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Preface

We had two main goals in writing this book:

B To make close contact with current macroeconomic
events. What makes macroeconomics exciting is the
light it sheds on what is happening around the world,
from the major economic crisis which has engulfed
the world since 2008, to the budget deficits of the
United States, to the problems of the Euro area, to high
growth in China. These events—and many more—are
described in the book, not in footnotes, but in the text
or in detailed boxes. Each box shows how you can use
what you have learned to get an understanding of these
events. Our belief is that these boxes not only convey
the “life” of macroeconomics, but also reinforce the
lessons from the models, making them more concrete
and easier to grasp.

B To provide an integrated view of macroeconomics. The
book is built on one underlying model, a model that
draws the implications of equilibrium conditions in
three sets of markets: the goods market, the financial
markets, and the labor market. Depending on the issue
at hand, the parts of the model relevant to the issue
are developed in more detail while the other parts are
simplified or lurk in the background. But the underly-
ing model is always the same. This way, you will see
macroeconomics as a coherent whole, not a collection
of models. And you will be able to make sense not only
of past macroeconomic events, but also of those that
unfold in the future.

New to this Edition

B Chapter 1 starts with a history of the crisis, giving a
sense of the landscape, and setting up the issues to be
dealt with throughout the book.

B A new Chapter 9, which comes after the short- and
medium-run architecture have been put in place,
focuses specifically on the crisis. It shows how one can
use and extend the short-run and medium run analy-
sis to understand the various aspects of the crisis, from

the role of the financial system to the constraints on
macroeconomic policy.

B Material on depressions and slumps has been relo-
cated from later chapters to Chapter 9, and the material
on very high inflation has been reduced and included
in Chapter 23.

B A rewritten Chapter 23, on fiscal policy, focuses on the
current debt problems of the United States.

B Chapters 23, 24, and 25 draw the implications of the
crisis for the conduct of fiscal and monetary policy in
particular, and for macroeconomics in general.

B Many new Focus boxes have been introduced and look
at various aspects of the crisis, among them the follow-
ing: “The Lehman Bankruptcy, Fears of Another Great
Depression, and Shifts in the Consumption Function”
in Chapter 3; “Bank Runs, Deposit Insurance, and
Wholesale Funding” in Chapter 4; “The Liquidity Trap,
Quantitative Easing, and the Role of Expectations” in
Chapter 17; “The G20 and the 2009 Fiscal Stimulus”
in Chapter 19; “How Countries Decreased Their Debt
Ratios after World War II” in Chapter 23; and “LTV
Ratios and Housing Price Increases from 2000 to 2007
in Chapter 24.

B Figures and tables have been updated using the latest
data available.

Organization

The book is organized around two central parts: A core,
and a set of two major extensions. An introduction pre-
cedes the core. The two extensions are followed by a
review of the role of policy. The book ends with an epi-
logue. A flowchart on the front endpaper makes it easy
to see how the chapters are organized, and fit within the
book’s overall structure.

B Chapters 1 and 2 introduce the basic facts and issues of
macroeconomics. Chapter 1 focuses on the crisis, and
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then takes a tour of the world, from the United States, to
Europe, to China. Some instructors will prefer to cover
Chapter 1 later, perhaps after Chapter 2, which intro-
duces basic concepts, articulates the notions of short
run, medium run, and long run, and gives the reader a
quick tour of the book.

While Chapter 2 gives the basics of national income
accounting, we have put a detailed treatment of
national income accounts to Appendix 1 at the end of
the book. This decreases the burden on the beginning
reader, and allows for a more thorough treatment in
the appendix.

m Chapters 3 through 13 constitute the core. Chapters 3
through 5 focus on the short run. These three chapters
characterize equilibrium in the goods market and in
the financial markets, and they derive the basic model
used to study short-run movements in output, the IS-
LM model.

Chapters 6 through 8 focus on the medium run.
Chapter 6 focuses on equilibrium in the labor market
and introduces the notion of the natural rate of unem-
ployment. Chapters 7 and 8 develop a model based on
aggregate demand and aggregate supply and show how
that model can be used to understand movements in
activity and movements in inflation, both in the short
and in the medium run.

