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Preface

8CLOBAL EDITION

Welcome to the 19th edition of Economics: CGlobal Edition,
the best-selling economics textbook in the world. An

estimated 14 million students have used Economics or its
companion editions, Macroeconomics and Microeconomics.
Economics has been adapted into Australian and Canadian
editions and translated into ltalian, Russian, Chinese,
FFrench, Spanish, Portuguese, and other languages.

Fundamental Objectives
We have three main goals for Economics: Global Edition:

* Help the beginning student master the principles
essential for understanding the economizing
problem, specific economic issues, and policy
alternatives.

* Help the student understand and apply the cconomic
perspective and reason accurately and objectively
about economic matters.

* Promote a lasuing student interest in economics and
the economy.

What's New and Improved?

One of the benefits of writing a successful text is the
|

the new, to rewrite misleading or ambiguous statements,

opportunity to revise—to delete the outdated and insta

to introduce more relevant illustrations, to improve the
organizational structure, and to enhance the learning aids.

We trust that you will agree that we have used this
opportunity wisely and fully. Some of the more significant

changes include the following.

Restructured Introductory Chapters

We have divided the eight-chapter grouping of introduc-
tory chapters common to Economics: Global Edition, Micro
economics: Global Edition. and Macroeconomics: Global Edition
into three parts. Part 1 contains Chapter 1 (Limits, Alter-
natives, and Choices) and Chaprer 2 (The Market System
and the Circular Flow), The content in Part 2 has changed
and now consists of three chapters: Chapter 3 (Demand,
Supply, and Market Equilibrium), Chapter 4 (Elasticity),
and Chapter 5 (Market Failures: Public Goods and Exter-
nalities). Part 3 now contains the chapters on Interna-
tional Economics. which have been moved closer to the
front of the text for the global audience: Chapter 6 (Inter-
national Trade), Chapter 7 (The Balance of Payments,
Fxchange Rates, and ‘Trade Deficits), and Chapter 8 (The
[conomics of Developing Countries).

The chapters in Part 2 are much more concept-
oriented and analytical and much less general and descrip-
tive than in the previous edition. Our new approach
11'-.p:‘|11i1~ tO SUgeestons | ) reviewers 11!;111&;‘ Over {hc years to:

* Locate the elasticity chapter immediately after the
\Ll[!pi_\ :|m| (IL!ITl:lm[ t'|'|'.]1'|lL‘['.

* Put the elasticity chapter into Macroeconomics for
those who cover elasticity in their macro course.

¢ Eliminate the mainly descriptive Chapter 4 on the
private and public sectors and move the relevant
content to where it fits more closely with related
micro and macro materials,

* Provide a single chapter on international trade, rather
than two separate chapters that have overlapping
coverage (Chapters 5 and 37 in the Economics 18th
edition).

* Boost the analysis of market failures (public goods
and externalities) in the introductory sections to
complement and balance the strong but highly
stvlized introduction to the market system discussed
in Chapter 2.

Our new approach embraces these suggestions. For
micro instructors, the new ordering provides a clear
supply-and-demand path to the subsequent chapters on
consumer and producer behavior. For macro instructors,
the new ordering provides the option of assigning elas-
ticity or market failures or both. And because this con-
tent 1s both optiona

and modular, macro instructors can

11



12 | Preface

also skip it and move directly to the macroeconomic
analysis.

The content on the United States in the global
cconomy that appeared in Chapter 5 of the [8th edition
is now integrated into Chapter 6 (International Trade).
Because Chapter 6 draws only on production possibilities
analysis and supply and demand analysis. it can be assigned
at any point after Chapter 3 (Demand, Supply, and Market
Equilibrium).

For instructors who prefer Chapter 5 of the prior
editon to Chapter 6 of the new editon. we have fully
updated the previous Chapter 5 content and made it freely
available on the Instructor Resource CD. Look for it
under the new category called Content Options for
Instructors (COI).

New “Consider This” and
“Last Word" Pieces

Our *Consider This” boxes are used to provide analogies,
examples, or stories that help drive home central cconomic
ideas in a student-oriented,
real-world manner. For
instance, a “Consider This"
box ntled “Mcllits and
McMisses™ illustrates con-
sumer sovereignty through
a listing of successtul and

CONSIDER THIS . . .

