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Preface

The financial crisis and recession of 2007–2009 have changed how students, instructors, 
and policymakers think about the economy. The first U.S. financial crisis in 75 years  
showed the importance of the financial system, including “shadow banks,” to macroeco-
nomic theory and policy. The global nature of the crisis demonstrated that countries have 
become more connected economically and financially. In late 2012, the macroeconomic 
scene remained unsettled: The euro zone grappled with a debt crisis and austerity plans; 
growth slowed in the United States, China, and Brazil; recession returned to several 
European countries; and the U.S. Congress and president struggled to come to terms 
with a ballooning deficit. Many economists view the Great Recession and its aftermath as 
a watershed in macroeconomics second only to the Great Depression.

The events of the past few years have reinforced the views that inspired us to write the 
first edition:

	 1.	 The financial crisis makes it critical for students to receive more background on the 
financial system.

	 2.	 Short-run macroeconomic policy plays too small a role in many current texts.
	 3.	 Students will be interested in macroeconomic models when applied to understanding 

real-world events and current policies that are in today’s news headlines.

New to This Edition
We were gratified by the enthusiastic response of students and instructors who used the 
first edition. The response confirmed our view that the market needed a text that pro-
vided more coverage of the financial system and presented a modern short-run model. In 
this second edition, we retain the key approach of our first edition while making several 
changes to address feedback from instructors and students and also to reflect our own 
classroom experiences. Here is a summary of our key changes. Please see the pages that 
follow for details about these changes:

	 •	 Increased the emphasis on the open economy by adding a new early international 
chapter—Chapter 4, “The Global Financial System”—and increasing integration of in-
ternational examples in several chapters

	 •	 Streamlined, substantially revised, and reorganized the presentation of economic 
growth in two chapters: Chapter 5, “The Standard of Living over Time and Across 
Countries,” and Chapter 6, “Long-Run Economic Growth”

	 •	 Reorganized and revised the presentation of the IS–MP model, which is now covered 
in two chapters: Chapter 10, “Explaining Aggregate Demand: The IS–MP Model,” and 
Chapter 11, “The IS–MP Model: Adding Inflation and the Open Economy”

	 •	 Added 10 new Making the Connection features
	 •	 Added 46 new real-time data exercises that students can complete on MyEconLab
	 •	 Replaced or updated approximately one-half of the questions and problems at the end 

of each chapter
	 •	 Updated graphs and tables with the latest available data; added 8 new figures; and 

added 3 new tables

“The book places welcome 
emphasis on financial mar-
kets (both domestic and 
international).”

Mark Tendall,  
Stanford University

“Accessible, current, and 
relevant . . .  students will 
enjoy the balance between 
model development and 
real-world applications. I 
really enjoyed the integration 
of the financial crisis, housing 
crash, oil shock and exchange 
rates. Wonderful!”

Carlos F. Liard-Muriente, 
Central Connecticut  

State University

“It is the best textbook to use 
in an Intermediate Macro 
course that emphasizes the 
ongoing financial crisis 
and its impact on the real 
economy. The discussion of 
the sovereign debt crisis in 
Europe in the second edition 
is valuable.”

Ted Burczak,  
Denison University
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Increased the emphasis on the open economy by adding a new early international 
chapter—Chapter 4, “The Global Financial System”—and increasing integration of 
international examples in several chapters
In 2012, U.S. policymakers, firms, and investors held their breath as Europe grappled with 
a debt crisis and the possibility of recession. The reaction of the U.S. stock market was an 
indication that what was happening in Europe could potentially have a major effect on 
the U.S. economy. Because the international flows of goods and investment have grown 
so rapidly, we decided to include a new and early chapter on the global financial system: 
Chapter 4, “The Global Financial System.” The chapter provides important background 
that can help students understand some of the key policy issues facing Congress, the presi-
dent, and the Federal Reserve. We know, though, that many instructors are pressed for 
time just covering the short-run and long-run models and macroeconomic policy. So we 
wrote Chapter 4 in a way that allows instructors to skip it without loss of continuity.

This new chapter opens with a discussion of the economic performance of Brazil 
and the link between U.S. monetary policy and the value of Brazil’s currency, the real. 
The chapter explores the topics of balance of payments, advantages and disadvantages of 
different exchange rate policies, factors that determine exchange rates, and the loanable 
funds model in an open economy. A theme of the text is to aid students’ engagement by 
using each chapter’s key features to support the topic presented in the chapter opener. 
We do so in Chapter 4 with the Making the Connections “Brazilian Firms Grapple with 
an Unstable Exchange Rate” and “Greece Experiences a ‘Bank Jog,’ ” as well as a Solved 
Problem titled “Making a Financial Killing by Buying Brazilian Bonds?”

To complement the early chapter on the global financial system, we have added inter-
national examples throughout the text, including the following:

“Why Should the United States Worry About the ‘Euro Crisis’?” (Chapter 1, “The Long 
and Short of Macroeconomics”)

“Real Interest Rates and the Global Savings Glut” (Chapter 10, “Explaining Aggregate 
Demand: The IS–MP Model”)

“Will the European Financial Crisis Cause a Recession in the United States?” (Chapter 10, 
“Explaining Aggregate Demand: The IS–MP Model”)

“Did the Gold Standard Make the Great Depression Worse?” (Chapter 11, “The IS–MP 
Model: Adding Inflation and the Open Economy”)

The material on monetary policy and fiscal policy in an open economy that was cov-
ered in the first edition’s Chapter 15 is now covered in Chapter 12, “Monetary Policy in 
the Short Run,” and Chapter 13, “Fiscal Policy in the Short Run.”

Streamlined , substantially revised, and reorganized the presentation of economic growth in 
Chapter 5, “The Standard of Living over Time and Across Countries,” and Chapter 6, “Long-
Run Economic Growth”
Chapter 5, “The Standard of Living over Time and Across Countries,” provides a com-
plete discussion of how potential GDP is determined. We use the models developed in the 
chapter to explain why real GDP per capita varies across countries. The chapter provides 
a thorough enough discussion of potential GDP to allow instructors who want to em-
phasize short-run policy issues to move directly from Chapter 5 to Chapter 9 and the 
short-run chapters, while still introducing students to the basic determinants of the stan-
dard of living. Chapter 6, “Long-Run Economic Growth,” provides a concise step-by-step  
introduction to the Solow growth model and to endogenous growth models. The chapter 
explains how policy affects the growth rate of the standard of living. Both chapters 
integrate information about China, India, and other developing countries to illustrate 
applications of the models. Chapter 6 includes expanded coverage of endogenous growth 
models, including AK growth models.

“[This book] will turn stu-
dents on to macroeconomics 
by using many real-world ex-
amples from the U.S., China, 
Europe, India, and across the 
world, by integrating crucial 
features of financial markets 
and the global economy, by 
analyzing extensively the 
Great Depression and the 
recent financial crisis, and by 
using macroeconomic models 
to explain the world.”

Robert Gillette,  
University of Kentucky

“I like the inclusion of Open 
Economy Macroeconomics 
in both Chapters 5 and 6. All 
of the international Macro-
economic data comparison 
was refreshing. (Normally, 
I would have to introduce 
multiple outside sources to 
cover this material.)”

Giacomo Santangelo,  
Fordham University

“A key strength is the expla-
nation of Solow model in 
stages by introducing one 
variable at a time—such as 
capital, labor, tech change, 
depreciation, etc.”

Arun Srinivasan,  
Indiana University
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Reorganized and revised the presentation of the IS–MP model, which is now covered  
in two chapters
The IS–MP model in the first edition received a very favorable response from students and 
instructors. The model shifts the focus from the central bank’s targeting the money supply 
to the central bank’s targeting the bank lending rate. This change results in a more realistic 
and modern approach that allows students to tie what they learn in class to the discussions 
they hear on the news. Many students reading texts that use the traditional IS–LM model 
are surprised to learn that the Federal Reserve has no targets for M1 and M2 and that articles 
in the financial press rarely discuss the money supply. In the first edition, we attempted to 
cover the IS–MP model in a single rather long chapter. We now realize that a slower devel-
opment of the model across two briefer chapters will aid student understanding.

In light of feedback, we reorganized our discussion of the short-run model as 
follows:

	 •	 Chapter 9, “Business Cycles,” remains largely the same as in the first edition, but we 
added a new section that discusses the basic aggregate demand–aggregate supply  
(AD–AS) model. We added this section in response to feedback that we had not made 
sufficiently clear that IS–MP is a model of aggregate demand. With a review of aggre-
gate demand in Chapter 9, students are now better equipped to understand the discus-
sion of the IS–MP model in Chapter 10.

	 •	 Chapter 10, “Explaining Aggregate Demand: The IS–MP Model,” is devoted to build-
ing the basic model with increased discussion of the determinants of the IS curve.

	 •	 Chapter 11, “The IS–MP Model: Adding Inflation and the Open Economy,” as the title 
indicates, adds the Phillips curve and open-economy analysis to complete the discus-
sion of the short-run model.

New Making the Connection features and supporting exercises at the end of each chapter
Each chapter includes two or more Making the Connection features that provide real-
world reinforcement of key concepts. The second edition includes the following 10 new 
Making the Connections:

“Why Should the United States Worry About the ‘Euro Crisis’?” (Chapter 1, “The Long 
and Short of Macroeconomics”)

“Does the CPI Provide a Good Measure of Inflation for a Family with College Students?” 
(Chapter 2, “Measuring the Macroeconomy”)

“The Controversial World of Subprime Lending” (Chapter 3, “The U.S. Financial System”)
“Greece Experiences a ‘Bank Jog’ ” (Chapter 4, “The Global Financial System”)
“Making a Financial Killing by Buying Brazilian Bonds?” (Chapter 4, “The Global 

Financial System”)
“Brazilian Firms Grapple with an Unstable Exchange Rate” (Chapter 4, “The Global 

Financial System”)
“Should the Federal Government Invest in Green Energy?” (Chapter 6, “Long-Run 

Economic Growth”)
“How Important Is Housing in the Business Cycle?” (Chapter 9, “Business Cycles”)
“Did the 2007–2009 Recession Break Okun’s Law?” (Chapter 9, “Business Cycles”)
“Lots of Money but Not Much Inflation Following the Recession of 2007–2009” 

(Chapter 11, “The IS–MP Model: Adding Inflation and the Open Economy”)

Making the Connections retained from the first edition have been updated with the 
most recent data.

“In the discussion of endog-
enous growth in Chapter 6 
I like the detailed and very 
clear discussions of the con-
tributions played by different 
growth factors.”

Benjamin Russo, University 
of North Carolina–Charlotte

“The book approaches both 
output and growth with 
an eye on real-world open 
economy macroeconomics.”

Giacomo Santangelo,  
Fordham University

“I think the IS-MP presen-
tation is brilliant and the 
strength of the book.”

Carlos F. Liard-Muriente, 
Central Connecticut  

State University

“The fully integrated cover-
age of the IS-MP model, as 
opposed to the IS-LM model, 
strongly increases the likeli-
hood of my adopting the text. 
The IS-MP model fits the 
focus of the text of explaining 
current real world events.”