The current crisis is a sufficiently important and com-
plex event that it deserves its own chapter. Building on
and extending Chapters 6 to 8, Chapter 9 focuses on the
origins of the crisis, the role of the financial system, and
the constraints facing fiscal and monetary policy, such
as the liquidity trap and the high level of public debt.

Chapters 10 through 13 focus on the long run.
Chapter 10 describes the facts, showing the evolution
of output across countries and over long periods of
time. Chapters 11 and 12 develop a model of growth
and describe how capital accumulation and techno-
logical progress determine growth. Chapter 13 focuses
on the effects of technological progress not only in the
long run, but also in the short run and in the medium
run. This topic is typically not covered in textbooks
but is important. And the chapter shows how one can
integrate the short run, the medium run, and the long
run—a clear example of the payoff to an integrated
approach to macroeconomics.

m Chapters 14 through 21 cover the two major extensions.

Chapters 14 through 17 focus on the role of expec-
tations in the short run and in the medium run.
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Expectations play a major role in most economic deci-
sions, and, by implication, play a major role in the
determination of output.

Chapters 18 through 21 focus on the implications of
openness of modern economies. Chapter 21 focuses
on the implications of different exchange rate regimes,
from flexible exchange rates, to fixed exchange rates,
currency boards, and dollarization.

B Chapters 22 through 24 return to macroeconomic
policy. Although most of the first 41 chapters con-
stantly discuss macroeconomic policy in one form or
another, the purpose of Chapters 22 through 24 is to
tie the threads together. Chapter 22 looks at the role
and the limits of macroeconomic policy in general.
Chapters 23 and 24 review monetary policy and fis-
cal policy. Some instructors may want to use parts of
these chapters earlier. For example, it is easy to move
forward the discussion of the government budget con-
straint in Chapter 23 or the discussion of inflation tar-
geting in Chapter 24.

B Chapter 25 serves as an epilogue; it puts macroeco-
nomics in historical perspective by showing the evolu-
tion of macroeconomics in the last 90 years, discussing
current directions of research, and the lessons of the
crisis for macroeconomics.

Changes from the Fifth to the Sixth
Edition

The structure of the sixth edition, namely the organiza-
tion around a core and two extensions, is fundamentally
the same as that of the fifth edition. This edition is, how-
ever, dominated in many ways by the crisis, and the many
issues it raises. Thus, in addition to a first discussion of
the crisis in Chapter 1, and numerous boxes and discus-
sions throughout the book, we have added a new chapter,
Chapter 9, specifically devoted to the crisis.

At the same time, we have removed the two chapters
on pathologies in the fifth edition. The reason is simple,
and in some ways, ironic. While we thought that it was
important for macroeconomic students to know about
such events as the Great Depression, or the long slump in
Japan, we did not expect the world to be confronted with
many of the same issues any time soon. While far from
being as bad as the Great Depression, the crisis raises
many of the same issues as the Great Depression did.
Thus, much of the material covered in the chapters on
pathologies in the fifth edition has been moved to the core
and to the two extensions.



We have also removed Chapter 9 of the fifth edition,
which developed a framework to think about the relation
between growth, unemployment, and inflation. This was
in response to teachers who found the framework too dif-
ficult for students to follow. Again, some of the material in
that chapter has been kept and integrated elsewhere, in
particular in Chapter 8.

Alternative Course Outlines

Within the book’s broad organization, there is plenty of
opportunity for alternative course organizations. We have
made the chapters shorter than is standard in textbooks,
and, in our experience, most chapters can be covered in
an hour and a half. A few (Chapters 5 and 7 for example)
might require two lectures to sink in.

m Short courses. (15 lectures or less)

A short course can be organized around the two
introductory chapters and the core (Chapter 13 can
be excluded at no cost in continuity). Informal pres-
entations of one or two of the extensions, based, for
example, on Chapter 17 for expectations (which
can be taught as a stand alone), and on Chapter 18
for the open economy, can then follow, for a total of
14 lectures.

A short course might leave out the study of growth
(the long run). In this case, the course can be organ-
ized around the introductory chapters and Chapters
3 through 9 in the core; this gives a total of 9 lectures,
leaving enough time to cover, for example, Chapter 17
on expectations, Chapters 18 through 20 on the open
economy, for a total of 13 lectures.

