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Economic Report of the President
National Income or Expenditure
Gross Domestic Product, 1959-2002
(billions of dollars, except as noted)
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318.1 148.5 78.5 46.5 28.4 3.9
332.2 152.9 78.9 49.4 29.8 3.2
342.7 156.6 78.2 48.8 29.1 3.0
363.8 162.8 88.1 53.1 32.3 6.1
383.1 168.2 93.8 56.0 34.8 5.6
411.7 178.7 102.1 63.0 39.2 4.8
444.3 191.6 118.2 74.8 46.5 9.2
481.8 208.8 131.3 85.4 54.0 13.6
508.7 2174 128.6 86.4 54.9 9.9
558.7 235.7 141.2 93.4 599 9.1
605.5 253.2 156.4 104.7 67.0 9.2
648.9 272.0 152.4 109.0 68.7 2.0
702.4 285.5 178.2 114.1 71.5 8.3
770.7 308.0 207.6 128.8 81.7 9:1
852.5 343.1 244.5 153.3 98.3 15.9
. 9324 384.5 249.4 169.5 108.2 14.0
' 1,030.3 420.7 230.2 173.7 112.4 -6.3
- 1,149.8 458.3 292.0 192.4 126.4 173
4 12784 497.2 361.3 228.7 1541 22.3
| 1,430.4 550.2 436.0 278.6 187.2 25.8
. 1,596.3 624.4 490.6 331.6 216.7 18.0
i 1,762.9 696.1 477.9 360.9 227.0 —6.3
| 1,944.2 758.9 . 570.8 418.4 253.8 29.8
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8 2,805.2 . 9585 747.2 522.5 346.8 6.6
5 3,105.3 | 1,015.3 781.5 526.7 354.7 27.1
3,356.6 . 1,082.9 821.1 568.4 386.8 18.5
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1Gross domestic product (GDP) less exports of goods and services plus imports of goods and services.
2GDP plus net income receipts from rest of the world.
Source: Department of Commerce, Bureau of Economic Analysis.
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Gross Domestic Product, 1959-2002 (continued)
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Net

Exports Exports Imports

20.6
253
26.0
27.4
29.4
33.6
35.4
38.9
41.4
45.3
49.3

57.0
59.3
66.2
91.8
124.3
136.3
148.9
158.8
186.1
228.7

278.9
302.8
282.6
277.0
303.1
303.0
320.3
365.6
446.9
509.0

557.2
601.6
636.8
658.0
7251
818.6
874.2
966.4
964.9
989.3
1,101.1
1,034.1
1,017.6

Total

1125
113.8
121.5
132.2
138.5
1451
153.7
174.3
195.3

212.8

224.6

2371
251.0
2701
287.9
322.4
361.1
384.5
4153
455.6
503.5

569.7
631.4
684.4
735.9
800.8
878.3
942.3
997.9
1,036.9
1,100.2

1,181.4

1,235.5
1,270.5

1,293.0 |

1,327.9
1,372.0
1,421.9

14879 538

1,538.5

1,641.0 5

1,751.0
1,858.0
1,973.1

m.n g ]‘

Final Gross
Nation- Sales of Domes-
al Non- State Domes- tic

De- de- and tic Pur-
Total fense fense  Local Product chases!
56.0 451 509.1
55.2 47.9 525.0
58.1 52.0 542.3
62.8 55.3 584.1
62.7 59.9 615.4
61.8 65.3 658.9
62.4 71.6 716.2
73.8 79.9 787.4
85.8 88.6 832.6
92.2 98.8 912.7
92.6 108.5 986.5
90.9 120.7 1,038.5
89.0 133.5 1,131.6
93.5 144 4 1,248.4
93.9 160.1 1,384.9
99.7 184.2 1,504.2
107.9 209.0 1,621.6
113.2 223.9 1,826.2
122.6 239.3 2,055.1
132.0 263.8 2,322.0
146.7 291.8 2,590.4
169.6 324.4 2,810.5
197.8 349.6 3,146.3
228.3 371.6 3,279.8
252.5 391.5 3,586.6
283.5 424.4 4,034.7
3124 464.9 4,327.2
332.2 503.6 4,584.7
351.2 537.5 4,884.7
355.9 574.3 5,214.6
363.2 617.7 5,569.8
374.9 673.0 5,874.7
384.5 708.1 6,006.9
378.5 736.0 6,346.8
364.9 765.7 6,702.8
355.1 806.8 7,141.4
350.6 850.5 7,484.8
357.0 890.4 7,902.1
352.6 949.7 8,407.7
349.1 999.3 8,933.3
364.3 1,076.0 9,5624.2
374.9 1,161.8 10,190.1
399.9 1,229.9 10,431.0

4475 1,279.0

Gross

Gross Domes-

National tic
Prod-
uct?

