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= *  These macroeconomic data series show some of the trends in GDP and its components, the
J ; price level, and other variables that provide information about changes in the standard of
_— living and the cost of living—the central questions of macroeconomics. You will find these
data in a spreadsheet that you can download from your Foundations Web site.
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Great news!

MyEconLab can help you improve your grades!

/\7 ith your purchase of a new copy of this
textbook, you received a Student Access

Kit for MyEconLab for Bade/Parkin.
Your Student Access Kit
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DON’T THROW IT AWAY!

If you did not purchase a new textbook -

or cannot locate the Student Access Kit

and would like to access the resources in
MyEconlLab for Bade/Parkin, you may
purchase a subscription online with a

major credit card at www.myeconlab.com/bade.

What is MyEconLab and how will it help you? MyEconLab is
an extensive online learning environment with a variety
of tools to help raise your test scores and increase your
understanding of economics. MyEconLab includes the
following resources

s Foundations eText: Your textbook in an online
interactive format, with animated graphS and audio
narrations

Foundations eStudy Guide: The Study Guide
online, integrated with the eText

Foundations Interactive: An online tutorial that
allows you to manipulate variables, draw graphs,
review concepts, and self-test

Diagnostic Quizzes: Four levels of quizzes with
instant grading and feedback

Office Hours: A link that allows you to ask the
textbook authors economics-related questions

MathXL for Economics: A basic math skills tutorial
with help on creating and interpreting graphs,
solving applied problems using graphs, calculating
ratios and percentages, and calculating average,
median and mode

Many other text-specific Web resources!

- To activate your prepaid subscription:

1. Locate the MyEconLab Student Access Kit that came
bundled with your textbook.

2. Ask your instructor for your MyEconLab course D>

3. Go to www.myeconlab.com/bade. Follow the
instructions on the screen and use the access code
in your MyEconLab Student Access Kit to register
as a new user.

* If your instructor does not provide you with a Course ID,
you can still access most of the online resources listed above.
Go.to www.myeconlab.com/bade to register.
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he challenge and thrill of
learning a new subject is like
the task of the explorers who first

charted America’s lakes and rivers.

When we set out, we are unsure of
the direction to take. Along the way, we often feel
lost. But as we progress forward, we see ever more
clearly the path we're taking, even the parts where
we felt lost, and we see how our path fits into a big-
ger and broader picture.

Students, like explorers, benefit enormously from
the experience of those who have traveled before
them and from the maps that these earlier explorers
have made. They also benefit from retracing their
path. And they gain perspective by pausing and
looking back at where they’ve been.

Our aims in Foundations of Macroeconomics are to
travel with you on a journey of discovery, to support
you every step of the way so that you are never disori-
ented or lost, and to help you understand and appreci-
ate the economic landscape that surrounds you.

The cover of this text symbolizes our aims. The
lake is the terrain of economics that we're going to
cover, understand, and appreciate. The rising sun
and Foundations icon are our light sources—the clear-
est and most sharply focused explanations and illus-
trations of economic principles and ideas. The icon
also emphasizes the idea of building blocks that fit
one on top of another but that stand on a firm foun-
dation. Each block is a small and easily handled
object that can be understood on its own and then

more keenly appreciated as part of a larger picture.



To Erin, Tessa, Jack,
and Abby
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RObl n Bade was an undergraduate at the University of
Queensland, Australia, where she earned degrees in mathematics and econom-
ics. After a spell teaching high school math and physics, she enrolled in the
Ph.D. program at the Australian National University, from which she graduated
in 1970. She has held faculty appointments at the University of Edinburgh in
Scotland, at Bond University in Australia, and at the Universities of Manitoba,
Toronto, and Western Ontario in Canada. Her research on international capital
flows appears in the International Economic Review and the Economic Record.

Robin first taught the principles of economics course in 1970 and has taught
it (alongside intermediate macroeconomics and international trade and finance)
most years since then. She developed many of the ideas found in this text while
conducting tutorials with her students at the University of Western Ontario.