B Longer courses (20 to 25 lectures)

A full semester course gives more than enough time to
cover the core, plus one or both of the two extensions,
and the review of policy.

The extensions assume knowledge of the core,
but are otherwise mostly self contained. Given the
choice, the order in which they are best taught is
probably the order in which they are presented in
the book. Having studied the the role of expecta-
tions first helps students to understand the interest
parity condition, and the nature of exchange rate
crises.

Features

We have made sure never to present a theoretical result
without relating it to the real world. In addition to

discussions of facts in the text itself, we have written a
large number of Focus boxes, which discuss particular
macroeconomic events or facts, from the United States or
from around the world.

We have tried to re-create some of the student-
teacher interactions that take place in the classroom by
the use of margin notes, which run parallel to the text.
The margin notes create a dialogue with the reader and,
in so doing, smooth the more difficult passages and give
a deeper understanding of the concepts and the results
derived along the way.

For students who want to explore macroeconomics
further, we have introduced the following two features:

m Short appendixes to some chapters, which expand on
points made within the chapter.

B A Further Readings section at the end of most chap-
ters, indicating where to find more information, includ-
ing a number of key Internet addresses.

Each chapter ends with three ways of making sure
that the material in the chapter has been digested:

B A summary of the chapter’s main points.
m Alist of key terms.

B A series of end-of-chapter exercises. “Quick Check”
exercises are easy. “Dig Deeper” exercises are a bit
harder, and “Explore Further” typically require either
access to the Internet or the use of a spreadsheet
program.

A list of symbols on the back endpapers makes it
easy to recall the meaning of the symbols used in the text.

The Teaching and Learning
Package

The book comes with a number of supplements to help
both students and instructors.

For Instructors:

B Instructor’s Manual. The Instructor’s manual dis-
cusses pedagogical choices, alternative ways of pre-
senting the material, and ways of reinforcing students’
understanding. Chapters in the manual include six
main sections: objectives, in the form of a motivat-
ing question; why the answer matters; key tools, con-
cepts, and assumptions; summary; and pedagogy.
Many chapters also include sections focusing on
extensions and observations. The Instructor’s Manual
also includes the answers to all end-of-chapter ques-
tions and exercises.
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B Test Item File. The test bank is completely revised with
additional new multiple-choice questions for each
chapter.

B TestGen—The Test Item File is designed for use with
the computerized TestGen package, which allows
instructors to customize, save, and generate class-
room tests. The test program permits instructors to
edit, add, or delete questions from the test bank; edit
existing graphics and create new graphics; analyze
test results; and organize a database of tests and stu-
dent results. This software allows for extensive flex-
ibility and ease of use. It provides many options for
organizing and displaying tests, along with search
and sort features. The software and the Test Item File
can be downloaded via www.pearsonglobaleditions.
com/blanchard.

B Digital Image Library—We have digitized the complete
set of figures, graphs, and charts from the book. These files
can be downloaded via www.pearsonglobaleditions.
com/blanchard.

B PowerPoint Lecture Slides—These electronic slides
provide section titles, tables, equations, and graphs
for each chapter and can be downloaded via www.
pearsonglobaleditions.com/blanchard.

MyEconLab®

MyEconLab delivers rich online content and innovative
learning tools in your classroom. Instructors who use
MyEconLab gain access to powerful communication and
assessment tools, and their students receive access to the
additional learning resources described below.

B Students and MyEconLab—This online homework
and tutorial system puts students in control of their
own learning through a suite of study and practice tools
correlated with the online, interactive version of the
textbook and other media tools. Within MyEconLab’s
structured environment, students practice what they
learn, test their understanding, and then pursue a study
plan that MyEconLab generates for them based on their
performance on practice tests.

B Instructors and MyEconLab—MyEconLab provides
flexible tools that allow instructors to easily and effec-
tively customize online course materials to suit their
needs. Instructors can create and assign tests, quiz-
zes, or homework assignments. MyEconLab saves
time by automatically grading all questions and
tracking results in an online gradebook. MyEconLab
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can even grade assignments that require students to
draw a graph.

B Real-Time Data—The real-time data problems are
new. These problems load the latest available data
from FRED, a comprehensive up-to-date data set
maintained by the Federal Reserve Bank of St. Louis.
The questions are graded with feedback in exactly the
same way as those based on static data.