Robert Gillette,  
University of Kentucky

“I think the material is acces-
sible for students who have 
had principles of micro and 
macro.”

Frank Hefner,  
College of Charleston

“The best thing about 
[Chapter 11] is the very clear 
and clever way the Phillips 
curve is added to the model. 
Many macro texts ignore the 
PC curve model and I think 
it is absolutely necessary in 
contemporary macro models.”

Edward Stuart, Northeastern 
Illinois University
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MyEconLab is a powerful assessment and tutorial system that works hand-in-hand 
with Macroeconomics. MyEconLab includes comprehensive homework, quiz, test, and 
tutorial options, allowing instructors to manage all assessment needs in one program. Key 
innovations in the MyEconLab course for Macroeconomics, second edition, include the 
following:

	 •	 Real-time Data Analysis Exercises , marked with , allow students and instructors to 
use the absolute latest data from FRED, the online macroeconomic data bank from the 
Federal Reserve Bank of St. Louis. By completing the exercises, students become famil-
iar with a key data source, learn how to locate data, and develop skills to interpret data.

	 •	 In the eText available in MyEconLab, select figures labeled MyEconLab Real-time data allow 
students to display a popup graph updated with real-time data from FRED.

	 •	 Current News Exercises, new to this edition of the MyEconLab course, provide a 
turn-key way to assign gradable news-based exercises in MyEconLab. Every week, 
Pearson scours the news, finds a current article appropriate for the macroeconomics 
course, creates an exercise around this news article, and then automatically adds it to 
MyEconLab. Assigning and grading current news-based exercises that deal with the 
latest macro events and policy issues and has never been more convenient.

Other Changes

	 •	 New Contemporary Opening Cases
We open each chapter with a real-world example, often drawn from policy debates or 
from the business world. All chapter openers have been updated. The following six chapter 
openers are new to this edition:
	 	 “Did U.S. Monetary Policy Slow Brazil’s Growth?” (Chapter 4, “The Global Financial 

System”)
	 	 “Is the Housing Cycle the Business Cycle?” (Chapter 9, “Business Cycles”)
	 	 “Where’s the Inflation?” (Chapter 11, “The IS–MP Model: Adding Inflation and the 

Open Economy”)
	 	 “Why Didn’t the Fed Avoid the Recession of 2007–2009?” (Chapter 12, “Monetary 

Policy in the Short Run”)
	 	 “Driving Toward a ‘Fiscal Cliff ’ ” (Chapter 13, “Fiscal Policy in the Short Run”)
	 	 “Drowning in a Sea of Debt?” (Chapter 15, “Fiscal Policy and the Government Budget 

in the Long Run”)

	 •	 New Solved Problems
Each chapter includes one or more Solved Problems that provide students with step- 
by-step guidance in applying concepts and theories to problems. Students can complete 
related Solved Problems on MyEconLab and receive tutorial help. This edition includes the 
following new Solved Problems:
	 	 Solved Problem 5.2, “Calculating the Marginal Product of Labor and the Marginal Prod-

uct of Capital” (Chapter 5, “The Standard of Living over Time and Across Countries”)
	 	 Solved Problem 8.1, “Why Don’t People Work as Much as They Did Decades Ago?” 

(Chapter 8, “The Labor Market”)
	 	 Solved Problem 10.1, “Calculating Equilibrium Real GDP” (Chapter 10, “Explaining 

Aggregate Demand: The IS–MP Model”)
	 •	 New figures and new tables

We have updated figures and tables using the most recent data, simplified several figures, 
cut complex or repetitive figures, and added the following new figures and tables:

“I appreciate the use of 
“Data Exercises.” Seeing as 
how Macroanalysis is based 
so much in “Data Science,” 
I feel that any opportunity 
that students have to deal 
with real-world data is a 
benefit to them.”

Giacomo Santangelo,  
Fordham University

MyEconLab  
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		  Figure 1.3, The Aging of the Population
		  Figure 2.3, Movements in Real GDP and Real GDI, 2005–2012
		  Figure 3.3, The Feedback Loop During a Bank Panic
		  Figure 4.2, Financial Flows as a Percentage of GDP, 1970–2007
		  Figure 4.3, The Trade-Weighted Exchange Rate of the U.S. Dollar Against an Index of 

Major Currencies, 1973–2012
		  Figure 4.7, Determining the Real Interest Rate in a Small Open Economy
		  Table 4.2, Advantages and Disadvantages of Various Exchange Rate Policies
		  Table 6.1, An Example of Transition to the Steady State
		  Table 9.3, Multiplier Estimate for the United States
		  Figure 10.12, Deriving the Aggregate Demand Curve
		  Figure 10.13, An Expansionary Monetary Policy

	 •	 Finally, we have gone over the text literally line-by-line, tightening the discussion, re-
writing any unclear points, and making many other small changes. We are grateful to 
the students and instructors who made suggestions for improvements in the previous 
edition. We have done our best to incorporate as many of the suggestions as possible.

Our Approach to Intermediate Macroeconomics
There was a time when it seemed self-evident that policy should be the focus of a course 
in intermediate macroeconomics. The extraordinary macroeconomic events surrounding 
the Great Depression, World War II, and the immediate postwar era naturally focused 
the attention of economists on short-run policy measures. But by the 1970s, the conven-
tional Keynesian–neoclassical synthesis of Samuelson, Hansen, and Hicks had come to 
seem inadequate to many economists. To summarize briefly the complicated evolution of 
macroeconomic theory during those years, conventional macroeconomics was seen as be-
ing inadequately grounded in microeconomic foundations and as being too neglectful of 
long-run considerations.

Although macroeconomic theory evolved rapidly during the 1970s and 1980s, inter-
mediate macroeconomic textbooks largely remained unchanged. Only in the 1990s did the 
first generation of modern intermediate textbooks appear. These new texts dramatically 
refocused the intermediate course. The result was a welcome emphasis on the long run 
and on microfoundations. The Solow growth model, rather than the Keynesian IS–LM 
model, became the linchpin of these texts.

While in many ways we agree with the focus on the long run and on microfounda-
tions, we have found ourselves in our own courses increasingly obliged to supplement ex-
isting texts with additional material. Our aim is certainly not to revolutionize the teaching 
of the intermediate macroeconomics course. Rather, we would like to shift its emphasis. 
We elaborate on our approach in the next sections.

A Modern Short-Run Model That Is Appropriate for the Intermediate 
Course (Chapters 10–13)
In the texts of the 1980s and earlier, the IS–LM model held center stage. The IS–LM model 
provided a useful way for instructors to present the major points of the Keynesian model 
of how short-run GDP is determined. Investigating the slopes of the IS and LM curves 
gave students some insights into the policy debates of the 1960s and early 1970s. In 2013, 
the IS–LM model has two obvious pedagogical shortcomings:

	 •	 The Keynesians versus Monetarists debates, while substantively important, are now a 
part of the history of macroeconomics.

	 •	 The assumption of a constant money supply used in constructing the LM curve no 
longer correctly describes the policy approach of the Fed or the central banks of other 

“After developing the theory 
(i.e., the IS–LM–MP model), 
they used the model to analyze 
the 2007–09 recession. . . . 
I really like this approach. 
And students? Well, they 
don’t like it, they love it . . . 
when we apply theory to the 
checkerboard of real life.”

William Hart,  
Miami University

“IS–MP is a major  
innovation.”

James Butkiewicz,  
University of Delaware

“I absolutely love the IS–MP 
model, I think it is more 
realistic and has been a 
long time coming. Morphs 
the theory in well with the 
graphs that are shown. Clear, 
and I love the tables like 
Table 10.2.”

Nate Perry, 
Mesa State College
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developed countries. When central banks target interest rates rather than the money 
stock, the LM curve is no longer as useful as it once was in discussing monetary policy.

We do believe that the IS curve story provides a good account of the sources of fluc-
tuations in real GDP in the short run, when prices are fixed. But, because the Fed targets 
interest rates rather than the money stock, we substitute a monetary policy, MP, curve for 
the LM curve. The result is similar to the IS–MP model first suggested by David Romer. 
We cover the IS–MP model in Chapter 10, “Explaining Aggregate Demand: The IS–MP 
Model,” and Chapter 11, “The IS–MP Model: Adding Inflation and the Open Economy.” 
We include a full appendix on the IS–LM model at the end of Chapter 11 for those who wish 
to cover that model. We use the IS–MP model to analyze monetary policy in Chapter 12,  
“Monetary Policy in the Short Run,” and fiscal policy in the short run in Chapter 13, 
“Fiscal Policy in the Short Run.”

Significant Coverage of Financial Markets, Beginning with Chapter 3
One of the most fundamental observations about conventional monetary policy is that, 
while the Fed has substantial influence over short-term effect interest rates, long-term real 
interest rates have a much larger effect on the spending decisions of households and firms. 
To understand the link between nominal short-term rates and real long-term rates, stu-
dents need to be introduced to the role of expectations and the term structure of interest 
rates. We provide a careful, but concise, discussion of the term structure in Chapter 3, “The 
U.S. Financial System,” and follow up this discussion in Chapter 10, “Explaining Aggregate 
Demand: The IS–MP Model,” Chapter 11, “IS–MP Model: Adding Inflation and the Open 
Economy,” and Chapter 12, “Monetary Policy in the Short Run,” by analyzing why the Fed’s 
interest rate targeting may sometimes fail to attain its goals.

The conventional story of a central bank’s targeting interest rates or monetary aggregates 
is told in terms of the commercial banking system, so an overview of commercial banks is 
included in all texts. The explosion in securitization in the past 20 years has caused tremen-
dous changes in the financial system and, recently, in Fed policy. Although securitization 
has been an important part of the financial system for years, its significance for Fed policy 
only became clear with the problems in the markets for mortgage-backed securities that 
developed during 2007. We provide an overview of securitization in Chapter 3, including a 
discussion of the increased importance of investment banks and other financial firms that 
are part of the “shadow banking system.” Interest rate targeting is simply no longer the be-
all and end-all of Fed policy. The events of 2008 have made it clear that an exclusive focus on 
commercial banks provides too narrow an overview of the financial system.

Early Discussion of Long-Run Growth (Chapters 5 and 6)
Students need to be able to distinguish the macroeconomic forest—long-run growth—from 
the macroeconomic trees—short-run fluctuations in real GDP, employment, and inflation. 
Because many macroeconomic principles texts put a heavy emphasis on the short run, many 
students enter the intermediate macro course thinking that macroeconomics is exclusively 
concerned with short-run fluctuations. The extraordinary success of the market system in 
raising the standard of living of the average person in the United States and the other high-
income economies comes as surprising news to many students. Students know where we 
are today, but the economic explanation of how we got here is unfamiliar to many of them.

In addition, we believe that it makes sense for students to first understand both a basic 
model of long-run growth and the determination of GDP in a flexible-price model before 
moving on to the discussion of short-run fluctuations and short-run policy. In Chapter 5, 
“The Standard of Living over Time and Across Countries,” we show the determination of 
GDP in a classical model and also discuss the difference between flexible price models and 
fixed price models.

“Integrating finance, as 
opposed to having only 
a separate chapter, is a 
strength.”