M iC haE| Pal"ki N studied economics in England and began his

university teaching career immediately after graduating with a B.A. from the
University of Leicester. He learned the subject on the job at the University of
Essex, England’s most exciting new university of the 1960s, and at the age of 30
became one of the youngest full professors. He is a past president of the
Canadian Economics Association and has served on the editorial boards of the
American Economic Review and the Journal of Monetary Economics. His research on
macroeconomics, monetary economics, and international economics has resulted
in more than 160 publications in journals and edited volumes, including the
American Economic Review, the Journal of Political Economy, the Review of Economic
Studies, the Journal of Monetary Economics, and the Journal of Money, Credit, and
Banking. He is author of the best-selling textbook, Economics (Addison-Wesley),
now entering its Sixth Edition.

Robin and Michael are a wife-and-husband duo. Their most notable joint
research created the Bade-Parkin Index of central bank independence and
spawned a vast amount of research on that topic. They don’t claim credit for the
independence of the new European Central Bank, but its constitution and the
movement toward greater independence of central banks around the world were
aided by their pioneering work. Their joint textbooks include Macroeconomics
(Prentice-Hall), Modern Macroeconomics (Pearson Education Canada), and
Economics: Canada in the Global Environment, the Canadian adaptation of Parkin,
Economics (Addison-Wesley). They are dedicated to the challenge of explaining
economics ever more clearly to an ever-growing body of students.

Music, the theater, art, walking on the beach, and four fast-growing grand-
children provide their relaxation and fun.



Pretace

We began the preface to our first edition of Foundations of
Macroeconomics by attempting to answer a question that
we thought would be on many people’s minds: Why?
With Michael’s book, Economics, Sixth Edition, an estab-
lished, best-selling text, why on earth would we write a
new book?

In retrospect, as we publish the Second Edition of

Foundations of Macroeconomics, we find ourselves wonder-
ing more and more why we didn’t write Foundations sooner. The response from
the economics community has been tremendous. Clearly, many of you agree with
our view that

* Most introductory economics textbooks try to do too much;

e Students too frequently get lost in a sea of detail; and

e Economics is a subject that can be learned only by doing it.

We have encountered this view from our own students, and we have heard it
echoed by literally hundreds of colleagues across the United States and through-
out the world. But creating a teaching and learning system that takes this view
seriously is no easy task. Foundations of Macroeconomics is the result of our best

effort to do so and to help students and teachers meet the challenges we all face.

LOWERING THE BARRIERS TO ENTRY
e

Most economics professors want to teach a serious, analytical course that
explains the core principles of our subject and helps students apply these princi-
ples in their lives and jobs. We are not content to teach “dumbed-down” eco-
nomics. But most students drown rather than learn to swim when thrown into
the deep end of the pool. In this book and its accompanying learning tools, we
make painstaking efforts to lower the barriers to learning and to reach out to the
beginning student.
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PREFACE

We focus on core concepts. We steer a steady path between an overload of
detail that swamps the students and a minimalist approach that leaves the stu-
dent dangling with too much unsaid. We explain tough concepts with the sim-
plest, most straightforward language possible, and we reinforce them with clear,
fully explained graphs. And we offer students a rich array of active learning
tools that provide alternative ways of accessing and mastering the material.

B Focus on Core Concepts

Each chapter of Foundations concentrates on a manageable number of main
ideas (most commonly three or four) and reinforces each idea several times
throughout the chapter. This patient, confidence-building approach guides stu-
dents through unfamiliar terrain and helps them to focus their efforts on the
most important tools and concepts of our discipline.

B Diagrams That Tell the Whole Story

We developed the style of our diagrams with extensive feedback from faculty
focus group participants and student reviewers. All figures make consistent use
of color to show the direction of shifts and contain detailed, numbered captions
designed to direct students” attention step by step through the action. Because
beginning students of economics are often apprehensive about working with
graphs, we have made a special effort to present material in as many as three
ways—with graphs, words, and tables—in the same figure. And in an innova-
tion that seems necessary but is to our knowledge unmatched, nearly all of the
information supporting a figure appears on the same page as the figure itself.
No more flipping pages back and forth!