Prod-
uct

3.9
3.5
7.5
55
7.4
8.4
9.6
5.7
9.3
8.1

5.5
8.6
9.9
11.7
8.3
8.9
11.5
1.4
13.0
11.8

Domes-
tic
Pur-
_ chases!




Dedicated to the memory of Frank Knight and
Thorstein Veblen, both of whose economics have significantly

influenced the contents of this book.
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“Imagine . . . a textbook that students enjoy!” That com-
ment, from Glen Waddell, who teaches at Purdue, was
e-mailed to me as I was struggling to write the preface to
the fourth edition. That comment still captures what I be-
lieve to be the most distinctive feature of my book. I've al-
ways felt that the books students read in their courses
should speak to them and be as enjoyable as possible to
read. Those beliefs continue to be the guiding principle for
my writing.

A For Those Who Are New to the Book

For those of you who haven't used earlier editions, let me
briefly describe where I see this book fitting in the panoply
of top-selling books. Principles books are often categorized
as old-style or new-style. In old-style books short-run
stabilization comes before growth; generally the flavor is
for Keynesian activist macro policy. New-style books do
growth before stabilization, often with little coverage of
stabilization issues, such as multiplier analysis; they gener-
ally have a Classical laissez-faire, macro-policy flavor.

This book is new-style in organization—it puts the
long run first—but it is not new-style in terms of coverage;
it presents stabilization as an important issue, and it
doesn’t have that laissez-faire flavor of some new-style
books. [ like to think of the flavor of this book as neither
old- nor new-style, but instead cutting-edge style. Much of
the conceptual foundations for the theory underlying it
are derived from the new work in behavioral econom-
ics, nonlinear dynamics, complexity, and strategic game
theory.

Within this new-style work, everything is less certain
than in either the new- or the old-style theory. Cutting-
edge theory recognizes that Keynes and Keynesians had
some important policy insights that need to be part of
what we teach. However, it also recognizes that much of
Keynesian policy was oversold, and that it underestimared
government failure. So while theory may not tell us that
laissez-faire is a desirable policy, a study of history and pol-
itics and the complexity of the system warns us about ac-
tivist policy, even when our hearts tell us that government
action is needed. Both these views show through in the
presentations.

Another way in which principles books are classified is
on the easy—medium—difficult spectrum. This book is defi-
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nitely in the medium range. Based on writing style alone,
it would probably be placed in the easy range, but since it
tackles difficult conceptual topics that will challenge even
the brightest students, it should be considered a medium-
range text. Why do I choose that combination? Because I
believe that most students have the ability to understand
economic concepts even though on exams it often appears
as if they have serious problems. In my opinion many of
those problems are not conceptual; rather, they are prob-
lems in motivation, reading, and math. The economics
found in principles courses is not students’ highest priority;
it certainly wasn’t mine when I was 18. I'm continually
amazed at how many supposedly not-so-good students are
conceptually bright. The reality is that most principles
books bore this MTV generation. To teach them effec-
tively, we've got to get their attention and hold it.

One way | try to get students’ attention is to use a col-
loquial style. The book is written in a style that talks to
students and makes them feel that in the textbook they
have a second teacher who is urging them on to study
harder, and trying to explain the material to them. That
colloquial style helps with one of the biggest problems in
the course—getting students to read the book. Professors
don't always like the style, but even some of those have
written me that they use the book anyway because their
students will read it. And if the students have read the
book, teaching is more rewarding.

Another way the book relates to students is through its
focus on policy. This book is not written for future eco-
nomics majors, because most students aren’t going to go
on in economics. It is written for students who will prob-
ably take only one or two economics courses in their life-
time. These students are interested in policy, and what I
try to present to them is the basics of economic reasoning
as it relates to policy questions. So, throughout the book, I
turn the discussion to policy. This discussion presents pol-
icy as students see it in the news: policy questions are sel-
dom clear-cut; a book that presents policy any other way is
unfair to students.

A final way in which this book differs from some of the
others is that it emphasizes the importance of institutions
and history. Modern work in game theory and strategic de-
cision making is making it clear that the implications of
economic reasoning depend on the institutional setting.
To understand economics requires an understanding of
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existing institutions and the historical development of
those institutions. In a principles course, while we don’t
have time to present much about history and institutions,
we can at least let students know that we know that these
issues are important. And that’s what I try to do.

