MAacroEcONOMICS

Rudiger Dornbusch
Stanley Fischer
' Richard Startz

INTERNATIONAL EDITION




Wickorcovowies

Eighth Edition

RUDIGER DORNBUSCH

Massachusetts Institute of Technology
Ford Professor of Economics and
International Management
[ J
STANLEY FISCHER

International Monetary Fund
on leave from Massachusetts Institute of Technology
.

RICHARD STARTZ

University of Washington
Castor Professor of Economics

hlfw McGraw-Hill
[

fild Irwin

Boston Burr Ridge, IL  Dubugue, A Madison, WI New York San Francisco St. Louis

Bangkok Bogotd Caracas Lisbon London Madrid
Mexico City Milan New Delhi Seoul Singapore Sydney Taipei Toronto



McGraw-Hill Higher Education 52

A Division of The McGraw-Hill Companies

MACROECONOMICS

Published by McGraw-Hill/Irwin, an imprint of The McGraw-Hill Companies, Inc.

1221 Avenue of the Americas, New York, NY, 10020. Copyright © 2001, 1998, 1994,
1990, 1987, 1984, 1981, 1978 by The McGraw-Hill Companies, Inc. All rights reserved.
No part of this publication may be reproduced or distributed in any form or by any
means, or stored in a data base or retrieval system, without the prior written consent of
The McGraw-Hill Companies, Inc., including, but not limited to, in any network or other
electronic storage or transmission, or broadcast for distance learning.

Some ancillaries, including electronic and print components, may not be available to
customers outside the United States.

This book is printed on acid-free paper.
1234567890DOC/DOCO9876543210
ISBN 0-07-231485-0

Vice president/Editor-in-chief:  Michael W. Junior

Publisher:  Gary Butrke

Executive editor:  Lucille Sutton

Senior developmental editor:  Tom Thompson

Marketing manager:  Marty W. Quinn

Senior project manager:  Susan Trentacosti

Senior production supervisor: Michael R. McCormick

Senior supplement coordinator:  Becky Szura

Supplement coordinator:  Carol A. Bielski

Media producer: Ann Rogula

Cover and interior design:  Tsela Barr

Cover itlustration:  Paul! Klee, Mural from the Temple of Longing SThither? The
Metropolitan Museum of Art, The Berggrien Klee Collection, 1984,
(1984.315.33) Photograph © 1986 The Metropolitan Museum of Art.

Compositor:  York Graphic Services, Inc.

Typeface:  10/12 Times Roman

Printer: R. R. Donnelley & Sons Compainy

Library of Congress Cataloging-in-Publication Data
Dornbusch, Rudiger.
Macroeconomics / Rudiger Dornbusch, Stanley Fischer, Richard Startz. — 8th ed.
p. cm.
ISBN 0-07-231485-0 (alk, paper)
Includes bibliographical references (p. ) and index.
1. Macroeconomics. L Fischer, Stanley. II Startz, Richard. II. Title.

HB172.5.D67 2001
339 dc—21 00-64746

INTERNATIONAL EDITION ISBN 0-07-118033-8

Copyright © 2001. Exclusive rights by The McGraw-Hill Companies, Inc. for
manufacture and export.

This book cannot be re-exported from the country to which it is sold by McGraw-Hill.
The International Edition is not available in North America.

www.mhhe.com



Avorr e Xornons

RUDI DORNBUSCH is Ford Professor of Economics and International Management
at MIT. He did bis undergraduate work in Switzerland and holds a Ph.D. from the
University of Chicago. He has taught at Chicago, at Rochester, and since 1975 at MIT.
His research is primarily in international economics, with a major macroeconomic com-
ponent. His special research interests are the behavior of exchange rates, high inflation
and hyperinflation, and the problems and opportunities that high capital mobility poses
for developing economies. He visits and lectures extensively in Europe and in Latin
America, where he takes an active interest in problems of stabilization policy, and has
held visiting appointments in Brazil and Argentina. His writing includes Open Economy
Macroeconomics and, with Stanley Fischer and Richard Schmalensee, Economics. His
interests in public policy take him frequently to testify before Congress and to partici-
pate in international conferences. He regularly contributes newspaper editorials on cur-
rent policy issues here and abroad. hitp://web.mit.edu/rudi/www/

STANLEY FISCHER is First Deputy Managing Director of the International
Monetary Fund, on leave from the Department of Economics at MIT. He was an under-
graduate at the London School of Economics and has a Ph.D. from MIT. He taught at
the University of Chicago while Rudi Dornbusch was a student there, starting a long
friendship and collaboration. He has been a member of the faculty of the MIT
Economics Department since 1973. During that period he has taken leaves at the
Hebrew University in Jerusalem and at Stanford. From 1988 to 1990 he was Chief
Economist at the World Bank. He joined the IMF in 1994, His main research interests
are economic growth and development; international economics and macroeconomics,
particularly inflation and its stabilization, and the economics of transition.
www.imf.org/external/np/omd/bios/sf.htm

