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Preface

The pace of change throughout the world in the early 1990s has been incredi-
ble. The collapse of the Iron Curtain, the emergence of market systems in East-
ern Europe and the Soviet Union, the changes in the European Economic
Community, the Gulf War, and the meetings between Israel and Arab states
are events that were not anticipated by most people in the 1980s. More than
ever before, today’s economic environment is a global one. Decisions made by
individual firms are influenced by events in remote corners of the world.
Government actions must take into account the reactions of other governments.
We can no longer study macroeconomics in the context of a single isolated
country.

Macroeconomists today cannot assume that any economy operates in iso-
lation from the rest of the world. The impact of the United States on its trad-
ing partners and the effects of events abroad on the U.S. economy are important
parts of our study. During the period from 1945 to 1980, the U.S. economy
was relatively insulated from events elsewhere. This is no longer the case. Net
exports are now a larger part of the U.S. gross national product than are pri-
vate savings, and direct foreign investment here more than doubled during the
1980s.
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This third edition of Macroeconomics responds to these developments by
stressing the global nature of macroeconomics early and throughout the text.
The balance of payments and exchange rates are introduced in the first chap-
ters, and discussions throughout the text incorporate these topics. Complete
chapters are devoted to the macroeconomic links among nations and to open
economy macroeconomics.

The theory of macroeconomics has also evolved rapidly. In the past decade,
the causes and characteristics of business cycles have surged to the forefront
of macro research. In addition, business cycles and economic growth are more
closely linked than at any time since the Great Depression. The new macroeco-
nomics of cycles and growth takes up a major portion of this third edition. Busi-
ness cycles are the subject of two full chapters, and another chapter is devoted
to economic growth.

M
Focus on Applications

Albert Einstein once said that everything should be made as simple as possi-
ble, but not more so. This edition has been written with that warning in mind.
The length, coverage, and style of the book have been influenced by the author’s
many years of teaching intermediate and M.B.A. students who have a wide range
of interests and talents. Such students are not interested in spending several
hundred pages on theoretical developments before they can move on to real-
world issues. The objective of this book continues to be holding the interest
of all students without losing the theoretical foundations necessary to under-
stand macroeconomics. In this third edition, the practical realities of global
macroeconomics, the business cycle, and economic growth are brought to the
fore. For instance, the practice and institutions of monetary policy in a global
setting are the focus of two chapters. The business cycle is discussed not only
by considering the new classical and new Keynesian theories, but also by ex-
amining the actual behavior of economic variables. In fact, the last section of
Chapter 15 shows how a student can follow the pattern of important economic
variables by reading the newspaper.

The realities of policymaking are clearly distinguished from the theory of
policymaking. Chapter 18 is the first chapter written about public choice in
a macro text; it shows how policy decisions are actually made in the United
States. Rather than assuming that government spending and taxation are used
in the public’s interest to control the economy, and solve special problems, this
chapter considers why policymakers prefer deficits and inflation to recession
and unemployment and why government deficits and inflation have existed
for the past two decades.
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v
Structure of the Chapters

Each chapter begins with a What to Expect section that introduces an interest-
ing example of that chapter’s topic. The section is followed by a list of Key Ques-
tions that focus the discussion. The answers to these questions are provided
in the chapter’s Summary section. Key Terms are indicated throughout the text
in bold type, are listed at the end of each chapter (along with the page number
where they first appeared), and are collected in a Glossary at the end of the
book.

Review problems and exercises are provided at the end of each chapter.
The exercises are constructed so that the early ones help the student review
the material. The later exercises require extension and applications of that
material.

v
Chapter-by-Chapter Organization

Part 1 (Chapters 1 and 2) is introductory. It explains why people study macro-
economics and discusses the relationship of macroeconomics to individual lives.
These chapters introduce the topics of inflation, unemployment, business cy-
cles, growth, exchange rates, and the balance of payments. Part 2 (Chapters
3-7) develops the basic aggregate demand-aggregate supply model. Chapter
3 covers the fixed-price, aggregate expenditures framework, while Chapter 4
develops the IS-LM model. In Chapter 5, those two models are incorporated
to generate the aggregate demand curve. Aggregate supply is the subject of
Chapter 6, which covers expectations, efficiency wages, and other topics related
to labor markets. Aggregate demand and supply are then combined in Chap-
ter 7 to discuss inflation, unemployment, and output determination.

Part 3 (Chapters 8 and 9) is devoted to controversies and schools of thought.
The relationship between the Phillips curve and the AD-AS model is exam-
ined, along with the debate over whether there is an exploitable inflation-un-
employment tradeoff.

Part 4 of the text (Chapters 10-13) covers business cycles and economic
policy. Purchasing power parity, arbitrage, interest rate parity, exchange rate
determination, and exchange rate regimes are discussed, along with monetary
and fiscal policy in an open economy. Part 5 (Chapters 14 and 15) considers
economic growth and business cycles, while Part 6 is devoted to extensions
of topics treated in the first fifteen chapters. Consumption and investment the-
ories are reconsidered in Chapters 16 and 17 and in Chapter 18 the govern-
ment and public choice are examined.
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\
Student Study Guide

A Study Guide has been prepared by Barbara M. Yates and Raymond J. Farrow
of the Albers School of Business at Seattle University. For each text chapter,
the Study Guide includes an overview, review questions, and problems. Answers
are provided for all questions and problems.

Instructor’s Manual

The Instructor’s Manual contains, for each chapter, an outline, suggested an-
swers to the review questions, and multiple-choice questions.

\
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