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Every time we teach macroeconomics, the business and political climate
changes from what it was in last year’s class and from the last textbook edition.
Current debates include whether higher oil prices will rekindle inflation and
derail the economic recovery, why and whether the post-2001 economic recov-
ery in the U.S. has been “jobless,” how and whether to reform Social Security,
and how economic growth in China and India are changing the global eco-
nomic landscape.

This book stems from the belief that all macroeconomic questions relate to
a core set of basic macro puzzles, and that those puzzles have solutions. This
text guides students to the most direct solution of each puzzle and implements
that approach by introducing a few basic models. These models are then ap-
plied immediately in Case Study sections and International Perspective boxes.

I'have found it most effective to begin the course with business cycles and in-
flation because my students relate to what is happening today, and what will
happen in the near future. Later in the course, we turn to a unified discussion of
growth theory, the failure of many poor nations to achieve economic growth, and
take a closer look at policy and the sources of economic instability.

Economics has become increasingly empirical, and it is critical that stu-
dents learn to interpret data and use it to evaluate macroeconomic questions.
This text uses two strategies to reinforce the connection between theory and
data. First, the text includes a unique set of data that provide capsule illustra-
tions of how recent research explains, or challenges, the macro puzzles. The
data set goes far beyond what is available on government data Web sites, was
developed exclusively for this text, and is available online for use in your
course. Second, I am delighted to point out that, for the first time, the text ap-
pears in full color. Color is used strategically to reinforce macroeconomic the-
ory by linking theoretical models to the corresponding real-world data.

Guiding Principles of the Text

This text has been guided by five organizing principles since its inception, and
the tenth edition develops them further.

1. Macro questions have answers. The use of traditional macro models can
be enormously fruitful in developing answers to macro puzzles. Unlike
other texts, this book introduces the natural level of output and natural
rate of unemployment in the first few pages of Chapter 1. Students learn
from the beginning that the output and unemployment gaps move in
opposite directions, and that to understand why output is so low is the
same as understanding why unemployment is so high. Similarly, the fully
developed dynamic inflation model of Chapter 8 shows that we have an
answer to the puzzle of why inflation was so high in the 1970s and so low
in the 1990s.
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When an economic model fails, this is not swept under the rug, but
rather is used to highlight what the model misses, as in the lively treatment
in Chapter 10 of “Puzzles That Solow’s [Growth] Theory Cannot Explain”
(see pp. 334-39). The Solow failure opens the way to a unique treatment of
the debate between the new institutional economics, and the exponents of
a tropical geography explanation of the failure of poor countries to con-
verge to the income level of rich countries (pp. 354-69). This is a departure
from other intermediate macro texts, which barely mention the theory’s
failures or the modern research that takes us beyond these failures.

. Up-front treatment of business cycles and inflation. Students come to the

macro classroom caring most about today’s issues, starting with how they
and their family members can avoid unemployment. Responding to this ba-
sic curiosity of students, a core principle of this book is that students should
be taught about business cycles first, instead of beginning the text with the
dry abstractions of classical economics and growth theory. This allows us to
begin with topical issues that interest students, such as the jobless 2002-04
recovery, the aggressive monetary and fiscal expansion to combat the jobless
recovery, the continuing slump in Japan, and high unemployment in Europe.

Accordingly, this text introduces the IS-LM model immediately after
the first two introductory chapters, with a goal in each edition of having
the IS and LM curves cross by p. 100 (it happens on p. 104 of this edition).
An integrated treatment covers monetary and fiscal policy stabilization,
fiscal and foreign deficits and national saving, and the interplay between
the balance of payments and exchange rates. The AS-AD model then al-
lows an in-depth treatment of the Great Depression, and a dynamic ver-
sion of the AS-AD model directly implies the Phillips Curve and the
sources of high and low inflation. By the end of Chapter 9, students have
learned the core theory of business cycles and inflation, and the text then
turns to basic growth theory, the puzzles that Solow’s theory cannot ex-
plain, and the big issues of economic growth and the non-convergence of
SO many poor countries.

. Integration of models. The challenge many instructors face is that most in-

termediate macro texts overload the simple models, offering a new model
every chapter or two without telling students how the models connect and
work together. This book adopts the core distinction between short-run
macro devoted to explaining business cycles and their prevention, and
long-run macro dedicated to explaining economic growth and the long-run
consequences of debt and deficits.