RICHARD STARTZ js Castor Professor of Economics at the University of
Washington. He was an undergraduate at Yale University and recetved his Ph.D, from
MIT, where he studied under Stanley Fischer and Rudi Dornbusch. He taught at the
Wharton School of the University of Pennsylvania before moving on to the University
of Washington, and he has taught, while on leave, at the University of California—San
Diego, the Stanford Business School, and Princeton. His principal research areas are
macroeconomics, econometrics, and the economics of race. In the area of macroeco-
nomics, much of his work has concentrated on the microeconomic underpinnings of
macroeconomic theory. His work on race is part of a long-standing collaboration with

Shelly Lundberg. www.econ.washington.edu/user/startz



To Fine, Rhoda, and Shelly



PI{EFACE

The eighth edition of Macroeconomics is published 23 years after the first. We have
been both amazed and flattered by the response our book has received over those years.
Besides its use in the classrooms of many U.S. universities, it has been translated into
many languages and used in many countries, from Canada to Argentina to Australia;
all over Europe; in India, Indonesia, and Japan; and from China and Albania to Rus-
sia. Even before the Czech Republic gained independence from communism, an un-
derground translation was secretly used in macroeconomics seminars at Charles Uni-
versity in Prague. There is no greater pleasure for teachers and textbook authors than
to see their efforts succeed so concretely around the world.

We believe that the success of our textbook reflects the unique features it brings
to the universe of undergraduate macroeconomics. These features can be summarized

as follows.

o “Compassionate Difficulty” Through the years we have held the conviction that
the best textbook is one written with an abiding respect for both student and in-
structor. What does this mean exactly? In practice it means that we explore more
state-of-the-art research than is customary in undergraduate textbooks, allowing stu-
dents a point of departure for deeper exploration of various topics and teachers the
flexibility to emphasize topics in greater detail. At the same time, however, we have
reduced the book’s level of difficulty by providing straightforward explanations, em-
phasizing concepts over technique, and fitting difficult material into a larger frame-
work so students can see its relevance. We also emphasize how empirical data can
explain and test macroeconomic theory by providing numerous illustrations using
real-world data.

» Focus on Models The best economists have a rich “toolbox™ of simple models
they can use to analyze various facets of the economy and know when to apply the
right model to answer specific questions. We have consistently focused our text-
book on the presentation of a series of simple models relevant to particular issues.
We strive to help students understand the importance of a model-based approach to
macroeconomic analysis as well as how the various models are connected. Our goal
is to produce students who have the capacity to analyze current economic issucs in
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the context of an economic frame of reference, namely, a set of macroeconomic
models.

International Perspective [t has always been important for students living
in countries with highly open economies to understand the important links con-
necting foreign economies to their own. This is becoming increasingly true in the
United States as goods and financial markets become more intertwined. Recogniz-
ing this, we provide two detailed chapters discussing international linkages. The
first, Chapter 12, provides a discussion of mainstream intermediate macroeconomic
topics. The second, Chapter 19, gives advanced students the opportunity to explore
modern theories of balance-of-payments crises, determinants of exchange rates, and
the choice of exchange rate regimes. These chapters give instructors the flexibility
to range from touching on a few international topics to a thorough discussion last-
ing several weeks.

Focus on Changing Times In preparing this edition we were surprised by how
many issucs have emerged and how many have become moot in just the three short
years since the last edition of the textbook was published. We have strived to pre-
sent updated data throughout the book, demonstrating key trends and thorough dis-
cussions of how such trends might be explained by traditional macroeconomic mod-
els. For example, we have added discussions of the recent balancing of the U.S.
federal budget, the Asian financial crisis, and the surge in U.S. labor productivity
in the 1990s.

PLANS OF ATTACK

A major goal we have in writing this textbook is to provide one that is comprehensive
yet flexible enough to allow teachers to focus a class on their particular interests and
time constraints. Our personal preference is to begin at the beginning and work through
the entire book (which is, of course, why we organized the material in the way we did),
but a number of approaches can be taken to give a different emphasis or simply to re-
duce the breadth of material covered. Examples of these approaches include:

*

An Overview Course An overview course should contain what we feel is the core
of the textbook: Chapters | and 2, which introduce the textbook and provide details
on national income accounting; Chapter 5, which gives an overview of aggregate
supply and demand; Chapter 6, which presents the aggregate supply curve in more
detail; Chapter 7. which discusses the headline issues of inflation and unemploy-
ment; and Chapters 9, 10, and 11, which introduce the goods market, asset market,
and some basics of monetary and fiscal policy. Beyond these core chapters the course
can be shortened substantially by omitting chapters that focus on the microeconomic
detail beneath macroeconomic theory—Chapters 13-17 and 20, for example, which
supply such detail for consumption, investment, and money markets. And Chapters
8 and 18, which detail several current issues in policymaking, can be omitted or done
only in part. In the United States, Chapters 4, 12, and 19, which present many ba-
sic issues of international interdependence and growth policy, might also be omitted
(although probably everyone should do Sections 12-1 and 12-2).