After registering for MyEconLab, instructors
have access to downloadable supplements such as an
Instructor’s Manual, PowerPoint lecture notes, and a
Test Item File. The Test Item File can also be used with
MyEconLab, giving instructors ample material from which
they can create assignments.

MyEconLab is delivered in Pearson’s MyLab
Mastering system, which offers advanced communica-
tion and customization features. Instructors can upload
course documents and assignments and use advanced
course management features. For more information about
MyEconLab or to request an instructor access code, visit
www.myeconlab.com.
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INntroduction

The first two chapters of this book

introduce you to the issues and the
approach of macroeconomics.

THE CORE

Chapter 1

Chapter 1 takes you on a macroeconomic tour of the world. It starts with a look at the
economic crisis that has dominated the world economy since the late 2000s. The tour stops at
each of the world’s major economic powers: the United States, the Euro area, and China.

Chapter 2

Chapter 2 takes you on a tour of the book. It defines the three central variables of
macroeconomics: output, unemployment, and inflation. It then introduces the three time
periods around which the book is organized: the short run, the medium run, and the long run.
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A Tour of the World

hat'is macroeconomics? The best way to answer is not to give you a formal definition, but rather
to take you on an economic tour of the world, to describe both the main economic evolutions
and the issues that keep macroeconomists and macroeconomic policy makers awake at night.

The truth is, at the time of this writing (the fall of 2011), policy makers are not sleeping well
and have not slept well in a long time. In 2008, the world economy entered a major macroeconomic
crisis, the largest one since the Great Depression. World output growth, which typically runs at
4 to 5% a year, was actually negative in 2009. Since then, growth has turned positive, and the
world economy is slowly recovering. But the crisis has left a number of scars, and many worries
remain.

Our goal is in this chapter is to give you a sense of these events and of some of the macroeconomic
issues confronting different countries today. There is no way we can take you on a full tour, so, after an
overview of the crisis, we focus on the three main economic powers of the world: the United States, the
Euro area, and China.

Section 1-1 looks at the crisis.

Section 1-2 looks at the United States.
Section 1-3 looks at the Euro area.
Section 1-4 looks at China.

Section 1-5 concludes and looks ahead.

Read this chapter as you would read an article in a newspaper. Do not worry about the
exact meaning of the words or about understanding all the arguments in detail: The words will
be defined, and the arguments will be developed in later chapters. Regard this chapter as back-
ground, intended to introduce you to the issues of macroeconomics. If you enjoy reading this
chapter, you will probably enjoy reading this book. Indeed, once you have read the book, come
back to this chapter; see where you stand on the issues, and judge how much progress you have
made in your study of macroeconomics.
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“Banks” here actually means
“banks and other financial in-

1-1 The Crisis

Table 1-1 gives you output growth rates for the world economy, for advanced econ-
omies and for other countries separately, since 2000. As you can see, from 2000 to
2007 the world economy had a sustained expansion. Annual average world output
growth was 3.2%, with advanced economies (the group of 30 or so richest countries
in the world) growing at 2.6% per year, and emerging and developing economies
(the other 150 or so other countries in the world) growing at an even faster 6.5% per
year.

In 2007 however, signs that the expansion might be coming to an end started to
appear. U.S. housing prices, which had doubled since 2000, started declining. In mid-
2007, as we wrote the previous edition of this book, we described how economists were
divided as to whether this might lead to a recession—a decrease in output. Optimists
believed that, while lower housing prices might lead to lower housing construction
and to lower spending by consumers, the Fed (the short name for the U.S. central bank,
formally known as the Federal Reserve Board) could lower interest rates to stimulate
demand and avoid a recession. Pessimists believed that the decrease in interest rates
might not be enough to sustain demand, and that the United States may go through a
short recession.

Even the pessimists turned out not to be pessimistic enough. As housing prices
continued to decline, it became clear that many of the mortgage loans that had
been given out during the earlier expansion were of poor quality. Many of the bor-
rowers had taken too large a loan and were increasingly unable to make mortgage
payments. And, with declining housing prices, the value of their mortgage often
exceeded the price of the house, giving them an incentive to default. This was not
the worst of it: The banks that had issued the mortgages had often bundled and
packaged them together into new securities and then sold these securities to other

stitutions.” But this is too long » banks and investors. These securities had often been repackaged into yet new se-

to write and we do not want to
go into these complications in
Chapter 1.
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curities, and so on. The result is that many banks, instead of holding the mortgages
themselves, held these securities, which were so complex that their value was
nearly impossible to assess.