John Dalton,  
Wake Forest University

“I’m really glad to see 
financial markets given more 
coverage in Chapter 3 and 
throughout the book—this is 
one of its best features.”

David Gulley,  
Bentley College

“VERY relevant material 
and also missing from many 
other books (or at least the 
one I use).”

John Brock,  
University of Colorado

“Excellent discussions of 
potential GDP and aggre-
gate production function 
[in Chapter 5].”

Satyajit Ghosh,  
University of Scranton

“The authors are very me-
thodical in their presentation 
of the model and derivation 
of the equations [Chapter 6].  
Also, I feel the material is 
well explained. Other books 
I’ve read don’t do a good 
job of contextualizing the 
importance of long-run 
growth and the relevance of 
the various determinants of 
growth. I think this chapter 
does a pretty remarkable job 
of that. Especially good is the 
progression through the vari-
ous components of the Solow 
model before it finally arrives 
at technology—a fine job.”

Douglas Campbell,  
University of Memphis
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Modern Federal Reserve Policy and Its Broadened Emphasis Beyond 
Interest Rate Targeting
The developments of 2007–2009 have demonstrated that the Fed has moved beyond the 
focus on interest rate targeting that had dominated policy since the early 1980s. To un-
derstand the broader reach of Fed policy, students need to be introduced to material—in 
particular, the increased importance of investment banking and role of securitization in 
modern financial markets—that is largely missing from competing texts. In addition, re-
cent Fed policy initiatives require more discussion of issues of moral hazard. While these 
discussions are common in money and banking texts, they have been largely ignored in 
intermediate macro texts. We cover these topics in Chapter 7, “Money and Inflation,” 
Chapter 12, “Monetary Policy in the Short Run,” and Chapter 14, “Aggregate Demand, 
Aggregate Supply, and Monetary Policy.”

Fourteen Core Chapters
This text consists of 14 core chapters and 2 “extension” chapters. Many instructors sub-
scribe to the idea that fewer topics covered well is better than many topics covered su-
perficially. We achieve brevity in two ways: First, we ignore almost entirely the “dueling 
schools of thought” approach. We do this for several reasons: Although this approach at 
one time provided a useful way of organizing textbooks, it no longer represents well the 
actual views of the profession. Emphasizing differences among economists obscures for 
students the broad areas of macroeconomics on which a professional consensus exists. 
Finally, most students find detailed discussions of disagreements among economists to be 
dull and unhelpful in understanding today’s policy issues.

Our second key to achieving brevity in the core presentation is to push all nonessential 
topics to a separate Part 4, “Extensions,” at the end of the text. While the topics covered in 
Part 4—long-run fiscal challenges (Chapter 15, “Fiscal Policy and the Government Budget 
in the Long Run”) and the microfoundations of consumption and investment decisions 
(Chapter 16, “Consumption and Investment”)—are important (and we typically cover 
many of them in our own courses), they are not essential to the basic macroeconomic 
story. In our view, it is better for instructors to present students with the key ideas in a 
relatively brief way with minimum distractions and then consider additional material dur-
ing the last few weeks of the course when students have mastered the key ideas.

Flexible Chapter Organization
We have written the text to provide instructors with considerable flexibility. Instructors 
who wish to emphasize the short run can begin by covering Chapters 1–4 (Part 1, “Intro-
duction”), and then jump to Chapters 9–13 (Part 3, “Macroeconomics in the Short Run: 
Theory and Policy”), before covering Chapters 5–8 (Part 2, “Macroeconomics in the Long 
Run: Economic Growth”). We have arranged content so that nothing in Chapters 9–13 
requires knowledge of the discussion in Chapters 5–8.

Instructors wishing to omit the Solow model of long-run growth can skip Chapters 5 
and 6 without loss of continuity.

Special Features
We have developed a number of special features. Some are similar to the features that have 
proven popular and effective aids to learning in the Hubbard and O’Brien Economics text-
book and the Hubbard and O’Brien Money, Banking, and the Financial System textbook, 
while others were developed specifically for this book.

“I like the long-run-first 
arrangement. I appreciate 
the ‘extensions’ at the end; do 
them as time permits in the 
term. The inclusion of  
IS–LM as an appendix 
alongside the more current 
IS–MP model is an excellent 
idea. I like the relatively 
limited number of chapters, 
it’s less daunting to students.”

Christopher Burkart,  
University of West Florida

“I like it. It is good to have 
the financial system early in 
the book. I always struggle 
teaching that section since  
I find it very important for the 
development of the course.”

Luisa Blanco,  
Pepperdine University

“I like the use of the “Key 
Issue and Question.” I feel 
that it is an important tool to 
keep the student’s focus.  
I find that having a unifying 
question that runs through 
the chapter exposes the 
students to a level of critical 
thinking that will benefit 
them and that they may not 
normally be accustomed to.”

Giacomo Santangelo,  
Fordham University
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C h a p t e r

Explaining Aggregate 
Demand: The IS–MP Model

10

Learning Objectives
After studying this chapter, you should be able to:

 10.1 Explain how the IS curve represents the 
 relationship between the real interest rate and 
aggregate expenditure (pages 334–346)

 10.2 Use the monetary policy, MP, curve to show how 
the interest rate set by the central bank helps to 
determine the output gap (pages 346–353)

 10.3 Use the IS–MP model to understand why real 
GDP fluctuates (pages 353–363)

 10.A Appendix: Use the IS–LM model to illustrate 
macroeconomic equilibrium (pages 370–379)

Fear of Falling (into a Recession)
By late 2012, the U.S. economy was three years into a 
recovery from the severe recession of 2007–2009. But 
the recovery was relatively weak, with real GDP still 
more than 5% below potential GDP and the unemploy-
ment rate just below 8%. Even with U.S. GDP still far 
from potential GDP, some economists and policymak-
ers feared that a new recession might soon begin. Here 
are three headlines from articles that  appeared in the 
Wall Street Journal during this time:

“CBO Sees 2013 Recession Risk”
“Recession, Recession, Everywhere”
“Will World Doom Drag U.S. Back into Recession?”

Policymakers and economists feared that the U.S. 
economy might fall into recession for two reasons: First, 

it seemed possible that the federal government would 
sharply raise taxes and cut spending in 2013. Second, 
economic problems in Europe could affect the U.S. 
economy. Why, though, would higher taxes, reduced 
government spending, or problems in Europe lead to 
a recession in the United States? Based on our discus-
sion of long-run growth, we can conclude that changes 
in taxes or government spending will affect the mix of 
goods and services produced, but will leave the level of 
total production or potential GDP unaffected. Similarly, 
if economic problems cause Europeans to buy fewer 
U.S. goods and services, then in the long run households 
in the United States will buy more U.S.-produced goods 
and services, once again leaving total production and 
potential GDP unaffected.

Continued on next page 

Key Issue and Question
Issue: The U.S. economy has experienced 11 recessions since the end of World War II.

Question: What explains the business cycle?

Answered on page 364
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Key Issue-and-Question Approach
To provide a roadmap for the book, we use an issue–
question framework that shows why learning macro-
economics gives students the tools they need to analyze 

intelligently some of the important issues 
of our time. See pages 20–21 of Chapter 1, 
“The Long and Short of Macroeconom-
ics,” for a complete list of the 15 issues 
and questions. We start each subsequent 
chapter with a key issue and key question 
and end each of those chapters by using 
the concepts introduced in the chapter to 
answer the question.

Contemporary Opening Cases
A common complaint among students is that economics is too dry and abstract. At 
the intermediate level, students will inevitably have to learn a greater amount of model 
building and algebra than they encountered in their principles course. Nevertheless, a 
real-world approach can keep students interested. We open each chapter with a real-world 
example—drawn from either policy issues in the news or the business world—to help 
students begin the chapter with a greater understanding that the material to be covered is 
directly relevant. We revisit the example within the chapter to reinforce the link between 
macroeconomics and the real world.

176

Long-Run Economic  
Growth

C h a p t e r 6

Learning Objectives
After studying this chapter, you should be able to:

 6.1 Understand the effect of capital accumulation 
on labor productivity (pages 177–186)

 6.2 Understand the effect of labor force growth 
on labor productivity (pages 186–190)

 6.3 Understand the effect of technological change 
on labor productivity and the standard of 
 living (pages 190–193)

 6.4 Explain balanced growth, convergence, and 
long-run equilibrium (pages 193–197)

 6.5 Explain the determinants of technological 
change using the endogenous growth model 
(pages 197–206)

 6.A Appendix: Discuss the contributions of capital, 
labor, and efficiency to the growth rate of real 
GDP (pages 212–215)

The Surprising Economic Rise of India
When you have a computer problem and need  technical 
support, the person who takes your call may well be in 
India. This is one indication of how Indian  information 
technology firms have been expanding relative to 
 U.S.-based firms. The largest steel company in the 
world, ArcelorMittal, although now headquartered in 
 Luxembourg, was founded in India by the Mittal family. 
In 2012, Forbes magazine listed Lakshmi Mittal,  
ArcelorMittal’s chairman and CEO, as the twenty-first-
richest person in the world. The nineteenth-richest is 
Mukesh  Ambani, the CEO of Reliance Industries, an 
oil firm, based in Mumbai, India. Tata Motors, India’s 
largest automobile company, made headlines when 
it introduced the Nano car, which it sold in India for 

only $2,200. Tata also owns Jaguar and Land Rover. 
 Increasingly, U.S. consumers find themselves buying 
 Indian goods and services, and U.S. firms find themselves 
competing against Indian firms.

The rapid economic rise of India surprised people 
in many countries, including the United States. In  
1950, India was desperately poor. India’s real GDP per 
capita in 1950 was less than $1,000 measured in 2012 
dollars, or less than 7% of 1950 U.S. real GDP per cap-
ita. Twenty-five years later, India had fallen even further 
behind the United States, with GDP per capita only 
5.5% of U.S. GDP per capita. Recent years tell a much 
different story. Between 1993 and 2011, real GDP per 
capita in India grew at an average annual rate of 5.5%, 

Continued on next page 

Key Issue and Question
Issue: Real GDP has increased substantially over time in the United States and other developed countries.

Question: What are the main factors that determine the growth rate of real GDP per capita?

Answered on page 206
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Visit www.myeconlab.com to complete these exercises online and get instant  
feedback. Exercises that update with real-time data are marked with    .

MyEconLab

The Solow Growth Model
Understand the effect of capital accumulation on labor productivity.

 6.1

Answering the Key Question
Continued from page 176 

At the beginning of this chapter, we asked:

“What are the main factors that determine the growth rate of real GDP per capita?”

In this chapter, we saw that the long-run growth rate is determined by technological change. If we use a broader 
definition of capital to include human capital and knowledge, then a higher saving rate could lead to faster long-
term growth. In addition, policies that result in more resources being devoted to the production of new ideas 
and technology or that make researchers more productive may also increase the long-run growth rate. However, 
it is difficult for the government to identify which types of capital goods or technologies will be the most produc-
tive so it is difficult for the government to design policies that will increase the long-run rate of growth.