This text is unique in its focused, cohesive presentation of the macro
concepts. The aggregate demand curve is explicitly derived from the IS-
LM model (pp. 198-203), and then the short-run Phillips Curve is explic-
itly derived from the short-run aggregate supply curve (pp. 235-37). In
discussing the biggest question of economic growth—why so many na-
tions are still so poor—the text provides an integration of the production
function in the Solow growth theory with the added elements of human
capital, political capital (i.e., legal systems and property rights), geogra-
phy, and infrastructure (pp. 362-68).

. Simple graphs can convey important research results. The graphs in this

book go beyond those in the typical macro textbook in several dimensions,
including the use of original data, the double-stacking of graphs plotting
related concepts (see pp. 233 and 252), the extensive use of shading be-



tween lines to convey concepts like a positive and negative output gap,
and the integrated use of color. A unique feature of this text is its use of
graphs on the natural level of real GDP and the natural rate of unemploy-
ment to illustrate the key concepts like the output and unemployment gaps
(pp- 5-14), the Okun’s Law relation linking the gaps (pp. 263-66), the struc-
-tural budget deficit (pp. 134-38), the role of supply shocks and demand
shocks in causing the diametrically opposite behavior of inflation in the
1970s and 1990s (pp. 257-63), and why the natural rate of unemployment
declined in the 1990s (pp. 309-10).

Research results and data transformations are also used to illustrate
changes in monetary policy lags and efficacy over time (pp. 457-60), appar-
ent changes in the Fed’s weights applied to inflation and output in the con-
text of the Taylor Rule (pp. 467-70), the contradiction between the official
measure of the U.S. saving rate and the vast increase in the wealth of U.S.
households (pp. 506-12), and the role of computer price changes in ampli-
fying the high-tech boom and bust of the late 1990s (pp. 533-38).

5. The economy is open from the start. Students come to their macroeco-
nomics classroom concerned about the open economy. They carry iPods
made in China, and they worry about whether their future jobs will be
out-sourced to India and whether a further stump in the dollar will make
future trips to Europe unaffordable. This text avoids the false distinction
between the closed and open economy. As early as pp. 34-35, the linkage
between saving, investment, government budget, and foreign lending or
borrowing is emphasized by the label “magic equation” to dramatize the
importance of a basic accounting identity. In the IS-LM model of aggre-
gate demand, net exports can be a source of instability (pp. 72-73). Fiscal
deficits can be financed by foreign borrowing, but international crowding
out and growing international indebtedness reduce the future standard
of living (pp. 138-45).

The emphasis on international macro is reinforced by International
Perspective boxes which explore policy paralysis in Japan in the past
decade, the motivation for massive dollar accumulation by Asian central
banks, why the Great Depression was more severe in the U.S. than in
Europe, how the euro eliminates monetary policy autonomy and con-
strains fiscal policy for individual European nations, and numerous other
topical international comparisons.

A Tour of the Highlights

Introduction and Measurement

There are three strong points of the introductory Chapter 1. First is the unifying
kick-off with the three major concepts of macro, followed by the early introduc-
tion of the concept of natural real GDP and the natural rate of unemployment
linked to data on the past century. Finally, the section “Macroeconomics at the
Extremes” illustrates the Great Depression, the German hyperinflation, and the
growth explosion of Korea compared to the Philippines. Chapter 2 on measure-
ment includes several flow diagrams with consistent use of color, a Case Study
on the jobless recovery, and a useful topic box (p. 44) that shows how to calcu-
late the annual growth rate of anything over any period, ranging from one day
to five centuries.

Preface:To the instructor 3
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The IS-LM Model and the Open Economy

Chapters 3 and 4 introduce the Keynesian expenditure model and the IS-LM
model. The usefulness of the IS-LM model is motivated by a box on policy
paralysis in the long slump in Japan (pp. 118-19). Chapters 5 and 6 discuss fis-
cal debt and deficits, national saving, and the links between international
deficits, national saving, and the exchange rate. A centerpiece of Chapter 6 is
the unifying idea of the “trilemma.”