This complexity and opaqueness turned a housing price decline into a major
financial crisis, a development that very few economists had anticipated. Not know-
ing the quality of the assets that other banks had on their balance sheets, banks
became very reluctant to lend to each other for fear that the bank to which they lent
might not be able to repay. Unable to borrow, and with assets of uncertain value,
many banks found themselves in trouble. On September 15, 2008, a major bank,
Lehman Brothers, went bankrupt. The effects were dramatic. Because the links be-
tween Lehman and other banks were so opaque, many other banks looked appeared

World Output Growth since 2000

2000-2007
Percent (average) 2008 2009 2010 2011* 2012*
World 3.2 1.5 -2.3 4.0 3.0 3.2
Advanced economies 2.6 0.1 -3.7 3.0 1.6 1.9
Emerging and developing economies 6.5 6.0 2.8 7.3 6.4 6.0

Output growth: Annual rate of growth of gross domestic product (GDP). *The numbers for 2011 and 2012 are
forecasts, as of the fall of 2011.

Source: World Economic Outlook database, September 2011
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at risk of going bankrupt as well. For a few weeks, it looked as if the whole financial
system might collapse.

This financial crisis quickly turned into a major economic crisis. Stock prices col-
lapsed. Figure 1-1 plots the evolution of three stock price indexes, for the United States,
for the Euro area, and for emerging economies, from the beginning of 2007 on. The
indexes are set equal to 1 in January 2007. Note how, by the end of 2008, stock prices
had lost half or more of their value from their previous peak. Note also that, despite the
fact that the crisis originated in the United States, European and emerging market stock
prices decreased by as much as their U.S. counterparts; we shall return to this later.

Hit by the decrease in housing prices and the collapse in stock prices, and wor-
ried that this might be the beginning of another Great Depression, people sharply
cut their consumption. Worried about sales and uncertain about the future, firms
sharply cut back investment. With housing prices dropping and many vacant homes
on the market, very few new homes were built. Despite strong actions by the Fed,
which cut interest rates all the way down to zero, and by the U.S. government, which
cut taxes and increased spending, demand decreased, and so did output. In the third
quarter of 2008, U.S. output growth turned negative and remained so in 2009.

One might have hoped that the crisis would remain largely contained in the
United States. As Table 1-1 and Figure 1-1 both show, this was not the case. The U.S.
crisis quickly became a world crisis. Other countries were affected through two chan-
nels. The first channel was trade. As U.S. consumers and firms cut spending, part of the
decrease fell on imports of foreign goods. Looking at it from the viewpoint of countries
exporting to the United States, their exports went down, and so, in turn, did their out-
put. The second channel was financial. U.S. banks, badly needing funds in the United
States, repatriated funds from other countries, creating problems for banks in those
countries as well. The result was not just a U.S. but a world recession. By 2009, average
growth in advanced economies was —3.7%, by far the lowest annual growth rate since
the Great Depression. Growth in emerging and developing economies remained posi-
tive but was nearly 4 percentage points lower than the 2000-2007 average.

Since then, thanks to strong monetary and fiscal policies and to the slow repair of the
financial system, most economies have turned around. As you can see from Table 1-1,
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Figure 1-1

Stock prices in the United
States, the Euro area,
and emerging economies,
2007-2010

Source: Haver Analytics USA
(S111ACD), Eurogroup (S023ACD),
all emerging markets (S200ACD),
all monthly averages)

The Great Depression saw
four years of negative output
growth from 1929 to 1932. The
unemployment rate peaked at
24.9%.
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Figure 1-2

Unemployment rates in the
United States and the Euro
area, 2000-2012

Source: World Economic Outlook
database, September 2011
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growth in both advanced countries and in emerging and developing economies turned
positive in 2010, and the forecasts are for positive but low growth for 2011 and 2012.

Emerging and developing economies have largely recovered. Their exports have
increased and foreign funds have returned. Indeed, some of these countries are start-
ing to see increasing inflation, which is an indication that they may be overheating.