A For Those Who Have Used the
Book Before

Those of you who have who have used earlier editions will
find that this fifth edition has the same basic structure and
tone as the fourth edition, and that it has fewer changes
than in previous revisions. The reason for the fewer
changes is that reviewers said that in the last edition I'd
reached a nice equilibrium—I’d made the book consistent
with the standard presentations, but I also had kept
enough of the historical and institutional approaches and
informal, student-friendly writing style to make the book
distinctive. I guess the process of reviewing and rewriting
does finally lead to something like a steady-state equilib-
rium. But even in the steady state, changes are still neces-
sary to ensure that (1) the views provided express the
latest standard views of economists, and (2) that the ex-
position relates as closely as possible to recent economic
events. Let me briefly take you through the changes.

Changes in the Introductory Section
(Chapters 1-5)
The introductory section had the largest revisions. I sig-
nificantly reorganized and reworked Chapters 2 and 3 to
make the book easier to use and to allow more choice in
presentation of this material. Specifically, Chapter 2 is
now titled “Trade, Trade-Offs, and Government Policy”; it
focuses on the production possibility curve, comparative
advantage, and trade. To keep the focus on policy so that
students are not presented with a tool out of context, [
moved the discussion of the roles of government previ-
ously found in Chapter 5 to this chapter. Chapter 3 is now
titled “The Evolving U.S. Economy in Perspective.” It
covers economic systems, institutions, the U.S. economy,
and the problems of regulating trade both domestically
and internationally. It concludes with a discussion of how
globalization has affected the U.S. economy.

The following should give you a sense of the chapter-
by-chapter changes that were made in the introductory
section:

® Chapter 1 (Economics and Economic Reasoning):
I added a discussion of economics as an
observational science

® Chapter 2: (Trade, Trade-Offs, and Government
Policy): The chapter now centers on a discussion

of comparative advantage, the production
possibility curve, and government policy toward
trade. Finally, since this is the first chapter in
which [ use graphs in an analytic manner, I end it
with a graphing appendix.

® Chapter 3 (The Evolving U.S. Economy in
Perspective): This chapter now discusses both
economic systems and economic institutions, con-
cluding with a policy discussion of globalization.

@ Chapter 4 (Supply and Demand): This chapter
presents the basic issues that students need to
know about supply and demand for the macro
course, including the effect of shifting demand and
supply curves and the limitations of supply/demand
analysis. Thus, professors who want to move right
into macro issues can skip Chapter 5, Using Supply
and Demand, without any loss of continuity.

® Chapter 5 (Using Supply and Demand): This
chapter gives many real-world examples and
deepens students’ understanding of the supply/
demand model. It begins with two real-world
examples of supply and demand, and no longer
includes discussions of the roles of government
(now covered in Chapter 2). Third-party-payer
markets are an addition to this chapter.

Changes in Chapters 6-19

In these chapters | made two significant changes in con-
tent and two significant changes in organization. The
most substantial change in content involved the switch
from a horizontal to an upward-sloping AS curve. I made
this change in content because reviewers told me that an
upward-sloping AS curve is easier to teach. The other
change in content is the use of the term marginal propensity
to expend (mpe) rather than marginal propensity to consume
(mpc) to avoid the algebraic manipulation necessary to
add endogenous imports and taxes to the model. This al-
lowed me to make the policy discussions richer right from
the beginning.

The major reorganization involved adding fiscal policy
discussions to the two theory chapters. This change al-
lowed me to integrate the material that had been in the
concluding chapter into a summary chapter on demand
management policy. Another substantial change was
bringing the development chapter back from an earlier
edition. A number of instructors said they missed it. In ad-
dition, the order of some chapters was changed to better fit
the way most professors teach the course. Finally, I divided
the international chapter into two chapters, one covering
international trade policy, and the other covering interna-
tional financial policy. This allows for a deeper coverage of
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international trade issues for those professors who teach
trade in macroeconomics. Thus, the new structure of the
macro section is: introduction, theory, money and infla-
tion, policy issues in depth and international policy issues.
As has always been the case, the chapters are written for
flexibility.

Examples of the types of changes made in the macro
chapters are the following:

Section I: Macroeconomic Problems
@ Chapter 6 (Economic Growth, Business Cycles,
Unemployment, and Inflation): Data have been
updated. I've added a discussion of accounting
scandals, the recession of 2001, and the stock
market crash.

@ Chapter 7 (National Income Accounting): I added
a table that shows the relationship between GDP
and national income, and [ clarified the circular
flow diagram to show that upper arrows reflected
the income approach and lower arrows reflected
the expenditures approach.

Section II: The Macroeconomic Framework
® Chapter 8 (Growth, Productivity, and the Wealth
of Nations): I added a box on aggregate demand’s
role as a possible determinant of growth, and added
examples of entrepreneurs.