Inflation and Unemployment

The next section covers flexible prices and the determinants of inflation.
Chapter 7 derives the AD curve from the IS-LM model and motivates the short-
run and long-run AS curves. The AD-AS model is then applied to controversies
surrounding the Great Depression, including a new box on why the U.S. suf-
fered a much deeper slump than Europe or Japan. Chapter 8 begins with an ex-
plicit derivation of the short-run Phillips Curve (SP) from the AD-AS model,
and then builds a dynamic inflation model to illustrate the effects of demand
and supply shocks, supported by case studies and examples. A core strength of
the text since its inception has been the explicit SP-DG model of inflation,
which is capable of explaining all the ups and downs of postwar inflation. This
is presented using graphs in the body of Chapter 8 and as an explicit algebraic
model in the Appendix to Chapter 8. The costs of inflation and unemployment
in Chapter 9 conclude this section.

The Long Run

Chapter 10 on growth theory goes beyond traditional expositions by emphasiz-
ing the “puzzles that Solow’s theory cannot explain,” leading the way in
Chapter 11 to explore more modern explanations of the failure of many poor
nations to converge to the living standards of rich nations. This chapter also in-
cludes unique material on the U.S. productivity slowdown of 1973-95, the sub-
sequent revival and “explosion” of productivity growth in 1995-2005, and the
failure of Europe to grow in the past decade. The section on long-run issues
concludes with a treatment of the public debt, theories of fiscal policy, and the
debate about Social Security.

Stability and Instability in an Open Economy

Stabilization policy is the focus of Chapters 13 and 14, including basic material
on money supply and theories of money demand, and an updated discussion
of monetary policy discretion, rules, and the recent debate about inflation tar-
geting vs. Taylor Rules that target both inflation and the output gap. The
sources of IS-curve instability are then examined in Chapter 15 on consump-
tion and Chapter 16 on investment. A novel feature of the consumption chapter
is its focus on the contrast between the low U.S. saving rate and rising house-
hold wealth, and the investment chapter examines the role of instability in
high-tech investment as a cause of the boom of the 1990s and slump after 2000.

Debates at the Macro Frontier

The book concludes with a two-chapter part on where we stand today.
Chapter 17 on doctrinal disputes begins with the Friedman-Phelps-Lucas
model of “fooling” or incorrect expectations and the real business cycle



model. These are criticized and contrasted with various new Keynesian mod-
els based on menu costs, efficiency wages, and other ideas. Chapter 18 ex-
plores “the effect of events on ideas,” tracing the economy’s evolution since
1923 and the effects of major events like the Great Depression, postwar infla-
tion, and the twin peaks of inflation and unemployment on the rise and fall of
alternative theories. The book concludes with a summary of what we know
and the remaining puzzles.

New to the Tenth Edition

The Tenth Edition is the most substantive revision in years and reflects today’s
macroeconomic debates and controversies. It features organizational improve-

ments, the latest data, myriad new case studies and boxes, and an innovative
full-color design.

Organizational and Substantive Changes

The chapters are in the same order as in previous editions, but there have been
considerable changes within chapters. My goal has been to provide a more co-
hesive discussion of models so that students understand how the concepts re-
late to one another, and to motivate the discussion by providing more exam-
ples in the chapter introductions.

The most important organizational change is to move the derivation of the
IS curve forward, from Chapter 4 to Chapter 3, so that its common elements
with the Keynesian cross model can be emphasized. Chapter 4 begins with a
new section explaining how the Fed controls the money supply (pp. 97-98) and
develops the IS-LM model and its policy implications, including the strong and
weak effects that were previously in Chapter 5. (The previous Appendix to
Chapter 5 has been moved to Chapter 4.) Chapter 5 includes a new treatment
of the theoretical links between the fiscal and foreign deficits, showing the ef-
fects of an increased fiscal deficit on domestic investment, domestic saving,
and foreign borrowing in a small and large open economy on an investment-
saving diagram.

Chapter 8 continues to develop a graphical model of the inflation-output
tradeoff (amplified in algebraic form in the Appendix to Chapter 8). This is
supplemented with a new concluding section showing how the inflation-out-
put tradeoff directly implies the unemployment-inflation tradeoff, through the
intermediate relation of Okun’s Law (the data graph on Okun’s Law is moved
from Chapter 2 to Chapter 8, p. 265). The first half of Chapter 9 on the effects of
inflation has been reorganized and rewritten for clarity, and the discussion of
the causes of the decline in the natural rate of unemployment has been moved
from Chapter 8 to Chapter 9 (pp. 309-10).