In advanced countries, however, many problems remain. As shown in Figure 1-2,
both in the United States and the Euro area, unemployment increased a lot in the
crisis and remains very high. The increase in the unemployment rate in the United
States is particularly striking, increasing from 4.6% in 2007 to 9.6% in 2010, with fore-
casts implying only a slow decrease in 2011 and 2012. What is behind this persistently
high unemployment is low output growth, and behind this low growth are many fac-
tors: Housing prices are still declining, and housing investment remains very low.
Banks are still not in great shape, and bank lending is still tight. Consumers who have
seen the value of their housing and their financial wealth fall are cutting consump-
tion. And the crisis has led to serious fiscal problems. As output declined during the
crisis, so did government revenues, leading to a large increase in budget deficits.
Deficits have led in turn to a large increase in public debt over time. Countries must
now reduce their deficits, and this is proving difficult. There are serious worries that,
in some European countries, governments may not be able to adjust and may default
on their debt. This, in turn, makes economists and policy makers worry that we may
see yet another financial and economic crisis in the near future.

In short, while the worst of the crisis is probably over, it has left many problems
in its wake, which will keep macroeconomists and policy makers busy for many years
to come. We shall return to these issues in more detail at many points in the book. In
the rest of the chapter, we take a closer look at the three main economic powers of the
world: the United States, the Euro area, and China.

1-2 The United States

When economists first look at a country, the first two questions they ask are: How
big is the country, from an economic point of view? And what is its standard of
living? To answer the first, they look at output—the level of production of the
country as a whole. To answer the second, they look at output per person. The
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answers, for the United States, are given in Figure 1-3: The United States is very
large, with an output of $14.7 trillion in 2010, accounting for 23% of world output.
This makes it the largest country in the world, in economic terms. And the stand-
ard of living in the United States is very high: Output per person is $47,300. It is
not the country with the highest output per person in the world, but it is close to
the top.

When economists want to dig deeper and look at the state of health of the country,
they look at three basic variables:

B Output growth—the rate of change of output

m  The unemployment rate—the proportion of workers in the economy who are not
employed and are looking for a job

m The inflation rate—the rate at which the average price of the goods in the economy
is increasing over time

Numbers for the three variables for the U.S. economy are given in Table 1-2. To put
current numbers in perspective, the first column gives the average value of the rate
of growth of output, the unemployment rate, and the inflation rate in the United
States for the period 1980 to 1999. The next columns look at the more recent years,
giving you first average numbers for the period 2000 to 2007, and then numbers for
each year from 2008 to 2012. The numbers for 2011 and 2012 are forecasts as of the
fall of 2011.

By looking at the first two columns, you can see why, in 2007, just before the cri-
sis, economists felt good about the U.S. economy. The rate of growth of the economy
since 2000 was 2.6%, admittedly a bit lower than the previous 20-year average, but
still fairly high for an advanced country. Importantly, the average unemployment
rate since 2000 was 5.0%, substantially lower than in the previous 20 years. And infla-
tion was low, 2.8% on average since 2000, again substantially lower than it had been
in the past.
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Figure 1-3
The United States

Can you guess some of
the countries with a higher
standard of living than the
United States? Hint: Think
of oil producers and financial
centers. For the answers, go
to www.imf.org/external/pubs/
ft/weo/2011/01/weodata/weo-
selgr.aspx and look for “Gross
Domestic Product per capita, in
current prices.”
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Figure 1-4

U.S. Federal Budget
surpluses as a percent of
GDP since 1990

Source: Table B-79 Economic
Report of the President 2010.
Values for 2011 and 2012 are
estimates.
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Growth, Unemployment, and Inflation in the United States, 1980-2012

1980-1999 2000-2007
Percent (average) (average) 2008 2009 2010 2011 2012
Output growth rate 3.0 2.6 0.0 -3.5 3.0 1.5 1.8
Unemployment rate 6.5 5.0 5.8 9.3 9.6 9.1 9.0
Inflation rate 4.2 2.8 3.8 -0.3 1.7 2.9 1.2

Output growth rate: annual rate of growth of output (GDP). Unemployment rate: average over the year. Inflation rate:
annual rate of change of the price level (GDP deflator).