Key terms and problems
Key Terms

Balanced growth, p. 193
Depreciation rate, p. 179
Endogenous growth theory, p. 198

Human capital, p. 198
Labor-augmenting technological 

change, p. 190

Solow growth model, p. 177
Steady state, p. 180

Review Questions

 1.1 What does it mean to say that an economy is 
“accumulating capital”? Why does the mar-
ginal product of capital decrease as capital is 
accumulated?

 1.2 What is the difference between a stock variable 
and a flow variable?

 1.3 What is depreciation? Explain what  happens 
to the depreciation line when the rate of 
 depreciation increases and when it decreases.

Problems and Applications

 1.4 [Related to the Macro Data feature on page 185] 
An article in the Economist argues, “As China’s 
capital accumulates, its population ages and its 
villages empty, saving will grow less abundant 
and good investment opportunities will become 
scarcer.”

a. Why might an aging population lead to a 
lower saving rate? Why might China’s saving 
rate fall as it accumulates more capital?

b. Discuss the likely consequences of these 
trends for China’s steady-state value of real 
GDP per capita.

Source: “Beyond Growth,” Economist, May 26, 2012.

 1.5 Use a graph to show the effect of an increase in 
the depreciation rate on the steady-state level of 
the capital–labor ratio and level of real GDP per 
worker.

 1.6 Suppose that the production function for an 
economy is given by y = k1>4. The depreciation 
rate is 10%, and the saving rate is 20%.
a. Find the steady-state capital–labor ratio for 

this economy.
b. Find the steady-state real GDP per worker for 

this economy.
c. Find the steady-state levels of investment per 

worker and consumption per worker. 

M06_HUBB2794_02_SE_C06.indd   206 05/11/12   4:09 PM

“[This book] is very closely 
related to the current issues 
and real world. Students 
should enjoy reading those 
examples and stories.”

Liaoliao Li, 
 Kutztown University

“Engages students in macroe-
conomics with interesting real-
life examples and questions.”

Fabio Mendez,  
University of Arkansas
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C h a p t e r

Explaining Aggregate 
Demand: The IS–MP Model

10

Learning Objectives
After studying this chapter, you should be able to:

 10.1 Explain how the IS curve represents the 
 relationship between the real interest rate and 
aggregate expenditure (pages 334–346)

 10.2 Use the monetary policy, MP, curve to show how 
the interest rate set by the central bank helps to 
determine the output gap (pages 346–353)

 10.3 Use the IS–MP model to understand why real 
GDP fluctuates (pages 353–363)

 10.A Appendix: Use the IS–LM model to illustrate 
macroeconomic equilibrium (pages 370–379)

Fear of Falling (into a Recession)
By late 2012, the U.S. economy was three years into a 
recovery from the severe recession of 2007–2009. But 
the recovery was relatively weak, with real GDP still 
more than 5% below potential GDP and the unemploy-
ment rate just below 8%. Even with U.S. GDP still far 
from potential GDP, some economists and policymak-
ers feared that a new recession might soon begin. Here 
are three headlines from articles that  appeared in the 
Wall Street Journal during this time:

“CBO Sees 2013 Recession Risk”
“Recession, Recession, Everywhere”
“Will World Doom Drag U.S. Back into Recession?”

Policymakers and economists feared that the U.S. 
economy might fall into recession for two reasons: First, 

it seemed possible that the federal government would 
sharply raise taxes and cut spending in 2013. Second, 
economic problems in Europe could affect the U.S. 
economy. Why, though, would higher taxes, reduced 
government spending, or problems in Europe lead to 
a recession in the United States? Based on our discus-
sion of long-run growth, we can conclude that changes 
in taxes or government spending will affect the mix of 
goods and services produced, but will leave the level of 
total production or potential GDP unaffected. Similarly, 
if economic problems cause Europeans to buy fewer 
U.S. goods and services, then in the long run households 
in the United States will buy more U.S.-produced goods 
and services, once again leaving total production and 
potential GDP unaffected.

Continued on next page 

Key Issue and Question
Issue: The U.S. economy has experienced 11 recessions since the end of World War II.

Question: What explains the business cycle?

Answered on page 364
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Solved Problem Feature
Including solved problems in the text of each chapter may have been the most popular 
pedagogical innovation in the Hubbard and O’Brien Economics text, now in its fourth 
edition, and the Hubbard and O’Brien Money, Banking, and the Financial System text, 
now in its second edition. Students have fully learned the concepts and theories only when 
they are capable of applying them in solving problems. Certainly, most instructors expect 
students to solve problems on examinations. Our Solved Problems highlight one or two 
important concepts in each chapter and provide students with step-by-step guidance in 
solving them. Each Solved Problem is reinforced by a related problem at the end of the 
chapter. Students can complete related Solved Problems on MyEconLab and receive tuto-
rial help. Here are examples of the Solved Problems in the book:

	 •	 Solved Problem 2.2A, “Calculating Real GDP” (Chapter 2, “Measuring the Macroeconomy”)
	 •	 Solved Problem 8.3, “How Many Jobs Does the U.S. Economy Create Every Month?” 

(Chapter 8, “The Labor Market”)
	 •	 Solved Problem 11.1, “Fed Policy to Keep Inflation from Increasing” (Chapter 11, 

“The IS–MP Model: Adding Inflation and the Open Economy”)

“The step-by-step approach 
to the problem is very clear 
and makes the material 
digestible to the students by 
breaking it down. The tie-in 
to end-of-chapter exercises 
is excellent. The student can 
very quickly see where to go 
for more practice.”
Francis Mummery, California 

State University, Fullerton

“I appreciate the connection 
between the solved problem 
and one of the end-of-
chapter problems—this is 
an excellent idea. Breaking 
the problem down into small 
steps seems like a good way 
to lead students through 
and develop good problem-
solving habits.”

Christopher Burkart,  
University of West Florida

267 The Labor Market

Solved Problem 8.1

Why Don’t people Work as Much as they Did Decades ago?
In the early twentieth century, it was common for some-
one to work 48 to 50 hour per week. Steel workers at 
some firms worked 12-hour days into the 1920s. Today,  
40 hours is the typical workweek, and more  people rou-
tinely work less than 40 hours than work more. What 
explains the decline? One clue comes from the work of 
Douglas Holtz-Eakin of the American Action Forum, 
David Joulfaian of the U.S. Treasury Department, and 
Harvey Rosen of  Princeton University. They examined 
the effect of inheritances on  labor supply decisions 
in the United States. They found that the larger the 
 inheritance, the more likely the  recipient was to reduce 

his or her labor supply. The likely  explanation is that 
 individuals who receive large  inheritances can use those 
funds to purchase goods and services, thereby reducing 
the need to work as many hours. Their result applies to 
individuals but also raises the issue of the effect on the 
aggregate labor market as a country becomes wealthier. 
From 1950 to 2011, total household wealth in the United 
States increased from $7 trillion to $52 trillion, meas-
ured in 2005 dollars. Predict the effect this increase in 
wealth had on the equilibrium real wage and the level of 
employment. Use a graph to support your answer.

assembling carriages and wagons pulled by horses.  Similarly, most workers employed 
assembling and repairing typewriters eventually lost their jobs  following the introduc-
tion of personal computers. So, while the analysis in Figure 8.6  allows us to conclude 
that the real wage in the aggregate labor market will increase  following  technological 
change, in the markets for some jobs, the real wage may fall.
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3. ... employment
increases from
L1* to L2*.

1. New technology makes workers
more productive, causing the labor
demand curve to shift to the right,
from D1 to D2, so ...

 2. ... the real wage
increases from
w1* to w2* and ...
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Figure 8.6 the effect of technology on Labor Market equilibrium

When new technology makes workers more productive, the marginal 
product of labor increases, so the labor demand curve shifts to the right, 

from D1 to D2. As a result, the real wage increases to w*
2, and the quantity 

of labor increases to L*
2.
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Making the Connection Feature
Each chapter includes two to four Making 
the Connection features that present real-
world reinforcement of key concepts and 
help students learn how to interpret what 
they read on the Web and in newspapers. 
Most Making the Connection features use 
relevant, stimulating, and provocative 
news stories, many focused on pressing 
policy issues. Here are some examples:

	 •	 “Comparing Research and Develop-
ment Spending and Labor Productiv-
ity in China and the United States” 
(Chapter 5, “The Standard of Living 
over Time and Across Countries”)

	 •	 “What Explains Recent Economic 
Growth in India?” (Chapter 6, “Long-
Run Economic Growth”)

268 CHApTER 8 • The Labor Market

Solving the problem
Step 1 Review the chapter material. This problem is about determining the effect of 

an increase in wealth on the aggregate labor market, so you may want to review 
the section “Equilibrium in the Labor Market,” which begins on page 266.

Step 2 Draw a graph that shows the effect of the increase in wealth on the labor 
demand and labor supply curves. The labor demand curve shows the relation-
ship between the real wage and the quantity of labor that firms want to hire, 
holding capital, technology, and the level of efficiency constant. The increase 
in wealth should not affect the marginal product of labor, so the labor demand 
curve should not shift. The labor supply curve will shift, however. When wealth 
increases, individuals can purchase the same quantity of goods and services that 
they currently buy while working fewer hours. So, we would expect individuals 
to reduce the quantity of labor supplied at each real wage, which you should 
show on your graph as the labor supply curve shifting to the left, from S1 to S2.
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Step 3 Use your graph to explain the effect on the real wage and quantity of  labor. 
The graph shows that at the original real wage of w1, a shortage of labor  exists 
because the quantity of labor supplied is L3, and the quantity of labor  demanded 
is L1. As a result, the equilibrium real wage will rise, while the equilibrium 
quantity of labor will decrease, from L1 to L2.

Over the years, people in high-income countries such as France, Germany, 
and the United States have spent fewer hours working and more time in leisure. 
This Solved Problem helps explain why: As wealth has increased,  individuals have 
used the increase in wealth to “purchase” more leisure time, thereby  decreasing the 
number of hours spent working.

Source: Douglas Holtz-Eakin, David Joulfaian, and Harvey Rosen, “The Carnegie Conjecture: Some 
 Empirical Evidence,”Quarterly Journal of Economics, Vol. 108, No. 2, May 1993, pp. 413–435.

See related problem 1.4 at the end of the chapter.
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End-of-Chapter Problems Written Around the Award-Winning  
MyEconLab and Grouped by Learning Objective
Each chapter ends with a Key Terms list, Review Questions, Problems and Applications, and 
Data Exercises. The problems are written to be fully compatible with MyEconLab, an online 
course management, testing, and tutorial resource. Using MyEconLab, students can com-
plete select end-of-chapter problems online, get tutorial help, and receive instant feedback 
and assistance on the exercises they answer incorrectly. Instructors can access sample tests, 

•   �“Will the European Financial Crisis Cause a Recession 
in the United States?” (Chapter 10, “Explaining Ag-
gregate Demand: The IS-MP Model”)

•	� “Lots of Money but Not Much Inflation Following the 
Recession of 2007–2009” (Chapter 11, “The IS-MP 
Model: Adding Inflation and the Open Economy”)

Macro Data Feature
Most chapters include a Macro Data feature that explains 
the sources of macroeconomic data and often cites re-
cent studies using data. This feature helps students apply 
data to a recent event. An exercise related to each feature 
appears at the end of the chapter so instructors can test 
students’ understanding.