B Many Learning Tools for Many Learning Styles

Our text and its integrated print and electronic learning package recognize that
students have a variety of learning styles. Some learn easily by reading the text-
book; others benefit from audio and visual reinforcement. All students can profit
from an active learning approach. Your students’ textbooks come with access to a
suite of innovative learning tools, including tutorial software, an eText featuring
animated graphs with audio voiceovers, interactive quizzes, and more.

PRACTICE MAKES PERFECT

Everyone agrees that the only way to learn economics is to do it! Reading and
remembering doesn’t work. Active involvement, working problems, repeated
self-testing: These are the ingredients to success in this subject. We have struc-
tured this text and its accompanying electronic and print tools to encourage
learning by doing. The central device that accomplishes this goal is a tightly
knit learning system based on our innovative Checklist-Checkpoints structure.

B Checklists

Each chapter opens with a Chapter Checklist—a list of (usually) three or four
tasks the student will be able to perform after completing the chapter. Each



PREFACE

Checklist item corresponds to a section of the chapter that engages the student
with a conversational writing style, well-chosen examples, and carefully
designed illustrations.

B Checkpoints

A full-page Checkpoint—containing a Practice Problem with Solution and a par-
allel Exercise—immediately follows each chapter section. The Checkpoints serve
as stopping points and encourage students to review the concept and to practice
using it before moving on to new ideas. Diagrams and tables bring added clar-
ity to the Checkpoint problems and solutions.

Each Checkpoint also contains a page reference to the corresponding mate-
rial in the Study Guide as well as a reference to the corresponding section of our
online learning environment. We describe these learning tools more fully below.

B Chapter Checkpoints

At the end of each chapter, a Chapter Checkpoint summarizes what the student
has just learned with a set of key points and a list of key terms. It also contains a
further set of questions divided into three groups: Exercises, Critical Thinking,
and Web Exercises.

B Conveying the Excitement

Students learn best when they can see the point of what they are studying. We
show the point in a series of Eye On... features. Current and recent events
appear in Eye on the U.S. Economy boxes. We place our present experience in
global and historical perspectives with Eye on the Global Economy and Eye on the
Past boxes. All of our Eye On... boxes connect theory with reality.

WHAT’S NEW IN THE SECOND EDITION

Much has happened in the world since the first edition of Foundations of
Macroeconomics was written. The Bush administration took office and spurred
Congress to pass a large and controversial tax cut package. For the first time in
a decade, the U.S. economy slipped into recession in early 2001; many
Americans saw their personal wealth decline as the stock market fell. The tragic
events of September 11, 2001, left an indelible mark on our memories and
brought far-reaching consequences for our economy.

Foundations of Macroeconomics, Second Edition, seeks to make sense of these
and other major events of the early 2000s. Examples and data have been thor-
oughly updated to provide students with a compelling and current text that
reflects the world that they live in.

In addition, we have made a number of improvements in coverage, organi-
zation, and structure, the most important of which we explain here.

B Hardcover Economics Edition

By popular demand, Foundations is now offered as a single, hardcover volume,
Foundations of Economics. We retain, however, our much-liked innovation of distinct

xxiii
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PREFACE

front ends for the micro and macro splits: The first four chapters of micro introduce
the big ideas of microeconomics, and the first four chapters of macro introduce the
big ideas of macroeconomics. The hardcover economics edition is a synthesis of
the two.

B One-Semester Split

We were told by many that Foundations, with its focus on core concepts, would
be well-suited to a one-semester principles course that covers both micro and
macro. A one-semester split, Essential Foundations of Economics, will be available
in summer 2003.

B Extensive Updating

Every chapter has been revised to ensure that the data used are the latest avail-
able. In most cases, our data run through 2002 and in some cases reflect events
at the beginning of 2003.

B More prominent placement of AS-AD

We provide an initial overview of the AS-AD model at the beginning of Chapter
8—our first macro theory chapter—to serve as the over-arching model for
understanding macroeconomic performance in both the long term and the short
term. The model is developed in detail and used to explain the business cycle in
Chapter 14 and then used extensively to discuss stabilization policy issues in
Chapters 16-18. Chapter 8 continues to provide a clear explanation of the forces
that determine potential GDP and the natural unemployment rate.