Source: World Economic Outlook database, September 2011

Then the crisis came, and you can see it in the numbers from 2008 onward. Output
did not grow in 2008 and declined by 3.5% in 2009. Unemployment increased dramati-
cally, to nearly 10%. Inflation declined, being slightly negative in 2009 and then staying
positive but low since then. The economy rebounded in 2010, with growth of 3%. Since
then, however, growth has decreased again, becoming so weak that unemployment is
forecast to remain high for a long time to come. Inflation is forecast to remain low.

Apart from high unemployment, perhaps the most serious macroeconomic prob-
lem facing the United States is its very large budget deficit. We now turn to it, and to
some of its implications.

Should You Worry about the United States Deficit?

Figure 1-4 shows the evolution of the U.S. federal budget surplus (a negative value
represents a deficit) since 1990. You can see that after an increase in deficits due
to the 1990-1991 recession, the rest of the decade was associated with a steady
improvement and by 1998, the budget had actually gone from deficit to surplus. The
main reasons for the steady improvement were twofold. First, strong output growth
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for most of the decade led to strong growth of government revenues. Second, rules
were devised and implemented to contain government spending, from the use of
spending caps on some categories of spending to the requirement that any new
spending program be associated with an equal increase in revenues. Once budget
surpluses appeared, however, Congress became increasingly willing to break its
own rules and allow for more spending. At the same time, the Bush administra-
tion convinced Congress to cut taxes, with the stated intent of spurring growth. The
result was a return to budget deficits. On the eve of the crisis, in 2007, the deficit
was equal to 1.7% of GDP, not very large but still a deficit. The crisis had a dramatic
effect on the deficit, which increased to 9% of GDP in 2010 and appears likely to be
even higher in 2011. The factors behind the increase are straightforward. Lower
output has led to lower government revenues. Federal revenues, which were equal
to 18.9% of GDP in 2007, had declined to 16.2% of GDP in 2010. Federal spending,
which was equal to 20.6% in 2007, had increased to 25.3% in 2010. This reflects not
only an increase in transfers, such as higher unemployment benefits, but a more
general increase in spending across the board as the government tried to counter-
act the decrease in private demand through an increase in public spending.

You may conclude that, as output recovers further and unemployment de-
creases, revenues will increase and some of the spending will be phased out. This is
indeed likely to be the case, and forecasts are for a reduction in the deficit to around
5% by the middle of the decade. A 5% deficit, however, is still too a large number
and creates a steadily increasing debt. Budget forecasts for the more distant future
are even gloomier. The U.S. population is getting older, and Social Security benefits
will increase substantially in the future. And, even more importantly, health expen-
ditures are growing very fast and, with them, spending in government programs
such as Medicare and Medicaid. So there is wide agreement that the budget deficit
must be reduced further. But there is disagreement as to both when and how.

B Some economists argue that deficit reduction should start now and proceed rapidly.
They argue that the credibility of the U.S. government is at stake, and that only a strong
reduction will convince people that the government will do what is needed to stabi-
lize the debt. Other economists argue, however, that too fast a reduction in the deficit
would be dangerous. A reduction in the deficit can be achieved by a combination of
an increase in taxes and a decrease in spending. Either one, they argue, will decrease
demand and slow down growth at a time when unemployment is still very high. Their
recommendation is thus to reduce the deficit, but to do it slowly and steadily.

B Even if there is agreement on the need for deficit reduction, there is much less
agreement on how it should be achieved. The disagreement is along political lines.
Republicans believe that it should be done primarily through decreases in spend-
ing. They suggest the elimination of a number of government programs and caps
on such programs as Medicare. Democrats believe that most existing programs are
justified, and they are more inclined to want to do the adjustment through an in-
crease in taxes. The worry, at this juncture, is that these positions are hard to rec-
oncile, and that, as a result, large deficits may continue for a long time to come.

1-3 The Euro Area

In 1957, six European countries decided to form a common European market—an eco- ] o

. . . Until a few years ago, the official
nomic zone where people and goods could move freely. Since then, 21 more countries

o o . . N name was the European Com-
have joined, bringing the total to 27. This group is now known as the European Union, iy, or EC. You may still en-
or EU for short. counter that name.
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