Greater emphasis is placed on connecting concepts across chapters. For in-
stance, when discussing the standard Keynesian assumption of fixed prices,
students see a connection between the IS-LM model when the assumption is
adopted (Chapter 3, pp. 57-60) and the model when the fixed price assumption
is abandoned in favor of flexible prices (Chapter 7, pp. 197-98).

Finally, chapters have been substantially updated to reflect the latest debates
and issues, such as Social Security reform (pp. 404-09) and the ongoing debate
between adherents of inflation targeting and Taylor-type Rules (Chapter 14).

Preface:To the Instructor
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New Case Studies, Boxes, and Applications

The following four elements reinforce the connection between theory and real-
world applications.

¢ Data graphs are updated to provide vivid illustrations of the basic con-
cepts, such as the volatility of real GDP growth (p. 58) and the relation
between inflation and the output ratio (p. 233).

® Case Studies apply the theory immediately after it is introduced, for
instance the definition that national saving must equal the sum of domes-
tic and foreign investment (pp. 145-46).

* International Perspective boxes compare economic performance in the
United States with selected foreign nations, including policy paralysis in
Japan (pp. 118-19), and why the Great Depression was worst in the United
States (pp. 224-25).

* Topic boxes provide illustrations that are not explicitly international, such
as a new topic box on monetary policy in 2001-04 (p. 106), and the empiri-
cal performance of Tobin’s 4 model (pp. 530-31).

New examples appear frequently throughout the book, a few of which
include:

¢ Pages 263-68. This new section applies Okun’s Law to show that the cor-
relations between inflation and the output ratio derived earlier in the
chapter work in the same way but in opposite directions for inflation and
unemployment. The twin peaks of inflation and unemployment in
1974-81 and the valley of inflation and unemployment in 1997-99 are
illustrated and explained.

* Pages 357-58. The failure of many poor nations to converge is illustrated
on a new graph and in a new table updated from 1960-90 to 1960-2000,
based on the latest Penn World Tables.

¢ Pages 467-70. A new Case Study asks whether the Fed’s monetary policy
during 1980-2005 resembled that predicted by a Taylor Rule. The surpris-
ing result is that the Fed’s behavior implies a sharp change in the late
1980s from a high weight on avoiding inflation to a high weight on stabi-
lizing output.

Pedagogy
New: The Use of Full Color

This is the first intermediate text to integrate color in a way that links theory to
data in a meaningful way. This book has always been unique in its use of
double-framed data graphs to show related concepts like inflation and the out-
put ratio, or inflation and oil prices. Now, graphs throughout the book use
shading in consistent colors to connect macro concepts and discussions.

This can be seen as early as the first chart on p. 6, where real GDP is red,
as is any component of expenditure including consumption and investment.
Accordingly, red denotes the IS curve and periods when actual output is
above natural output (or actual unemployment is below natural unemploy-
ment). Blue is used to show the unemployment rate, as well as periods of de-
pressed economic activity. Later, the initial IS curve (p. 84) uses red shading




for the area showing an excess demand for commodities and blue shading for
an excess supply.

The use of color strengthens conceptual ties throughout the book. The sup-
ply curve of money, the LM curve, and plots of short-term interest rates are al-
ways shown in green. Government expenditures are red and revenues are green,
a government surplus is shown by green shading and a deficit by red shading.
The government debt and long-term interest rates appear in purple. Data on in-
flation and the AD curve are plotted in orange. The SAS and SP curves are plot-
ted in blue. Long-run “natural” concepts like natural real GDP, the natural rate of
unemployment, the LAS curve, and the LP curve are all plotted in black.

Color is also used consistently for country-specific data. The U.S. is always
red, the UK. (or EU) is blue, Canada is grey, Japan is orange, Germany is black,
France is purple, and Italy is green.

Continuing Pedagogical Features

The Tenth Edition retains the main pedagogical features of the previous edi-
tions that aid student understanding.

® Key terms are introduced in bold type, defined in the margin, and listed at
the end of each chapter.

o Self-Test questions appear at intervals within each chapter, so that students
can immediately determine whether they understand what they have read.