420 CHAPTER 12 • Monetary Policy in the Short Run 

discount loans is called the discount rate. Because the Federal Reserve provides  discount 
loans to banks in the form of increases in the banks’ reserves, an increase in the quantity of 
discount loans from the Fed to banks will increase the monetary base (currency plus bank 
reserves),  unless the Fed offsets the effect through another policy action. All else held con-
stant, an increase in the monetary base will cause an increase in the money supply.

Discount loans can provide liquidity to troubled financial institutions. However, be-
cause the discount rate is set above the federal funds rate, only banks that are unable to 
borrow from other banks use them. As a result, in normal times, the volume of discount 
loans is very low. For example, between January 2000 and July 2007—the month before 
the financial crisis began—the volume of discount loans averaged just $219  million per 
month, while total bank reserves averaged $42.8 billion.

reserve requirements
The Federal Reserve requires that banks hold a certain percentage of their checking 
 account deposits as either vault cash—currency held in the bank—or as deposits with 
the Fed. Banks that have reserves above the required levels are free to loan them to 
households and firms or invest them in Treasury bills or other securities.3 Because these 

Discount rate The 
interest  rate that the 
Federal   Reserve charges on 
 discount loans.

The FOMC conducts monetary policy by setting a target 
for the federal funds rate. The Open Market Trading 
Desk at the New York Federal Reserve Bank then carries 
out open market operations each morning to keep the 
federal funds rate close to the target rate. Although the 
Federal Reserve controls the supply of bank reserves, 
the federal funds rate is a market interest rate that is 
 determined by both demand and supply. Fluctuations 
in the demand for bank reserves may cause the federal 
funds rate in the market to deviate from the target 
 federal funds rate. The figure in the next column shows 
the  relationship between the target federal funds rate 
set by the Federal Reserve and the federal funds rate 
in the market, using daily data from 1986 to 2012. The 
 figure shows that the Federal Reserve has generally 
been  successful at keeping the market rate close to the 
target rate. The Fed can offset fluctuations in the de-
mand for reserves by changing the supply of reserves.

Beginning in September 2008, as the financial crisis 
deepened, the federal funds rate persistently fell below 
the target rate as the Federal Reserve injected reserves 
into the banking system. For example, the target federal 
funds rate was 2.0% on October 2, but the effective 

federal funds rate in the market was just 0.7%. This 
unusual situation reflected the Fed’s desire to increase 
reserves as much as required to help deal with the finan-
cial crisis, even if the result was to miss its federal funds 
rate target. In December 2008, the Fed temporarily 
abandoned having a single target for the federal funds 
rate in favor of a target range between 0.00% and 
0.25%. The actual federal funds rate has remained in 
the target range every week through  September 2012.

See related problem D12.1 at the end of the chapter

Macro Data: Does the Federal Reserve Hit Its Federal Funds  
Rate Target?
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3U.S. law prohibits commercial banks from owning stock of non-financial firms.

MyEconLab Real-time data

Source: Board of Governors of the Federal Reserve System.
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Graphs and Summary Tables
We use four devices to help students read and interpret graphs:

	1.	 Detailed captions
	2.	 Boxed notes
	3.	 Color-coded curves
	4.	 Summary tables with graphs

355 Equilibrium in the IS–MP Model

 consumption. Many economists believe that declining consumer confidence contributed 
to the 1990–1991 recession. Iraq invaded Kuwait on August 1990. Fears that the invasion 
would lead to sharply higher gasoline prices helped push the University of Michigan’s 
Index of Consumer Sentiment down from 88.2 during July 1990 to 63.9 during October 
1990. The decrease in consumer sentiment contributed to the 3.1% decrease in consump-
tion spending during the fourth quarter of 1990, which helped cause the recession.

Figure 10.10 shows the effect of the decrease in consumer confidence using the  
IS–MP model. Initially, equilibrium is at point A, with real GDP equal to potential GDP, 
so Y∼1 = 0. As households reduce consumption, the IS curve shifts to the left, from IS1 
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Figure 10.9

equilibrium in the IS–Mp Model
The economy is in equilibrium where the MP and IS curves intersect 
at point A, with real GDP equal to potential GDP, so the output gap 
equals 0.

Figure 10.10 

a Negative Demand Shock and equilibrium 
real GDp
A negative demand shock shifts the IS curve to the left, from 
IS1 to IS2. If the Fed keeps the real interest rate constant, the 
output gap becomes negative and equilibrium moves from 
point A to point B.

1. The IS curve shifts
to the left, from IS1
to IS2, so …

2. … the output
gap becomes
negative.
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Table 10.3 Summary of the IS–Mp Model

the following change … causes … Graph of the effect …

a positive demand shock aggregate expenditure to 
increase at every interest rate.

r

IS2
IS1

MP

Y
~

an increase in the target 
federal funds rate  
(i increases)

the long-term real interest 
rate to increase and 
aggregate expenditure  
to decrease.

IS

r

Y
~

MP1

MP2

an increase in the short-
term interest rate investors 
expect in the future  
(TSE increases)

the long-term real interest 
rate to increase and 
aggregate expenditure  
to decrease.

IS

r

Y
~

MP1

MP2

an increase in the term 
premium investors require 
on long-term bonds  
(TSE increases)

the long-term real interest 
rate to increase and 
aggregate expenditure  
to decrease.

IS

r

Y
~

MP1

MP2

an increase in the   
default-risk premium  
(DP increases)

the long-term real interest 
rate to increase and 
aggregate expenditure  
to decrease.

IS

r

Y
~

MP1

MP2

an increase in the 
expected inflation rate  
(pe increases)

the long-term real interest 
rate to decrease and 
aggregate expenditure  
to increase.

IS

r

Y
~

MP2

MP1
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“I like that this book asks 
students to interpret quotes 
from policymakers, speeches 
and from newspaper articles.”

George Hall,  
Brandeis University
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“There are lots of questions 
and problems for each 
section and some good data 
problems also.”

Soma Ghosh, 
Albright College

“Organizing the problems by 
topic is a wonderful idea that 
will help both instructors and 
students.”

Kevin Sylwester,  
Southern Illinois University

study plan exercises, tutorial resources, and an online Gradebook to keep track of student 
performance and time spent on the exercises. MyEconLab has been a successful component 
of the Hubbard and O’Brien Economics and Money, Banking, and the Financial System texts 
because it helps students improve their grades and helps instructors manage class time.

The Review Questions and Problems and Applications are grouped under learning 
objectives. The goals of this organization are to make it easier for instructors to assign 
problems based on learning objectives, both in the book and in MyEconLab, and to help 
students efficiently review material that they find difficult. If students have difficulty with a 
particular learning objective, an instructor can easily identify which end-of-chapter ques-
tions and problems support that objective and assign them as homework or discuss them 
in class. Select problems that utilize real-time data are marked with .

We include one or more end-of-chapter problems that test students’ understanding of 
the content presented in each Solved Problem, Making the 
Connection, Macro Data, and chapter opener. Instructors 
can cover a feature in class and assign the corresponding 
problem for homework. The Test Item File also includes 
test questions that pertain to these special features.

364 CHAPTER 10 • Explaining Aggregate Demand: The IS–MP Model

Visit www.myeconlab.com to complete these exercises online and get instant  
feedback. Exercises that update with real-time data are marked with    .

MyEconLab

Answering the Key Question
Continued from page 332

At the beginning of this chapter, we asked:

“What explains the business cycle?”

The business cycle refers to the irregular pattern of short-run increases in production and employment 
 followed by short-run decreases in production and employment—expansions followed by contractions. In 
this chapter, we have seen that most economists believe that fluctuations in aggregate expenditure cause the 
business cycle. These fluctuations in aggregate expenditure cause real GDP to increase or decrease relative to 
potential GDP; that is, they cause the output gap to fluctuate. The IS–MP model helps us analyze how fluc-
tuations in  aggregate expenditure result in  fluctuations in the output gap.

Key terms and problems
Key Terms

Default risk, p. 348
IS–MP model, p. 334
IS curve, p. 334
Marginal propensity to consume 

(MPC), p. 336

MP curve, p. 334
Multiplier, p. 338
Multiplier effect, p. 338
Phillips curve, p. 334

Risk structure of interest rates, 
p. 348

Term premium, p. 347
Term structure of interest rates, 

p. 346

Review Questions

 1.1 What are the components of aggregate expendi-
ture? Explain how equilibrium output is deter-
mined in the goods market.

 1.2 What is the multiplier effect? What are the for-
mulas for the government purchases and tax 
multipliers?

 1.3 Explain how the IS curve represents equilibrium 
in the goods market. Why is the IS curve down-
ward sloping?

 1.4 Give an example of a shock that could shift the IS 
curve to the left. Give an example of a shock that 
could shift the IS curve to the right.

Problems and Applications

 1.5 Draw a 45°-line diagram and identify the equilibrium 
level of real GDP. Use your graph to show the effect 
on equilibrium real GDP of each of the following:
a. Households become more pessimistic about 

their future incomes and decide to buy fewer 
new homes.

b. The federal government increases transfer 
payments without changing taxes.

c. The federal government launches a major pro-
gram to rebuild the interstate highway system 
without increasing taxes.

d. Europe enters a severe recession.

The IS Curve: The Relationship Between Real Interest Rates and 
Aggregate Expenditure
Explain how the IS curve represents the relationship between the real interest rate and 
aggregate expenditure.

 10.1
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Visit www.myeconlab.com to complete these exercises online and get instant  
feedback. Exercises that update with real-time data are marked with    . 

MyEconLab

 1.6 The graph below shows the goods market 
 initially in equilibrium at output Y1. Then the 
 aggregate expenditure function shifts from AE1 
to AE2.

P
la

n
n

ed
 a

g
g

re
g

at
e

ex
p

en
d

it
u

re
, A

E

Output, YY1
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AE  = Y
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a. Give three examples of events that might have 
caused this shift in aggregate  expenditure.

b. Carefully explain the process by which  
the economy will adjust to the new 
 equilibrium.

 1.7 A newspaper article quotes Gary Painter, a pro-
fessor at the University of Southern California as 
 arguing: “Increased housing demand definitely 
has multiplier effects throughout the economy.” 
What does he mean by “multiplier effects”? Why 
would increased housing demand have multiplier 
effects?
Source: Catherine Rampell, “As New Graduates Return to 
Nest, Economy Also Feels the Pain,” New York Times,  
November 16, 2011.

 1.8 For each of the following values of the marginal 
propensity to consume (MPC), find the value of 
the government purchases multiplier and the tax 
multiplier.
a. MPC = 0.80
b. MPC = 0.75
c. MPC = 0.60

 1.9 Suppose that the marginal propensity to consume 
is 0.80.
a. If the government increases spending by $10 

billion, what is the change in equilibrium real 
GDP?

b. If the government increases taxes by $10 bil-
lion, what is the change in equilibrium real 
GDP?

c. If the government increases taxes by  
$10  billion at the same time that it increases 
spending by $10 billion, what is the change in 
equilibrium real GDP?