® Chapter 9 (Aggregate Demand, Aggregate Supply,
and Modern Macroeconomics): I made the AS
curve upward-sloping rather than horizontal and
added a discussion of fiscal policy to the chapter.
Also, what had been called the potential output
curve is now called the long-run aggregate supply
curve to conform to standard terminology.

® Chapter 10 (The Multiplier Model): I switched the
discussion of the multiplier to focus on the broader
mpe, and showed how that becomes the mpc under
certain conditions. This change makes the chapter
less technical and allows room for a discussion of
fiscal policy. With fewer and fewer books devoting
significant space to the multiplier, this cleaner
exposition, which gets right to the bottom line
for policy rather than spending a lot of time
developing the components of expenditures, makes
the exposition shorter and more policy-focused.
Those who want to include the components of the
mpe can do so with the appendix.

Section III: Money, Inflation, and Monetary Policy
® Chapter 11 (Money, Banking, and the Financial
Sector): I updated the data and added a section on
valuing stocks and bonds to the appendix.

® Chapter 12 (Monetary Policy and the Debate
about Macro Policy): I added a discussion of a
typical Federal Open Market Committee meeting
and a diagram about Fed tools. [ discussed the
Fed response to the September 11, 2001, terrorist
attacks.

® Chapter 13 (Inflation and Its Relationship to
Unemployment and Growth): 1 added a discussion
of deflation and moved the discussion about
demand-pull and cost-push inflation into the text.

Section IV: Macre Policy in Perspective
® Chapter 14 (Aggregate Demand Policy in
Perspective): Since the discussion of fiscal policy
is now contained in the theory chapters, it was
removed from this chapter. I added a discussion of
credibility and policy regimes, which have become
much more important in policy discussions.

® Chapter 15 (Politics, Deficits, and Debt): Since
the U.S. government’s surpluses of the late 1990s
have disappeared, the focus of this chapter was
reoriented roward deficits.

® Chapter 16 (Macro Policies in Developing
Countries): This chapter was in the third but not
in the fourth edition; a number of users asked that
it be included in the fifth edition, so we revised it
and put it back in.

Section V: International Policy Issues
® Chapter 17 (International Trade Policy): This
is a new chapter in the macro split. It discusses
trade, trade policy, and empirical measures of
trade.

® Chapter 18 (International Financial Policy):
Because there is now an entire chapter on trade,
I removed the discussion of trade policy and added
a section on foreign exchange rates and the euro.

® Chapter 19 (Monetary and Fiscal Policy in a
Global Setting): I revised the discussions of
monetary and fiscal policy to concentrate on
simpler relationships, and updated the chapter to
include a discussion of the euro.

A A Final Comment

A number of my friends keep asking me why I spend so
much thought and time about what goes into the book.
The answer is that I care about teaching economic ideas,
which I think is the most important job that society has
assigned to academic economists. Research is nice, but
good teaching is priceless, and if the writing and the ideas
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in this book contribute to good teaching, then I'm happy.
As I get older, I find that I'm happier with less grandiose
goals, and to have turned a few students on to economics
seems like a worthwhile legacy.

A Ancillaries

All reviewers agreed that the fourth edition’s ancillaries
were top rate. We have continued to work hard to main-
tain that level of excellence.

Study Guide

This guide—written by myself, Douglas Copeland of John-
son County Community College, and Jenifer Gamber—
reviews the main concepts from each chapter and applies
those concepts in a variety of ways: short-answer ques-
tions, matching terms with definitions, problems and ap-
plications, a brain teaser, multiple-choice questions, and
potential essay questions. Since students learn best not by
just knowing the right answer but by understanding how
to get there, each answer comes with an explanation.
Timed cumulative pretests help students prepare for
exams.

Instructor’s Manual

In the fifth edition, Tom Adams of Sacramento City
College continues to maintain the high standard set in
previous editions. Class preparation is easier than ever.
“Chapter Overview” and “What’s New” provide a quick
review of each chapter. “What’s New” will be invaluable
when modifying lecture notes to fit the new edition. The
manual provides you with comprehensive lecture outlines,
but it also offers help for inevitable classroom trouble
spots. “Discussion Starters” will help engage your students
and keep them thinking. “Tips for Teaching Large Sec-
tions,” written by Gail Hoyt of the University of Kentucky
for micro and Dave Colander for macro, offers innovative
ideas for teaching very large classes. “Student Stumbling
Blocks” provides addirional explanations or examples that
help clarify difficult concepts. “Ties to the Tools” helps
bring those text boxes into the classroom; a comprehen-
sive list of relevant URLs brings the Internet in too. Every
chapter’s 10-question “Pop Quiz” will help students pre-
pare for exams. The “Case Studies” provide contemporary,
real-world economic examples. The entire instructor’s
manual is available in print, on the Instructor’s CD-ROM,
and on the Colander website.