B Simplified Coverage of Money and Inflation

Chapter 13, “Money, Interest, and Inflation,” has been carefully revised to sim-
plify and strengthen our explanation of the relationship between money growth
and inflation in the long run and the distinction between short-run equilibrium
and long-run equilibrium in the money market.

B The Business Cycle and Current State of the U.S. Economy

We have switched the order of our chapters on the Keynesian cross model and
multiplier (now Chapter 15) and the AS-AD model and the business cycle (now
Chapter 14). The AS-AD business cycle chapter includes a new “Eye on the U.S.
Economy” that describes the anatomy of the 2001 recession and slow recovery of
2002 and also looks at the factors to which the NBER paid special attention in
dating the onset of the 2001 recession.

B Thorough Yet Self-Contained and Optional Coverage of
Keynesian Cross

Our coverage of the Keynesian cross is now located entirely within Chapter 15.
We offer a thorough treatment of this topic for those who wish to teach it. But
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the material is optional. It gives the student a look behind the AD curve, an
explanation of the multiplier, and a discussion of the role of business inventories
in the adjustment process that follows a change in autonomous expenditure at a
business cycle turning point. The chapter also explains the relationship between
the AD curve and the AE curve.

B Expanded Explanation of Supply Side Effects of Fiscal Policy

Chapter 16, which explains the effects of monetary policy and fiscal policy, con-
tains an expanded explanation of the supply side effects of fiscal policy. This
chapter also includes a discussion of the Bush 2003 tax cut proposals and an
account of the 2001-2002 interest rate cuts.

B New Coverage of the Stabilization Policy Debate

Chapter 18, which reviews the debate on how best to use monetary policy and fis-
cal policy, contains a new discussion of the idea that price level targeting might
result in greater stability of real GDP and so provide a “free lunch.” It also explains
the Taylor rule and the McCallum rule for monetary policy and compares the oper-
ation of each of these rules with the Fed’s actual policy during the 1990s and 2000s.

B Expanded End-of-Chapter Exercises

Because of the Checklist-Checkpoint organization of our text, we devote much
more space to review and problem solving than other texts. Nonetheless, in
this new edition we have expanded our end-of-chapter exercises to three full
pages. Two pages offer a series of analytical exercises that parallel those in the
Checkpoints, and one page provides a rich array of Critical Thinking and Web
Exercises.

B Expanded Web Resources

The Foundations Web site now delivers the e-Text—the entire textbook—in PDF
format with hyperlinks to all the other components of our Web resources. We
have prepared a Flash animation accompanied by an audio explanation of every
figure in the textbook. We have created a set of new diagnostic quizzes for every
Checkpoint with feedback that includes hyperlinks to the e-Text and other Web-
based review materials. And we have provided a comprehensive set of Web
exercises with external links for every chapter.

B Course Management with MyEconLab

Every student who buys a new textbook receives a prepaid subscription to
MyEconLab. New to the Second Edition of Foundations, MyEconLab delivers all
of the resources available on the Foundations Web site in a comprehensive
online course. Instructors who use MyEconLab gain access to powerful course
management tools, and their students gain access to additional learning
resources that we describe below.

XXV
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PREFACE

ORGANIZATION
s

Our text focuses on core topics with maximum flexibility. We cover all the stan-
dard topics of the principles of macroeconomics curriculum. And we do so in the
order that is increasingly finding favor in the principles course. We believe that a
powerful case can be made for teaching the subject in the order in which we pres-
ent it here. The organizing device is the idea that at full employment, the real
economy is influenced by only real variables and the price level is proportional to
the quantity of money. This idea has been incredibly productive in advancing our
understanding of both the full employment economy and the business cycle. By
having a firm understanding of the forces that determine potential GDP, the stu-
dent better appreciates the more complex interactions of real and monetary fac-
tors that bring economic fluctuations. Further, the student sees that the long-term
trends in our economy play a larger role in determining our standard of living
and cost of living than do the fluctuations around those trends.

