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PREFACE

Macroeconomics emerged as a major branch of economics during the world depres-
sion of the 1930s. The severe economic problems of the time lent importance to the
subject matter of macroeconomics—the behavior of the economy as a whole. A book
by John Maynard Keynes, The General Theory of Employment, Interest, and Money, devel-
oped a framework in which to systematically consider the behavior of aggregate eco-
nomic variables such as employment and output. During the two decades following
World War II, Keynes's followers elaborated and extended his theories. From the first
there were skeptics, perhaps most notably Milton Friedman, but Keynesian econom-
ics became the orthodox mode of thinking about macroeconomic questions.

The years since the late 1960s, however, have witnessed major challenges to
Keynesian economics. In the 1970s there was increased interest in monetarism, the
body of theory Milton Friedman and others had developed beginning in the 1940s. A
new school of macroeconomic theory, the new classical economics also came on the
scene during the 1970s. In the 1980s, Keynesian policy prescriptions came under
attack from a group called the supply-side economists. The 1980s also witnessed the
development of two new lines of macroeconomic research: the real business cycle
theory and the new Keynesian economics.

Many of the post-1970 developments in macroeconomics have been the result of
dissatisfaction with the Keynesian theory and the policy prescriptions that follow
from it. In addition to controversy, however, the past three decades have seen what
all would agree is progress in our theories of the macroeconomy. There have been
significant improvements in the handling of expectations, in our understanding of
labor market institutions, in accounting for the macroeconomic implications of vari-
ous market structures, in the modeling of open economies, and in accounting for the
ultimate sources of economic growth.

In this book I have tried to explain macroeconomics, inclusive of recent develop-
ments, in a coherent way but without glossing over the fundamental disagreements
among macroeconomists on issues of both theory and policy. The major modern
macroeconomic theories are presented and compared. Important areas of agreement
as well as differences are discussed. An attempt is made to demonstrate that the con-
troversies among macroeconomists center on well-defined issues that are based on
theoretical differences in the underlying models.

FEATURES

Distinguishing features of the approach taken here include the following:

® An up-to-date summary of the Keynesian position, including research that has
come to be called the new Keynesian economics.
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A detailed analysis of the challenges to the Keynesian position by the mone-
tarists, new classical economists, and real business cycle theorists.

* An extensive treatment of monetary policy that considers both optimal tactics
(the instrument problem) and possible optimal strategies (e.g., inflation targets).
For both monetary and fiscal policy questions, policy issues are closely related to
the theories we consider.

* An analysis of the post-1970 slowdown in U.S. output growth, capital formation,
and growth in labor productivity. Within this context of intermediate-run growth
the views of the supply-side economists and their critics are examined. Also
within this context of the determinants of rates of intermediate-run economic
growth, we consider whether there are signs that the productivity slowdown of
the 1970s has been reversed. Is there a “new economy” developing for the new
century?

* A consideration of the determinants of long-run economic growth. Both the neo-
classical growth model and recent models of endogenous growth are discussed.

* Consideration of foreign exchange rate determination and the International
Monetary System. Monetary and fiscal policy effects in the open economy are
analyzed within the framework of the Mundell-Fleming model.

ORGANIZATION

xvili Preface

Part I (Chapters 1-2) discusses the subject matter of macroeconomics, recent behav-
ior of the U.S. economy, and questions of measurement. Part Il (Chapters 3-9) begins
our comparison of major macroeconomic models. We start with the classical system
and then go on to the Keynesian model. Part IIl considers challenges to the
Keynesian system and rebuttals to these challenges. Chapter 10 examines mone-
tarism and the issues in the monetarist Keynesian controversy. Chapter 11 examines
the monetarist view of the unemployment inflation trade-off and the natural rate the-
ory, as well as the Keynesian view of the same topics. Chapter 12 presents the new
classical theory with its central concepts of rational expectations and market clearing.
In Chapter 13 two recent directions in macroeconomic research are examined. One,
very strongly rooted in the classical tradition, is the real business cycle theory. The
second, the new Keynesian economics, is, as its name suggests, firmly in the
Keynesian tradition. Chapter 13 summarizes and compares the different models con-
sidered in Parts IT and I

Part IV considers open-economy macroeconomics. Chapter 15 focuses on
exchange rate determination and the international monetary system. Chapter 16
utilizes the Mundell-Fleming model to examine the effects of monetary and fiscal
policy in the open economy.

Part V deals with macroeconomic policy. Chapters 17 and 18 focus on monetary
policy. Chapter 19 considers fiscal stabilization policy. Chapter 20 discusses policies
to promote economic growth, many of which are also fiscal in nature.

In Part VI we go into the microeconomic foundations of some relationships
employed in the models in previous chapters. Chapter 21 is a detailed analysis of
consumption and investment demand. Chapter 22 considers the demand for money
and other financial assets.



NEw IN THE EIGHTH EDITION

There has been one major change in organization. Material on long-run equilib-
rium growth has been expanded and put as a separate chapter following the
chapters on the classical economics (Chapter 5). Discussion of intermediate-run
economic growth and the supply-side economics that was part of the previous
chapter on growth is now a separate chapter (Chapter 20) in the section on eco-
nomic policy. This change will make it easier to consider one timeframe without
the other and to emphasize theoretical or policy issues.

Many new perspectives have been added covering a large range of topics,
including: labor productivity in the recent “jobless recovery,” Taylor rules for
monetary policy, Robert Lucas on real business cycles, the sustainability of U.S.
current account deficits, and the national income accounts for England and
Wales in 1688.

Chapters on economic policy have been thoroughly updated to cover subjects
such as: the Bush administration tax cuts, the recent crisis in state and local
government finance, and the return of large structural federal budget deficits.

In terms of pedagogy, I have continued the attempt made in the previous revi-
sion to simplify where possible. This was done by pruning some examples and
elaborations, especially in the core chapters. None of the changes are major ones,
but hopefully taken together they will make the book more student friendly.
Also, a number of new questions and problems have been added.

ANCILLARIES

Instructor’s Manual with Test Bank: This resource manual provides the instructor
with detailed chapter summaries, answers to end-of-chapter questions, and a
complete test bank. For each chapter, there are 50 to 70 multiple-choice questions
as well as 10 to 15 problems and essay questions. The Instructor’s Manual is avail-
able for download at http://www.prenhall.com/froyen. Further resources for
both students and instructors may also be found on the companion website.
Study Guide: Each chapter contains a detailed overview with a tips section on equa-
tions and graphs called Techniques in Depth. The Study Guide also provides a self-
test with 30 multiple-choice questions and 10 problems and essay questions.
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