Test Banks

James DeVault of Lafayette College revised Test Banks A
and B (the 5,500-question multiple-choice test banks).
Each question is categorized by chapter Learning Objec-
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tive; level of difficulty (easy, medium, hard); skill being
tested (recall, comprehension, application); and type of
question (word problem, calculation, graph). In addi-
tion, James Chase has tagged all the questions that are
best suited for a high school AP course. Approximately
30 percent of the questions are new or revised. Each ques-
tion was reviewed by Jenifer or myself for accuracy, clarity,
and consistency with the textbook. They are available in
print form and in the Diploma electronic test generating
system on the Instructor’s CD-ROM.

Expanded Test Bank C, revised by Rashid Al-Hmoud
of Texas Tech University, consists of over 300 short-
answer questions, essay questions, and graphical and
mathematical problems. Questions vary in level of diffi-
culty and type of skill being tested. They are available in
print and on the Instructor’s CD-ROM.

DiscoverEcon

The DiscoverEcon software, developed by Gerald Nelson
of the University of Illinois at Urbana-Champaign, is the
best-selling academic economics software. [t functions like
an interactive text; software chapters parallel text chap-
ters, and software pages include specific page references to
the text. Each chapter of the software includes a multiple-
choice quiz, essay questions with online links, two
Web questions, and match-the-terms exercises. Interac-
tive graphs, animated charts, and live tables allow stu-
dents to manipulate variables and study the outcomes.
E-submission is a new feature of DiscoverEcon to accom-
pany the fifth edition. Using the Web-based version, in-
structors can now set up their courses for e-submission so
that all exercise results for each student can be viewed and
downloaded to other Windows applications. For those
instructors using a course management system, specific
“pages” in DiscoverEcon can now be linked to specific
parts of the course website. This makes student navigation
and therefore self-assessment easier than ever for both stu-
dent and instructor.

The software is available online with a password
code card; it is also available on a single CD that
can be installed and run over a network. Link to
DiscoverEcon online through the Colander book website:
www.mhhe.com/economics/colander5.

PowerPoint Presentation

Anthony Zambelli of Cuyameca College has once again
prepared an extensive slide program that includes all
text exhibits and key concepts. He has reduced the
number of slides in each chapter to give the presentations
more focus. They are available on CD-ROM and on our
website.
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Overhead Transparencies
We offer all key text exhibits in full-color acetate form for
use with overhead projectors.

Economics Web Newsletter

This electronic newsletter contains 10 questions related to
current economic events that can be used as an in-class
quiz and reprints one recent Wall Street Journal article
along with 5 in-depth questions (and answers) that are
tied to specific text chapters. Seven new exercises will be
added each semester.

Classic Readings in Economics

This collection includes selections from the writings of
economists, such as Smith, Marx, Hayek, or Veblen, who
have raised questions that changed the direction of eco-
nomic thinking. This material is especially useful for
courses that stress the importance of economic ideas.

Economics: An Honors Companion

The honors companion presents mathematical techniques
that underlie numerous basic economic concepts. It pre-
supposes a solid student background in algebra and geom-
etry and some familiarity with basic calculus, thereby
giving Macroeconomics, Fifth Edition, flexibility for use in
more rigorous classes.

4 www.mhhe.com/economics/colander5

The Online Learning Center with PowerWeb to accom-
pany Colander’s fifth edition is a website full of exciting
new content that follows the text chapter by chapter. Stu-
dents and instructors alike will find a wealth of new online
resources.

For the Student Center, Douglas Copeland of Johnson
County Community College has prepared chapter-level
study aids, including Chapter Introductions, Tutorials
(3-5 problems per chapter using interactive graphing
applets), and Practice Exercises (3—5 problems per chap-
ter, with answers). Students can also choose from four lev-
els of multiple-choice quizzes: easy, medium, hard, and an
assortment, plus Learning Objectives, end-of-chapter Web
Questions, Web Newsletters, a section called Writing
about Economics, a Glossary, a Colloquial Glossary, and
answers to even-numbered end-of-chapter questions. Kit
Taylor of Bellevue Community College has developed a
Current Events section, updated quarterly, with “mini-
readers” that use New York Times and Business Week arti-
cles to explore economics in the news today. Each new
section will include suggested Web resources for further re-
search, brief background notes, suggested paper topics—
and will tie it all to the appropriate book chapters. Kit has
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