Deciding the order in which to teach the components of macroeconomics
involves a balancing act that trades off the cumulative nature of the material
against the desire to cover topics that are in the news early in the course. There
is little disagreement that the place to begin is with production possibilities and
demand and supply, followed by the definitions and measurement of the key
macroeconomic variables. We provide a carefully paced and thoroughly modern
treatment of these topics.

The course then divides naturally into three parts. The first explains the real
economy at full employment (potential GDP, investment, saving, the real interest
rate, and economic growth, including policies for achieving faster growth). The
second explains the money economy (determining the interest rate in the short
run and price level and inflation rate in the long run). The third explains eco-
nomic fluctuations (interactions between the real and monetary sectors and sta-
bilization policy issues).

Extensive reviewing suggests that most teachers agree with our view on
how to organize the course. But we recognize that there is a range of opinion
about sequencing, and we have structured our text so that it works equally well
if other sequences are preferred. Some teachers want to follow the measurement
material with the aggregate expenditure (fixed price level) model and aggregate
demand and aggregate supply. Money and economic fluctuations come next.
And the influences on potential GDP and economic growth either come last or
are omitted. Our text supports this sequence. After Chapter 7, it is possible to
jump to either Chapter 14 (AS-AD and the Business Cycle) or Chapter 15
(Aggregate Expenditure). The money chapters (11, 12, and 13) can be covered
next followed by stabilization policy (Chapters 16, 17, and 18).

The flexibility chart on p. xxxvi provides detailed information that enables you
to rearrange the chapters in a variety of ways. And the alternative course chart on
p. xxxvii offers some suggestions of other possible paths through the book.

A RICH ARRAY OF SUPPORT MATERIALS FORTHE STUDENT
I e

Foundations of Macroeconomics is accompanied by the most comprehensive set of
learning tools ever assembled. All the components of our package are organized
by Checkpoint topic so that the student may move easily between the textbook,
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the Study Guide, eText, interactive tutorial, and online diagnostic quizzes, while
mastering a single core concept.

The variety of tools that we provide enables students to select the path
through the material that best suits their individual learning styles. The package
is technology-enabled, not technology-dependent. Active learners will make
extensive use of the Foundations Interactive tutorial and the animated graphics of
eText, our online version of the textbook. Reflective learners may follow a print-
only path if they prefer.

B Study Guide

Neil Garston (California State University—Los Angeles), Tom Larson (California
State University—Los Angeles), and Mark Rush (University of Florida) have pre-
pared a Study Guide that is available in both print and electronic formats. The
Study Guide provides an expanded Chapter Checklist that enables the student
to break the learning tasks down into smaller, bite-sized pieces; self-test materi-
als; expanded explanations of the solutions to the practice problems in the text;
and additional practice problems. To ensure consistency across the entire pack-
age, the authors who wrote the questions for the Test Banks also wrote the self-
test questions for the Study Guide.

B Foundations Interactive

A Java and JavaScript tutorial software program that runs in a Web browser,
Foundations Interactive contains electronic interactive versions of most of the text-
book figures. The student manipulates the figures by changing the conditions
that lie behind them and observes how the economy responds to events.
Quizzes that use five question types (fill-in-the-blank, true-or-false, multiple-
choice, complete-the-graph, and numeric) can be worked with, or optionally
without, detailed feedback. Foundations Interactive is available through the
Foundations Web site and within the MyEconLab course.

B Foundations Web Site

The Foundations Web site is a powerful and tightly integrated online learning
environment. For students, the site includes

¢ eText—the entire textbook in PDF format with hyperlinks to all the other
components of the Web site and with animated figures accompanied by
audio explanations prepared by us

e eStudy Guide—the entire Study Guide online

e Foundations Interactive—tutorials, quizzes, and graph tools that make
curves shift and graphs come to life with a click of the mouse

e Diagnostic quizzes for every Checkpoint with feedback that includes
hyperlinks to the e-text, e-Study Guide, and Foundations Interactive

* Economics in the News updated daily during the school year

* Online “Office Hours”—ask a question via e-mail, and one of us will
respond within 24 hours!

* Economic links—links to sites that keep students up to date with what’s
going on in the economy and that enable them to work end-of-chapter
Web Exercises
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