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Chapter 3: How the Overall Economy Works

▪ The first two chapters discussed how individuals make 
decisions and interact with each other.

▪ These decisions and interactions collectively form a 
nation's economy.

▪ The following principles will describe how the overall 
economy operates.

HOW THE OVERALL ECONOMY WORKS
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Chapter 3: How the Overall Economy Works

▪ Principle 8: A country's standard of living depends on its 
ability to produce goods and services.

▪ Principle 9: Prices rise when the government prints too 
much money.

▪ Principle 10: Society faces a short-run trade-off between 
inflation and unemployment.

A COUNTRY'S STANDARD OF LIVING DEPENDS ON ITS ABILITY TO PRODUCE GOODS AND SERVICES
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Principle 8: A country's standard of living depends on its ability to 
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in an average sense
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Principle 8: A country's standard of living depends on its ability to 
produce goods and services.

An increase in productivity means more output per unit of time. For example, a worker who originally produced 5 
units per hour can now produce 10 units due to technological advancements. As the total revenue of the enterprise 
grows, the company is willing to allocate a portion of this increase toward raising wages, achieving a win-win 

outcome.
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Industrial revolution and employment

There have been four industrial revolutions since the Industrial Revolution: the first (at the end of the 18th century) 
was represented by the steam engine and achieved mechanization; the second (at the end of the 19th century) was 
centered on electricity and the internal combustion engine and initiated large-scale production; the third (in the 

second half of the 20th century) relied on computers and automation technology to achieve automation and 
informatization; currently, we are in the midst of the fourth industrial revolution, whose core is to achieve 
intelligence and the deep integration of the physical and digital worlds through technologies such as data, the 
Internet of Things, and artificial intelligence.
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Industrial revolution and employment

When technological progress boosts the productivity of a certain industry, it no longer requires as many workers as 
before to meet social demands. The surplus laborers and corresponding capital thus freed up form a new, freely 
disposable "resource pool" for society. At this point, these resources will naturally flow to areas that can generate 

higher wages and profits.
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A COUNTRY'S STANDARD OF LIVING DEPENDS ON ITS ABILITY TO PRODUCE GOODS AND SERVICES



21

What is labor productivity
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▪ Large differences in income and living standards among 
countries around the world are generally due to differences 
in labor productivity.
▪ Labor productivity refers to the ratio of the quantity of labor input to the 

goods and services it can produce.

▪ In short, the higher a country's labor productivity, the better the standard of 
living for its residents.

▪ Labor productivity is the primary determinant of living 
standards.
▪ In comparison, factors such as union activities, minimum wage systems, 

and international competition are secondary.

▪ Therefore, to understand the impact of government policies 
on living standards, one must first grasp how these policies 
affect productivity.



23

Chapter 3: How the Overall Economy Works

▪ Principle 8: A country's standard of living depends on its 
ability to produce goods and services.

▪ Principle 9: Prices rise when the government prints too 
much money.

▪ Principle 10: Society faces a short-run trade-off between 
inflation and unemployment.

PRICES RISE WHEN THE GOVERNMENT PRINTS TOO MUCH MONEY



24

Principle 9: Prices rise when the government prints too much money
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Bitcoin
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Bitcoin
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Bitcoin
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Bitcoin
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▪ Inflation refers to a general and sustained increase in 

prices across the economy.

▪ Deflation refers to a general and steady decline in prices.

▪ Hyperinflation describes rapid and uncontrollable price 

increases.

▪ It is crucial for governments to maintain low and stable 

price growth, as high inflation affects the entire economy 

and imposes significant costs at all levels of society.

PRICES RISE WHEN THE GOVERNMENT PRINTS TOO MUCH MONEY
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▪ A sustained and rapid rise in the price level is caused by 

an increase in the money supply.

▪ When the government prints more money, the value of 

currency declines, which means the real value of the 

money people hold decreases.

▪ This was the case in Germany in the early 1920s and in 

the United States during the 1970s. Both governments 

resorted to printing money to cover massive budget 

deficits, leading to a significant expansion of the money 

supply.

PRICES RISE WHEN THE GOVERNMENT PRINTS TOO MUCH MONEY
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Chapter 3: How the Overall Economy Works

▪ Principle 8: A country's standard of living depends on its 
ability to produce goods and services.

▪ Principle 9: Prices rise when the government prints too 
much money.

▪ Principle 10: Society faces a short-run trade-off between 
inflation and unemployment.
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Money illusion
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Money illusion

Society faces a short-run trade-off between inflation and unemployment

Real interest rate ≈ Nominal interest rate - Inflation rate
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Money illusion

Workers demand wage increases, but under moderate inflation, a wage raise effectively amounts to no real gain—
yet workers feel satisfied.

Society faces a short-run trade-off between inflation and unemployment
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The Philips curve

When the unemployment rate is low, the labor market becomes tight, workers' bargaining power increases, and 
wages rise rapidly.

Society faces a short-run trade-off between inflation and unemployment
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The Philips curve

Economists soon replaced the wage growth rate with the more generalized inflation rate, because wages constitute a 
major portion of business costs, and wage increases are passed on to rising product prices (as businesses seek to 
maintain their profit margins).

随着经济复苏，失业率会
随总需求的上升而下降

Society faces a short-run trade-off between inflation and unemployment



57

The Philips curve

This relationship presents policymakers (such as governments and central banks) with a seemingly straightforward 
"menu of choices":
Option A: Implement expansionary policies (e.g., increasing government spending, lowering interest rates) to stimulate 

the economy and reduce unemployment, but at the cost of higher inflation.
Option B: Implement tightening policies (e.g., cutting spending, raising interest rates) to curb inflation, but at the cost of 
rising unemployment.
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▪ Most economists agree that, based on the following logic, 

society faces a short-term trade-off between inflation and 

unemployment:

▪ An increase in the money supply leads to a rise in aggregate expenditure, 
which in turn drives up the demand for goods and services.

▪ The increase in demand prompts businesses to raise the prices of goods 
and services, while also hiring more workers to meet the expansion in 

production.

▪ As more people are employed, the unemployment rate declines.

▪ Policymakers leverage this short-term trade-off through 

various policy tools. By controlling government spending, 

taxation, and the money supply, they can adjust the 

unemployment and inflation rates in the short term.



1. After World War I, Germany printed 132.0 billion marks in 

banknotes to compensate for the damages inflicted on its 

citizens during the war. This led to currency devaluation 

and soaring prices. When price increases are caused by 

the government increasing the money supply, it is often 

referred to as an "inflation tax." So, who ends up paying 

this "inflation tax," and why?

Quick Quiz

59



2. Suppose people deposit more money in banks, which 

then lend these funds to businesses that use the capital to 

build new factories. Please describe how increased 

savings lead to improved labor productivity. Who benefits 

from this productivity gain? Does this process essentially 

create a "free lunch"?

Quick Quiz

60



3. Explain the differences between your standard of living 

today and that of your grandparents and parents when they 

were young. How did these differences arise?

Quick Quiz
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4. Why is labor productivity important?

Quick Quiz
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5. What is inflation? What causes inflation?

Quick Quiz
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6. Describe the short-run relationship between inflation and 

unemployment.

Quick Quiz
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7. A  country experiences persistently high inflation 

because:

a. The central bank supplies too much money

b. Unions demand significant wage increases

c. The government sets tax rates too high

d. Large corporations exploit their market monopoly 

position to set excessively high prices

Quick Quiz

65
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