* Learning about Diagrams boxes. Each of these boxes covers on a single page
every aspect of the key schedules—IS, LM, AS, AD, and SP—and dis-
cusses why they slope as they do, what makes them rotate and shift, and
what is true on and off the curves.

e End-of-Chapter elements include a summary, a list of key terms, a revised set
of questions and problems, and answers to the self-test questions.

¢ The Glossary at the end of the book lists definitions to every key term, with
a cross-reference to the sections where they are first introduced.

® Data Appendixes provide annual data for the U.S. back to 1875, quarterly
data back to 1947, and annual data since 1960 for other leading nations.
New to this edition, this data can now be downloaded from the book’s
Companion Web site for use in your course. Appendix C lists data sources
and Web sites that offer the latest data on key macroeconomic variables.

e Data diagrams have been replotted electronically to ensure accuracy, to
incorporate the 2004 revisions in the National Income and Product
Accounts, and to include annual and quarterly data to the end of 2004 and
in some cases to March 2005.

Supplements

With each edition, the supplements get more robust with the aim of helping
you to prepare your lectures and your students to master the material.

o Instructor’s Manual Online. Jan Ondrich (Syracuse University) revised the
manual for this edition, providing chapter outlines, chapter overviews, a
discussion of how the Tenth Edition differs from the Ninth Edition,
answers to the end-of-chapter questions and problems, and additional
questions that instructors may wish to use for homework assignments,

Preface:To the Instructor 7
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secure Addison-Wesley Web site (www.aw-bc.com, keyword = Gordon).

PowerPoint Files and Transparency Masters. PowerPoint files contain the figures
in the text. Instructors can use these to create PowerPoint lectures, or they
can print out the slides for use as transparency masters. The PowerPoint files
are available on the Instructor’s Resource Disk or on the secure, Addison-
Wesley Web site (www.aw-bc.com/econ, keyword = Gordon).

Study Guide. Prepared by Andrew Foshee (McNeese State University), this
manual breaks each chapter into a series of key questions, with each ques-
tion covering a specified topic. Students test their understanding by
answering short-answer, numerical, and short essay questions, and prob-
lems that ask students to draw graphs and use current data.

Companion Web site. The open-access Web site offers two new important
resources. First, instructors and students can now download the robust
data set that was created explicitly for this text, including the historical
data and natural level of output. Second, students can now find online
quizzes to practice the major concepts in every chapter. These questions
were written by the author of the Study Guide, Andrew Foshee. In addi-
tion, the Web site offers an online glossary review and links to related sites
for macroeconomic data and research. (www.aw-bc.com/Gordon)
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Above all, I am grateful to Jan Ondrich of Syracuse University for his
many contributions to the Tenth Edition, the most obvious of which was as
the author of the Instructor’'s Manual. But Jan’s contribution goes far beyond
that. He reviewed the manuscript for accuracy and consistency and suggested
many changes. He also suggested improvements in many of the end-of-
chapter questions and problems.

An expanded set of questions and problems was provided by David Ring
of SUNY at Oneonta. In addition, the book contains a great deal of data, some
of it originally created for this book, both in the text and Data Appendix. Jared
Rector created all the data, tables, and graphs, as well as the Data Appendix.
Ian Dew-Becker helped by developing some of the original data, including the
natural rate of unemployment and the productivity growth trend.

Many thanks go to the staff at Addison-Wesley. I am extremely grateful to
Denise Clinton for suggesting and then implementing the conversion of the book
to four colors. Roxanne Hoch radiated enthusiasm at every stage and motivated
me to live up to her high expectations. Amy Fleischer handled the initial stage of
having the previous edition reviewed and then of nagging me for manuscript as
I fell behind schedule. The final stages of handling proof and other pre-publica-
tion details were managed efficiently, with new heights of tact and courtesy in
nagging the author to overcome his endless delays, by Nancy Fenton of
Addison-Wesley and Ingrid Mount of Elm Street Publishing Services.

Finally, thanks go to my wife Julie for putting up with the overwhelming
litter of manuscript and proofs that often spilled out of my home office onto
kitchen counters and the kitchen table. As always, her unfailing encourage-
ment and welcome diversions made the book possible.

Robert |. Gordon
Evanston, IL
May 2005
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