 1.10 [Related to Solved Problem 10.1 on page 340] 
 Consider the following information on an econ-
omy (all values are in trillions of 2005 dollars):

Consumption: C = $1.2 + 0.6YD

Investment: I = $2.0
Government purchases: G = $2.1
Net exports: NX = - $0.5
Taxes: T = 0
Government transfer 
payments: TR = 0

a. Calculate equilibrium real GDP.
b. Now suppose that all the information given 

in part (a) remains the same except that taxes 
equal $2.0 trillion and transfers equal $1.5 tril-
lion. Calculate equilibrium real GDP.

c. Now suppose that potential GDP equals $15.0 
trillion. If equilibrium real GDP equals the 
amount you calculated in part (b), use the 
value for the government purchases multiplier 
to calculate how much government purchases 
would have to change for equilibrium GDP 
to equal potential GDP (assuming that taxes 
remain unchanged). Use the value for the tax 
multiplier to calculate how much the govern-
ment has to change taxes for equilibrium 
GDP to equal potential GDP (assuming that 
government purchases remain unchanged). 
Use a graph to illustrate your answer.
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Supplements
The authors and Pearson Education have worked together to integrate the text, print, and 
media resources to make teaching and learning easier.

MyEconLab is a powerful assessment and tutorial system that works hand-in-hand 
with Macroeconomics. MyEconLab includes comprehensive homework, quiz, test, and 
tutorial options, allowing instructors to manage all assessment needs in one program. Key 

MyEconLab  
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	 •	 In the eText available in MyEconLab, select figures labeled MyEconLab Real-time data 
allow students to display a popup graph updated with real-time data from FRED. 

innovations in the MyEconLab course for Macroeconomics, second edition, include the 
following:

	 •	 Real-time Data Analysis Exercises, marked with  allow students and instructors to 
use the very latest data from FRED®, the online macroeconomic data bank from the 
Federal Reserve Bank of St. Louis. By completing the exercises, students become famil-
iar with a key data source, learn how to locate data, and develop skills to interpret data. 

	 •	 Current News Exercises, new to this edition of the MyEconLab course, provide a 
turn-key way to assign gradable news-based exercises in MyEconLab. Every week, 
Pearson scours the news, finds a current article appropriate for the macroeconomics 
course, creates an exercise around this news article, and then automatically adds it to 
MyEconLab. Assigning and grading current news-based exercises that deal with the 
latest macro events and policy issues and has never been more convenient.
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Other features of MyEconLab include:

	 •	 All end-of-chapter Questions and Problems, including algorithmic, graphing, and 
numerical questions and problems, are available for student practice or instructor 
assignment. Test Item File multiple-choice questions are available for assignment as 
homework.

	 •	 The Custom Exercise Builder allows instructors the flexibility of creating their own 
problems or modifying existing problems for assignment.

	 •	 The powerful Gradebook records each student’s performance and time spent on the 
Tests and Study Plan and generates reports by student or chapter.

A more detailed walk-through of the student benefits and features of MyEconLab can 
be found at the beginning of this book. Visit www.myeconlab.com for more information 
on and an online demonstration of instructor and student features. MyEconLab content 
has been created through the efforts of Melissa Honig, executive media producer, and 
Noel Lotz and Courtney Kamauf, content leads.

Access to MyEconLab can be bundled with your printed text or purchased directly 
with or without the full eText at www.myeconlab.com.

Instructor’s Manual
Edward Scahill of the University of Scranton prepared the Instructor’s Manual, which 
includes chapter-by-chapter summaries, key term definitions, teaching outlines with 
teaching tips, and solutions to all review questions and problems in the book. The 
solutions were prepared by Randy Methenitis of Richland College and the authors. The 
Instructor’s Manual is available for download from the Instructor’s Resource Center 
(www.pearsonhighered.com/hubbard).

Test Item File
Randy Methenitis of Richland College prepared the Test Item File, which includes more 
than 1,500 multiple-choice, short-answer, and essay questions. Test questions are anno-
tated with the following information:

	 •	 Difficulty: 1 for straight recall, 2 for some analysis, and 3 for complex analysis
	 •	 Type: Multiple-choice, short-answer, and essay
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	 •	 Topic: The term or concept that the question supports
	 •	 Learning objective: The major sections of the main text and its end-of-chapter ques-

tions and problems are organized by learning objective. The Test Item File questions 
continue with this organization to make it easy for instructors to assign questions 
based on the objective they wish to emphasize.

	 •	 Advanced Collegiate Schools of Business (AACSB) Assurance of Learning 
Standards: Following the AACSB’s learning objectives, these standards emphasize 
Communication; Ethical Reasoning; Analytic Skills; Use of Information Technology; 
Multicultural and Diversity; and Reflective Thinking.

	 •	 Page number: The page in the main text where the answer appears allows instructors 
to direct students to where supporting content appears.

	 •	 Special feature in the main book: Select questions support the Chapter-opening 
vignette, the Key Issue and Question, Solved Problem, Making the Connection, and 
Macro Data.

The Test Item File is available for download from the Instructor’s Resource Center 
(www.pearsonhighered.com/hubbard).

The multiple-choice questions in the Test Item File are also available in TestGen 
software for both Windows and Mac computers, and questions can be assigned via 
MyEconLab. The computerized TestGen package allows instructors to customize, save, 
and generate classroom tests. The TestGen program permits instructors to edit, add, or 
delete questions from the Test Item Files; analyze test results; and organize a database of 
tests and student results. This software allows for extensive flexibility 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 Files can be downloaded from the Instructor’s 
Resource Center (www.pearsonhighered.com/hubbard).

PowerPoint Lecture Presentation
The PowerPoint slides were prepared by Paul Holmes of State University of New York–
Fredonia. Instructors can use the slides for class presentations, and students can use them 
for lecture preview or review. These slides include all the graphs, tables, and equations 
from the textbook. 

Student versions of the PowerPoint slides are available as PDF files in MyEconLab. 
These files allow students to print the slides and bring them to class for note taking. 
Instructors can download these PowerPoint presentations from the Instructor’s Resource 
Center (www.pearsonhighered.com/hubbard).

Instructors  CourseSmart goes beyond traditional expectations, providing instant online 
access to the textbooks and course materials you need at a lower cost to students. And, 
even as students save money, you can save time and hassle with a digital textbook that 
allows you to search the most relevant content at the very moment you need it. Whether 
it’s evaluating textbooks or creating lecture notes to help students with difficult concepts, 
CourseSmart can make life a little easier. See how when you visit www.coursesmart.com/
instructors.

Students  CourseSmart goes beyond traditional expectations, providing instant, online 
access to the textbooks and course materials students need at lower cost. They can also 
search, highlight, and take notes anywhere, at any time. See all the benefits to students at 
www.coursesmart.com/students.
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Reviewers and Other Contributors
The guidance and recommendations of the following instructors helped us to revise the 
content and organization of this text. While we could not incorporate every suggestion 
from every reviewer, we carefully considered each piece of advice we received. We are 
grateful for the hard work that went into their reviews and truly believe that their feed-
back was indispensable in revising this text. We appreciate their assistance in making this 
the best text it could be; they have helped teach a new generation of students about the 
exciting world of macroeconomics.

Special thanks to Edward Scahill of the University of Scranton for preparing many of 
the Making the Connection features and Randy Methenitis for revising many of the end-
of-chapter questions and problems.

We also extend special thanks to Bob Gillette of the University of Kentucky for his 
extraordinary work accuracy checking these chapters in page proof format and playing a 
critical role in improving the quality of the final product.

Reviewers and Focus Group Participants
Matthew T. Alford, Southeastern Louisiana 

University
Lian An, University of North Florida
Syeda Aneeqa Aqeel, Lake Forest College
Mina Baliamoune-Lutz, University of 

North Florida
Erol Balkan, Hamilton College
Marcelo Bianconi, Tufts University
Ted Burczak, Denison University
James Butkiewicz, University of Delaware
John T. Dalton, Wake Forest University
Roberto Duncan, Ohio University
Todd Fitch, University of California–
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Hisham Foad, San Diego State University
Jean Gauger, University of Tennessee
Robert Gillette, University of Kentucky
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Washington 
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Miren Ivankovic, Anderson University
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State University
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Nathan Perry, Colorado Mesa University
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Giacomo Santangelo, Fordham University
Amy B. Schmidt, Saint Anselm College
Arun K. Srinivasan, Indiana University–

Southeast
James Caleb Stroup, Grinnell College
Edward F. Stuart, Northeastern Illinois 

University
Mark L. Tendall, Stanford University
Nora Underwood, University of Central 

Florida
Milos Vulanovic, Western New England 

University
Parag Waknis, University of Massachusetts–  

Dartmouth

Accuracy Checkers
Erol Balkan, Hamilton College
Clare Battista, California Polytechnic State 

University
Shuang Feng, Edinboro University
Robert Gillette, University of Kentucky

Anthony Gyapong, Pennsylvania State 
University

Kishore G. Kulkarni, Metropolitan State 
College of Denver

Nathan Perry, Mesa State College
Fernando Quijano, Dickinson State University
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Wayne Edwards, University of 

Alaska–Anchorage
Noha Emara, Columbia University 
Christine Farrell, University of the 

Ozarks
John Flanders, Central Methodist 

University
Timothy Ford, California State 

University, Sacramento
Johanna Francis, Fordham University
Joseph Friedman, Temple University
Timothy Fuerst, Bowling Green State 

University
William T. Ganley, Buffalo State 

College
Phillip Garner, Brigham Young 

University
Doris Geide-Stevenson, Weber State 

University
Sarah Ghosh, University of Scranton
Satyajit Ghosh, University of 

Scranton
Soma Ghosh, Albright College

We extend special thanks to both the instructors who class tested manuscript chapters of 
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make the chapters engaging and relevant.
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First Edition Reviewers and Focus Group Participants
We also appreciate the thoughtful comments of our first edition reviewers and focus 
group participants. They brought home to us once again that there are many ways to teach 
a macroeconomics class. We hope that we have written a text with sufficient flexibility to 
meet the needs of most instructors. We carefully read and considered every comment and 
suggestion we received and incorporated many of them into the text. We believe that our 
text has been greatly improved as a result of the review process.
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A Word of Thanks
We benefited greatly from the dedication and professionalism of the Pearson Economics 
team. Executive Editor David Alexander’s energy and support were indispensable. David 
shares our view that the time has come for a new approach to the macroeconomics text-
book. Just as importantly, he provided words of encouragement whenever our energy 
flagged. Executive Development Editor Lena Buonanno worked tirelessly to ensure that 
this text was as good as it could be and to coordinate the many moving parts involved in 
a project of this complexity. We remain astonished at the amount of time, energy, and 
unfailing good humor she brought to this project. Without Lena, this book would not have 
been possible.

Director of Key Markets David Theisen provided valuable insight into the changing 
needs of macroeconomics instructors. We have worked with Executive Marketing Man-
ager Lori DeShazo on all three of our books, and we continue to be amazed at her energy 
and creativity in promoting the field of economics. We also appreciate the input of Steve 
Deitmer, Director of Development.