A Traditional Aggregate Demand-Oriented Course For a Keynesian, short-run
treatment of the course, the core chapters for the overview course should be em-
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phasized and Chapter 8, which discusses policy, added. Chapter 18, which discusses
big macroeconomic events, can be moved in front of Chapter 13. Chapters 3 and 4,
on growth and policies to promote growth, can be moved to the end of the course,
And for advanced students, the sections on New Keynestan economics in Chapter
20 might be included.

o A Classical “Supply-Side” Course For a classical treatment of the course the
core chapters for the overview course can be shortened by de-emphasizing the IS-
LM material in Chapters 9-11. And in the early chapters greater emphasis might
be given to Chapters 3 and 4 on long-run growth. The microeconomics of macro-
economic theory in Chapters 13-15 might also be emphasized, as might the dis-
cussion of hyperinflation in Chapter 18. Advanced students may wish to explore the
sections on the random walk in GDP and on real business cycles in Chapter 20.

* A Business School Course In addition to the core chapters for the overview
course, a business school course should emphasize Chapters 16 and 17, which deal
with the Federal Reserve and financial markets. And Chapters 3 and 4 on growth
can be deemphasized, while the advanced topics in Chapter 20 can be omitted. For
students with an international perspective, Chapter 12 and parts of Chapter 19, es-
pecially the discussion of exchange rate determination, might be emphasized.

Throughout the book, we have labeled some matertal that is technically difficult as “op-
tional.” Many of the optional sections will be fun for students who enjoy a technical
challenge, but the instructor should specify clearly which of these sections are required
and which are truly optional.

CHANGES IN THE EIGHTH EDITION
In 1977, the first edition of this textbook opened with these words: “Our aim in writ-
ing this book has been to explain how modern macroeconomics is used in understanding
important economic issues, and to help the reader analyze macroeconomic problems
for her or himself. . . . The book is policy- and issue-oriented.”

Although these words remain true today, the economy has changed drastically in
the years since the first edition, and indeed, in the years since the last edition. And this
has required us to make quite a few changes for this edition. In addition to new and
updated material, we have also done some rearranging to make the material flow more

easily.

BIG CHANGES
The first big change is that Chapter 8 is new. We bring together there material on pol-
icymaking under uncertainty. At this point in the book students will have sufficient
mastery of the aggregate supply/aggregate demand apparatus to think intelligently about
issues such as inflation versus GDP targeting and dynamic consistency.

The second big change is that the chapter on “Advanced Macroeconomics” has
been placed at the end of the text and considerably reworked. This chapter covers sev-
eral topics at a much deeper level than is customary. We recommend instructors assign
only those portions that they find to be of particular interest.

Chapter 12 now includes a section introducing the euro. “Investment Spending,”
Chapter 14, has been extensively rewritten and much simplified. Chapter 18 now discusses
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the “big events™ of the Great Depression, hyperinflations, massive budget deficits, and
the (we hope it won’t happen but it could) crash of the social security system—both
as a way to learn about these events and as a way to illustrate principles that are harder
to identify in smoothly running economies. Finally, by some judicious cutting and re-
ordering of material, the text is now one chapter shorter than the previous edition.

SMALLER CHANGES
Naturally we have made many little changes. We list here some of the bigger of the

small ones.

1. A discussion of real interest rates has been added to Chapter 2, along with a whole
bunch of urls.

2. Chapter 5 provides an easier introduction to aggregate supply and demand, in-
cluding the use of quantity theory as an example source of the aggregate demand
curve.

3. Chapter 6 now makes a more straightforward translation between aggregate sup-
ply (in price/output space) and the Phillips curve (in inflation/unemployment space).
We’ve also moved material on inflationary expectations forward and presented a
discussion of rational expectations.

4. An optional section on Ricardian Equivalence has been moved into Chapter 13
(consumption).

5. Chapter 19 includes a new section on the choice of exchange rate regime, includ-
ing discussions of target zones and dollarization.

ACKNOWLEDGMENTS
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SUPPLEMENTARY MATERIAL

An Instructor’s Manual and Test Bank to accompany the text have been prepared by
Professor Juergen Fleck of Hollins College. The Instructor’s Manual has been sub-
stantially updated and includes chapter summaries, learning objectives, solutions to the
end-of-chapter problems, and many additional problems (and their solutions) that can
be used for class discussion, homework assignments, or examination questions. The
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Test Bank has been expanded and now includes more than 750 questions. And there is
also a computerized (Windows) test bank that has been provided by Brownstone's
Diploma, sophisticated test-making software that ensures maximum flexibility in test
development.

The Study Guide, by Jessica Rutledge of the University of Washington, has again
been revised and brought up to date. It contains a wide range of questions, starting
from the very easy and progressing in each chapter to material that will challenge the
more advanced student. The Study Guide is a great help in studying, particularly since
active learning is so important in mastering new material.

For this edition there will also be transparency masters and PowerPoint slides of
all the graphs in the book, along with a website (www.mhhe.com/economics/
dornbusch) that provides study aids for students and useful resources for teachers.

Rudiger Dornbusch

Stanley Fischer
Richard Startz
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