thousands, even millions, of people have
been thrown out of work. In the Great Depression of the 1930s, for example,
nearly 25 percent of the labor force was unemployed (see Figure 2).

Our second example of an economic problem is this: What determines the
extent of unemployment in the U.S. economy, and what can be done to reduce it?
This problem is complicated by a related phenomenon: The level of prices may
rise when we reduce the level of unemployment. In other words, inflation may
occur. Therefore, the problem is not only to curb unemployment but to do it
without producing an inflation so ruinous to the nation’s economic health that
the cure proves more dangerous than the ailment. Consequently, another ques-
tion we must ask is this: What determines the rate of inflation, and how can it
be kept under control? As Figure 3 shows, we have experienced considerable
inflation since 1930; the dollar has lost over 90 percent of its purchasing power
during the past 85 years. Moreover, in the 1970s and early 1980s, our econ-
omy was bedeviled by “stagflation”™—a combination of high unemployment and
high inflation. While inflation does not seem to be the most pressing economic
issue in the second decade of the twenty-first century, it remains a problem in
many parts of the world and could, depending on the circumstances, become
an economic challenge in the future.
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FIGURE 2

Unemployment Rates, United States, 1930-2012

The unemployment rate has varied substantially from year to year. In the Great Depression, it reached a
high of over 24 percent. In 2000, it hit a low of 3.8 percent.
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Changes in Price Level, United States, 1930-2012
The price level has increased steadily since the 1930s and is now almost ten times higher than it was

in 1950.

During the past six decades, economists have learned a great deal about the
factors that determine the extent of unemployment and inflation. As a respon-
sible citizen, you need to understand what has been learned. But you also need
to be aware of the differences of opinion among leading economists on this
score. To understand many of the political issues of the day and vote intelli-
gently, you need to be equipped with this knowledge. And to understand the
fallacies in many apparently simple remedies for the complex problems in this
area, you need to know some economics.

Labor Productivity and Rising
Standard of Living

Believe it or not, the history of the U.S. economy is for the most part a story of
growth, not business cycles. Our output—the amount of goods and services we
produce annually—has grown rapidly over the years, giving us a standard of
living that could not have been imagined a century ago. For example, the output
per person in the United States was about $48,000 in 2011; in 1900, it was
much, much smaller—about one-tenth as big, after adjusting for inflation. The
rise in our standard of living is closely correlated with how productive we are.



Labor
productivity
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Labor productivity is defined as the amount of output that can be obtained
per hour of labor. All countries are interested in increasing labor productivity,
since it is intimately related to a country’s standard of living. Many factors,
including new technologies like the Internet and biotechnology, influence
the rate of increase of labor productivity. Historically, labor productivity has
increased relatively rapidly in the United States.

However, beginning in the late 1960s, U.S. labor productivity rose at a
slower pace. At first, it was unclear whether this slowdown was only temporary,
but during the 1970s, the situation got worse, not better. Between 1977 and
1980, labor productivity in the United States actually declined. (In other words,
less was produced per hour of labor in 1980 than in 1977!) During the 1980s
and early 1990s, productivity growth picked up but was still slower than it was
in the 1960s.

In the 1970s, 1980s, and early 1990s, many observers worried about the
poor productivity performance of the United States relative to other indus-
trialized countries, especially Japan and Germany. There was much talk of a
“competitiveness problem” in the United States. However, by the late 1990s,
productivity growth was strong again, thanks, in part, to large investments in
information technologies earlier in the decade and the explosive growth of the
Internet. During the 2000s, productivity growth remained strong and contin-
ued to do so through the Great Recession.

Our third example of an economic problem is this: What determines the
rate of increase of labor productivity? Why did productivity growth slow down
in the 1970s and 1980s? Why did it accelerate in the 1990s? What can be done
to sustain high growth rates of productivity? Economics provides a consider-
able amount of information on this score. Not only does economics tell us a
good deal about the broad factors influencing national productivity levels; it
also provides rules and principles that are useful in increasing the productivity
and efficiency of individual firms and government agencies.

Challenges Facing
Emerging Market Economies

In 1900, per capita income in the United States was about 10 times greater
than that of the poorest country, after adjusting for differences in purchasing
power. By 2011, that gap had widened so that the typical American earned
over 100 times as much as the typical Ethiopian. Nevertheless, some emerg-
ing market economies, notably those in East Asia, made significant strides
in closing the gap. In 2011, Singapore and Hong Kong’s per capita income
levels were, respectively, 88 and 77 percent of the U.S. level. Other emerging
markets, such as Chile and Mexico, have also succeeded in closing the gap in
the past 30 years.