Lindsey Sloan managed the supplement package that accompanies the book. Emily 
Brodeur managed the review program. Kathryn Dinovo and Jonathan Boylan turned 
our manuscript pages into a beautiful published book. Tammy Haskins went above 
and beyond the call of duty to carefully incorporate all the changes we requested while 
ensuring consistency and accuracy. We are grateful for her flexibility and the care she took 
in preparing the text.

Fernando Quijano of Dickinson State University created the graphs, ensuring a con-
sistent style. He also diligently accuracy checked the graphs in two rounds of page proofs.

We received excellent and speedy research assistance from Matthew Saboe. We thank 
Pam Smith, Elena Zeller, and Jennifer Brailsford for their careful proofreading of two 
rounds of page proofs.

We extend our special thanks to Wilhelmina Sanford of Columbia Business School, 
whose speedy and accurate typing of multiple drafts is much appreciated.

A good part of the burden of a project of this magnitude is borne by our families, and 
we appreciate their patience, support, and encouragement.

First Edition Accuracy Checkers
In a long and relatively complicated manuscript, accuracy checking is of critical 
importance. Our thanks go to a dedicated group who provided thorough accuracy check-
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The Long and Short of 
Macroeconomics

C h a p t e r 1

Learning Objectives
After studying this chapter, you should be able to:

	 1.1	 Become familiar with the focus of 
macroeconomics (pages 2–14)

	 1.2	 Explain how economists approach 
macroeconomic questions (pages 14–19)

	 1.3	 Become familiar with key macroeconomic 
issues and questions (pages 19–21)

When You Enter the Job Market can Matter a Lot
If you could choose a year to be born, 1983 or 1984 
would have been pretty good choices because you might 
have graduated college and entered the job market in 
2005. You would have entered the labor force when the 
economy was expanding: Sales of houses and cars were 
strong, Wall Street was booming, and unemployment 
was low and declining. As stock prices and home  
prices both soared, many people felt wealthier than  
ever before.

The year 2008, on the other hand, was not a good 
year to be graduating and entering the job market. Nor 
were 2009, 2010, or 2011. By 2009, the unemployment 
rate was higher than it had been in 25 years. By 2011, 
more people had been out of work for longer than a 
year than at any other time since the Great Depression 
of the 1930s. In 2011, a study found that more than 25% 
of people under age 25 with bachelor’s degrees were 
unemployed and another 25% were stuck in jobs for 
which they were overqualified.

The U.S. economy endured one of the worst eco-
nomic downturns in history from 2007 to 2009. During 
2008 and 2009, over 600,000 more firms closed than 

opened. Sales of houses and cars were at depressed 
levels. The prices of homes and shares of stock were well 
below their levels of a few years earlier, which meant that 
trillions of dollars of wealth had been wiped out. The 
median wealth for families declined from $126,400 in 
2007 to $77,300 in 2010. This decline of almost 40% in 
just three years brought the wealth of the average family 
to about the same level as in 1992. Many older work-
ers delayed retirement. Clearly, this was not the best of 
times to enter the labor force. Even though an economic 
recovery began in June 2009, the recovery was weak, and 
the job market remained difficult for new college grads.

The U.S. economy has its ups and downs, and the 
consequences of the ups and downs can significantly 
affect people’s lives. For instance, a recent study found 
that college students who graduate during an economic 
recession have to search longer to find a job and end 
up accepting jobs that, on average, pay 9% less than the 
jobs accepted by students who graduate during eco-
nomic expansions. What’s more, students who graduate 
during recessions will continue to earn less for 8 to 10 
years after they graduate. On the other hand, strong 
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How can we understand these fluctuations in the economy? By learning macroeconomics. 
Economics is traditionally divided into the fields of microeconomics and macroeco-
nomics. Microeconomics is the study of how households and firms make choices, how 
they interact in markets, and how the government attempts to influence their choices. 
Macroeconomics is the study of the economy as a whole, including topics such as in-
flation, unemployment, and economic growth. Both microeconomics and macro-
economics study important issues, but the very severe recession of 2007–2009 made 
macroeconomic issues seem particularly pressing. Although economic theory has the 
reputation for being dull, there was nothing dull about the events of 2007–2009, which 
had a major impact on millions of families and thousands of firms.

Many students open an economics textbook and think, “Do I have to memorize all 
these graphs and equations? How am I going to use this stuff?” Once the final exam is 
over (at last!) everything learned is quickly forgotten. And it should be forgotten, be-
cause economics as an undigested lump of graphs and equations has no value. Graphs 
and equations are tools; if they are not used for their intended purpose, then they have 
no more value than a blunt pair of scissors forgotten in the back of a drawer. We have 
to admit that this textbook has its share of graphs you should know and equations you 
should memorize. But no more than are necessary. When we present you with a tool, we 
use it, and we show you how to use it. Our intention is for you to remember these tools 
long after the final exam, even if this is the last economics course you ever take. With  
these tools, you can make sense of things that will have a huge effect on your life. Study-
ing macroeconomics will be less of a chore if you keep in mind that by learning this 
material you will come to understand how and why economic events affect you, your 
family, and the well-being of people around the world.

What Macroeconomics Is About
In this text, we will analyze the macroeconomics of the U.S. and world economies. This 
section provides you with an overview of some of the important ideas about macroeco-
nomics. We will discuss these ideas in more detail in the following chapters.

Macroeconomics in the Short Run and in the Long Run
The key macroeconomic issue of the short run—a period of a few years—is different 
from the key macroeconomic issue of the long run—a period of decades or more. In 
the short run, macroeconomic analysis focuses on the business cycle, which refers to 

Microeconomics The 
study of how households 
and firms make choices, 
how they interact in 
markets, and how the 
government attempts to 
influence their choices.

	1.1

Learning Objective
Become familiar with the 
focus of macroeconomics.

expansions result in rising income, profits, and employ-
ment. Searching for a job or starting a new business is 
a lot easier during a strong expansion than during a 

recession or a weak expansion. Clearly, understanding 
why the economy experiences periods of recession and 
expansion is important.

Sources: James R. Hagerty, “Young Adults See Their Pay Decline,” Wall Street Journal, March 6, 2012; Associated Press, “Half of New Gradu-
ates Are Jobless or Underemployed,” USA Today, April 23, 2012; Lisa Kahn, “The Long-Term Labor Market Consequences of Graduating from 
College in a Bad Economy,” Labour Economics, Vol. 17, No. 2, April 2010, pp. 303–316; Jesse Bricker, Arthur B. Kennickell, Kevin B. Moore, 
and John Sabelhaus, “Changes in U.S. Family Finances from 2007 to 2010: Evidence from the Survey of Consumer Finances,” Federal Reserve 
Bulletin, Vol. 98, No. 2, June 2012; and Bureau of Labor Statistics, “Business Employment Dynamics—Third Quarter 2011,” May 1, 2012.

Macroeconomics The 
study of the economy 
as a whole, including 
topics such as inflation, 
unemployment, and 
economic growth.

Business cycle 
Alternating periods of 
economic expansion and 
economic recession.
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alternating periods of economic expansion and economic recession experienced by the 
U.S. and other economies. The U.S. economy has experienced periods of expanding 
production and employment followed by periods of recession during which production 
and employment decline dating back to at least the early nineteenth century. The busi-
ness cycle is not uniform: Each period of expansion is not the same length, nor is each 
period of recession, but every period of expansion in U.S. history has been followed by 
a period of recession, and every period of recession has been followed by a period of 
expansion.

For the long run, the focus of macroeconomics switches from the business cycle 
to long-run economic growth, which is the process by which increasing productivity 
raises the average standard of living. A successful economy is capable of increasing pro-
duction of goods and services faster than the growth in population. Increasing produc-
tion faster than population growth is the only lasting way that the standard of living of 
the average person in a country can increase. Achieving this outcome is possible only 
through increases in labor productivity. Labor productivity is the quantity of goods and 
services that can be produced by one worker or by one hour of work. If the quantity of 
goods and services consumed by the average person is to increase, the quantity of goods 
and services produced per worker must also increase.

Unfortunately, many economies around the world are not growing at all or are 
growing very slowly. In some countries in sub-Saharan Africa, living standards are 
barely higher, or are even lower, than they were 50 years ago. Many people in these 
countries live in the same grinding poverty as their ancestors did. In the United States 
and other developed countries, however, living standards are much higher than they 
were 50 years ago. An important macroeconomic topic is why some countries grow 
much faster than others.

As we will see, one determinant of economic growth is the ability of firms to ex-
pand their operations, buy additional equipment, train workers, and adopt new tech-
nologies. To carry out these activities, firms must acquire funds from households, 
either directly through financial markets—such as the stock and bond markets—or 
indirectly through financial intermediaries—such as banks. Financial markets and fi-
nancial intermediaries together comprise the financial system. As we will see in later 
chapters, the financial system has become an increasingly important part of the study 
of macroeconomics.

The focus of this book is the exploration of these two key aspects of macroeconom-
ics: the long-run growth that has steadily raised living standards in the United States and 
some other countries and the short-run fluctuations of the business cycle.

Long-Run Growth in the United States
By current standards, nearly everyone in the world was poor not very long ago. 
For instance, in 1900, although the United States was already enjoying the highest 
standard of living in the world, the typical American was quite poor by today’s 
standards. In 1900, only 3% of U.S. homes had electricity, only 15% had indoor 
flush toilets, and only 25% had running water. The lack of running water meant that 
before people could cook or bathe, they had to pump water from wells and haul it 
to their homes in buckets—on average about 10,000 gallons per year per family. Not 

Long-run economic 
growth The process 
by which increasing 
productivity raises the 
average standard of living.

Labor productivity 
The quantity of goods 
and services that can be 
produced by one worker or 
by one hour of work.
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surprisingly, water consumption in the United States averaged only about 5 gallons  
per person per day, compared with about 150 gallons today. The result was that 
people washed themselves and their clothing only infrequently. A majority of 
families living in cities had to use outdoor toilets, which they shared with other 
families. Few families had electric lights, relying instead on candles or lamps that 
burned kerosene or coal.

Most homes were heated in the winter by burning coal, which was also used as fuel 
in stoves. In the northern United States, many families saved on winter fuel costs by 
heating only the kitchen, abandoning their living rooms and relying on clothing and 
blankets for warmth in their bedrooms. The typical family used more than 7 tons of 
coal per year just for cooking. Burning so much coal contributed to the severe pollu-
tion that fouled the air of most large cities. Poor sanitation and high levels of pollution, 
along with ineffective medical care, resulted in high rates of illness and premature death. 
Many Americans became ill or died from diseases such as smallpox, typhus, dysentery, 
measles, and cholera that are now uncommon in developed nations. Life expectancy in 
1900 was about 47 years, compared with 78 years in 2012. In 1900, 5,000 of the 45,000 
children born in Chicago died before their first birthday. And, there were, of course, 
no televisions, radios, computers, air conditioners, washing machines, dishwashers, or 
refrigerators. Without modern appliances, most women worked inside the home at least 
80 hours per week. The typical American homemaker in 1900 baked a half-ton of bread 
per year.1

How did the United States get from the relative poverty of 1900 to the relative afflu-
ence of today? Will these increases in living standards continue? Will people living in the 
United States in 2100 look back on the people of 2013 as having lived in relative poverty? 
The answer to these questions is that changes in living standards depend on the rate of 
long-run economic growth. Most people in the United States, Western Europe, Japan, 
and other developed countries expect that over time, their standard of living will im-
prove. They expect that year after year, firms will introduce new and improved products, 
new prescription drugs and better surgical techniques will overcome more diseases, and 
their ability to afford these goods and services will increase. For most people, these are 
reasonable expectations.

The process of long-run economic growth brought the typical American from the 
standard of living of 1900 to the standard of living of today and has the potential to 
bring the typical American of 100 years from now to a standard of living that people 
today can only imagine. Real gross domestic product (GDP), which is the value of 
final goods and services, adjusted for changes in the price level, provides a measure of 
the total level of income in the economy. Accordingly, the best measure of the standard 
of living is real GDP per person, which is usually referred to as real GDP per capita.  
We typically measure long-run economic growth by increases in real GDP per capita 

1Most of the data on economic conditions in the United States in 1900 come from Stanley Lebergott, 
Pursuing Happiness: American Consumers in the Twentieth Century, Princeton, NJ: Princeton University 
Press, 1993. Data on economic conditions in 2012 come from the U.S. Census Bureau, The 2012 
Statistical Abstract, www.census.gov/compendia/statab/, and other sources.

Real gross domestic 
product (GDP) The value 
of final goods and services, 
adjusted for changes in the 
price level.
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over long periods of time, generally decades or more. Figure 1.1 shows real GDP per 
capita in the United States from 1900 to 2011. The figure shows that the long-run trend 
in real GDP per capita is strongly upward. The figure also shows that real GDP per capita 
fluctuates in the short run. For instance, real GDP per capita declined significantly dur-
ing the Great Depression of the 1930s and by smaller amounts during later recessions, 
including the recession of 2007–2009. But it is the upward trend in real GDP per capita 
that we focus on when discussing long-run economic growth.

In Chapters 5 and 6, we will explore in detail why the U.S. economy has experienced 
strong growth over the long run, including the role of the financial system in facilitating 
this growth.

Some Countries Have Not Experienced Significant  
Long-Run Growth
One of the key macroeconomic puzzles that we will examine is why rates of economic 
growth have varied so widely across countries. Because countries have experienced such 
different rates of economic growth, their current levels of GDP per capita are also very 
different, as Figure 1.2 shows. GDP per capita is higher in the United States than in most 
other countries because the United States has experienced higher rates of economic 
growth than have most other countries. Figure 1.2 shows that the gap between U.S. 
GDP per capita and GDP per capita in other high-income countries, such as the United 
Kingdom and Japan, is relatively small, but the gap between the high-income countries 
and the low-income countries is quite large. Although China has recently been expe-
riencing rapid economic growth, this rapid growth began only in the late 1970s, when 
the Chinese government introduced economic reforms. As a result, GDP per capita in 
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Figure 1.1 

The Growth in U.S. Real 
GDP per Capita, 1900–2011
Measured in 2005 dollars, real 
GDP per capita in the United States 
grew from about $5,500 in 1900 to 
about $42,671 in 2011. The average 
American in the year 2011 could 
buy nearly eight times as many 
goods and services as the average 
American in the year 1900.

Note: The values in this graph are 
plotted on a logarithmic scale so 
that equal distances represent equal 
percentage increases. For example, the 
100% increase from $5,000 to $10,000 
is the same distance as the 100% 
increase from $10,000 to $20,000.

Sources: Louis Johnston and Samuel H. Williamson, “What Was the U.S. GDP Then?” MeasuringWorth, 2012,  
www.measuringworth.org/usgdp/; U.S. Bureau of Economic Analysis; and U.S. Census Bureau.
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the United States is nearly six times greater than GDP per capita in China, which is not 
much smaller than the gap between real GDP per capita in the United States today and 
real GDP per capita in the United States in 1900. The gap between the United States and 
the poorest countries is larger still: U.S. GDP per capita is almost 40 times greater than 
GDP per capita in the African country of Uganda and a staggering 160 times greater than 
GDP per capita in the African country of Congo.

Why is average income in the United States so much higher than that in Uganda 
and China? Why is China closing the gap with the United States, while Uganda falls fur-
ther behind? What explains the stark differences in income levels across countries? Why 
has it been so difficult to raise the incomes of the very poorest countries? In Chapters 5 
and 6, we will address these important questions.

Aging Populations Pose a Challenge to Governments  
Around the World
Panel (a) of Figure 1.3 shows that the percentage of the world population over age 65 has 
been continually expanding. Between 1950 and 2012, the percentage increased by two-
thirds and is expected to almost triple between 2012 and the end of the twenty-first cen-
tury. Panel (b) shows the same pattern for the United States. In 2012, more than 13% of 
the U.S. population was older than 65. This percentage is expected to double by the end 
of the century. The aging of the population is the result of lower birthrates and of people 
living longer. While in 1990 there were only about 7 million people in the United States 
age 80 and older, by 2010 there were almost 12 million, and by the end of the century 
there are expected to be more than 50 million.

Some economists and policymakers fear that aging populations may pose a threat 
to long-run economic growth. A key part of the problem is that governments have 
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Differing Levels of GDP 
per Capita, 2011
Differing levels of long-run eco-
nomic growth have resulted in 
countries today having very dif-
ferent levels of GDP per capita.

Note: Values are GDP per capita, 
measured in dollars corrected 
for differences in price levels 
across countries.

Source: U.S. Central Intelligence 
Agency, The World Factbook 
2012, Washington, DC: Central 
Intelligence Agency, 2012.
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programs to make payments to retired workers and to cover some or all of their health-
care costs. For instance, the United States has three programs that fill these roles:

	 1.	 Social Security, established in 1935 to provide payments to retired workers and the 
disabled

	 2.	 Medicare, established in 1965 to provide health care coverage to people age 65 and 
older

	 3.	 Medicaid, established in 1965 to provide health care coverage to the poor, including 
elderly poor in nursing homes and other facilities

Spending on Social Security, Medicare, and Medicaid was about 3% of GDP in 1962 
(Medicare and Medicaid did not exist yet), but is projected to grow to nearly 20% of GDP 
by 2050. In other words, by 2050, the federal government will be spending, as a fraction of 
GDP, nearly as much on these three programs as it currently does now on all programs. Most 
of the money for Social Security, Medicare, and Medicaid comes from taxes paid by people 
currently working. As the population ages, there are fewer workers paying taxes relative to 
the number of retired people receiving government payments. The result is a funding crisis 
that countries can solve only by either reducing government payments to retired workers, 
reducing spending on all other programs, or by raising the taxes paid by current workers.

In some European countries and Japan, birthrates have fallen so low that the total 
population has already begun to decline, which will make the funding crisis for government 
retirement programs even worse. How countries deal with the consequences of aging popu-
lations will be one of the most important macroeconomic issues of the coming decades.

Panel (a) shows that low birthrates and increases in life span combined 
have resulted in an increasing percentage of people 65 and older in the 
world. 

Panel (b) shows that this trend also holds for the United States.

Source: United Nations, Department of Economic and Social Affairs, 
World Population Prospects, the 2010 Revision.
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Unemployment in the United States
The three topics we have just discussed concern the macroeconomic long run. As we 
already noted, the key macroeconomic issue of the short run is the business cycle. 
Figure 1.1 on page 5 shows the tremendous increase during the past century in the 
standard of living of the average American. But close inspection of the figure reveals 
that real GDP per capita did not increase every year during that century. For example, 
during the first half of the 1930s, real GDP per capita fell for several years in a row as 
the United States experienced a severe economic downturn called the Great Depres-
sion. The fluctuations in real GDP per capita shown in Figure 1.1 reflect the underlying 
fluctuations in real GDP caused by the business cycle. Because real GDP is our best 
measure of economic activity, the business cycle is usually illustrated using movements 
in real GDP.

Most people experience the business cycle in the job market. The labor force is the 
sum of employed and unemployed workers in the economy, and the unemployment 
rate is the percentage of the labor force that is unemployed. As Figure 1.4 shows, the 
unemployment rate in the United States has risen and fallen with the business cycle. 
The figure shows that prior to the 1940s, unemployment rates were typically higher 
during recessions than they have been in the years since. In particular, following the 
end of the severe 1981–1982 recession, the United States entered into a period of mild 
business cycles, with relatively low peak unemployment rates. Some economists called 
this period the Great Moderation. The Great Moderation ended in December 2007, 

Labor force The sum of 
employed and unemployed 
workers in the economy.

Unemployment rate The 
percentage of the labor 
force that is unemployed.

Figure 1.4  Unemployment Rate in the United States, 1890–2011
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Unemployment rises and falls with the business cycle.

Sources: Data for 1890–1947 from Historical Statistics of the United States Millennial Edition Online, edited by Susan B. Carter, Scott Sigmund Gartner, 
Michael R. Haines, Alan L. Olmstead, Richard Sutch, and Gavin Wright, Cambridge University Press. Series Ba475; data for 1948–2011 from the Bureau 
of Labor Statistics.
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with the start of the 2007–2009 recession. During that recession, the unemployment 
rate soared from less than 5% to more than 10%—with more than 8.5 million workers 
losing their jobs.

In later chapters, we will explore why unemployment has been so much higher in 
some periods than in others. In particular, we will look at why the unemployment rate 
in the United States was so low during the Great Moderation and so high during the 
2007–2009 recession and its aftermath.

Unemployment Rates Differ Across Developed Countries
Figure 1.5 shows the average unemployment over the 10-year period from 2002 to 2011 
for the United States and several other high-income countries. The average unemploy-
ment rates range from a low of 4.1% in the Netherlands to a high of 13.1% in Spain. 
These differences indicate that although some swings in unemployment are caused 
by the business cycle, unemployment has been persistently higher in some countries 
than in others for reasons not connected to the business cycle. What explains these 
differences? The varying labor-market policies governments have pursued seem to be 
the key to explaining these differences in unemployment rates. As we will see, though, 
economists have not yet reached consensus on which policy differences are most 
important.

Inflation Rates Fluctuate Over Time and Across Countries
Just as the unemployment rate varies over time in the United States and differs between the 
United States and other countries, so does the inflation rate. Figure 1.6 shows the inflation 
rate in the United States as measured by the percentage change in the average level of 
prices (here measured by the consumer price index) from one year to the next. The data 

Inflation rate The 
percentage increase in the 
price level from one year to 
the next.

Figure 1.5

Average Unemployment Rates in the 
United States and Other High-Income 
Countries, 2002–2011
The average unemployment rate varies significantly 
across high-income countries. It has been relatively 
low in the Netherlands, Japan, the United Kingdom, 
and the United States and relatively high in France, 
Germany, and Spain. Differences in labor-market 
policies are the most likely explanation for these 
differences in unemployment rates.

Sources: U.S. Bureau of Labor Statistics; and Interna-
tional Monetary Fund.
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