The Fable of

unsuccessful products.
The difference between
stocks and flows is illus-
trated through a “Con-
This” box that
contrasts the pool of water
above a dam and the flow

the govarnmiant wsarsnes wih

carage mere luves and heoce nore =

| Axitoure out no Resenreh has dhown thar farmens and bes 51 d er
g 15 develon gty asd

Gavrest apEter
Bt gepery 1
| mnded By the

e “Fabbe of the Beer™ o 5 pood rermider that 4 o « fallacy
W EUVErTMENT M slwipt get imolved 1o
1.1 many cases. the prate sector can 1ol

vignettes, each accompa-
nied |:'\' a |)hml|. illustrate
key points in a lively, col-
orful, and easy-to-remember way. We have added 17 new
“Consider This” boxes in this edition of Econvmics: Globul
Edition.

Our “Last Word"” pieces are lengthier applications
or case studies that are placed near the end of cach chap-
ter. For example, the “Last Word” section for Chapter 1
(Limits, Alternatives, and Choices) examines pitfalls to
sound economic reasoning, while the “Last Word™
section for Chapter § (Market Failures: Public Goods
and Externalities) examines cap-and-trade versus carbon
taxes as policy responses to excessive carbon dioxide

ety Extems

bt powtree and negatres exteenality robeni tn @ owr

‘ 15 shaum dhat

Wo rd Carbion Dioxide Emissions, Cap and Trade,
and Carbon Taxes

Cap-and-trade yyvtemn and carbon tases are fwo
apprasches to redusng Carbon diedide (CO,)

of water into and out of
the reservoir. These brief

emissions. There are 10 new “Last Word” sections in
this edition of Economics: Global Edition.

If vou are unfamiliar with Economics: Global Edition or
Macraeconomics: Global Edition, we encourage you to thumb
through the chapters to take a quick look at these highly
visible features.

New Discussions of the Financial Crisis
and the Recession

Our modernization of the macroeconomics in the previ-
ous edition has met with great success, measured by re-
views, instructor feedback, and market response. We recast
the entire macro analysis in terms of the modern, domi-
nant paradigm of macroeconomics, using economic
growth as the central backdrop and viewing business fluc-
tuations as significant and costly variations in the rate of
growth. In this paradigm, business eycles result from de-
mand shocks (or, less often, supply shocks) in conjunction
with inflexible short-run product prices and wages. The
degree of price and wage stickiness decreases with time. In
our models, the immediate short run is a period in which
both the price level and wages are not only sticky, but
stuck; the short run is a period in which product prices are
flexible but wages are not; and the long run is a period in
which both product prices and wages are fully flexible.
Each of these three periods—and thus each of the models
based on them—is relevant to understanding the actual
macro cconomy and its oceasional difficulties.

In this edition, we have mainly focused on incorporat-
ing into our new macrocconomic schema an analysis of
the financial crisis, the recession, and the hesitant recov-
ery. We first introduce the recession in Chapter 9 (An In-
rroduction to Macroeconomies) via a new “Consider This”
box that ties to the chapters discussion of Buzzer Auto,
demand shocks, and short-run sticky prices. In Chapter 10



(Measuring Domestic Output and National Income) we
point out that the main flows in the National Income and
Product Accounts usually expand over time, but not al-
ways, as demonstrated by the recession. In Chapter 11
(Economic Growth) we discuss how the recession relates
to the growth/production possibilities dynamics of Fig-
ure 11.2. In Chapter 12 (Business Cycles, Unemployment,
and Inflation) we provide a telling comparison of U.S. un-
employment rates for various demographic groups for the
prerecession year 2007 and the recession year 2009,

In Chapter 13 (Basic Macroeconomic Relationships)
we have added two “Consider This” boxes, one on how the
paradox of thrift applied to consumer behavior during the
recession and the other on the riddle of plunging invest-
ment spending at the same time the interest rate dropped to
near zero in the United States during the recession. In
Chapter 14 (The Aggregate Expenditures Model) we use
the recession as a timely application of how a decline in
aggregate expenditures can produce a recessionary expendi-
ture gap and a highly negatve GDP gap. In Chapter 15
(Aggregate Demand and Aggregate Supply) we use the re-
cession as a good application of how negative demand
shocks can produce large declines in real output with no or
very little deflation. Chapter 16 (Fiscal Policy, Deficits, and
Debr) provided a terrific opportunity to bring each of these
tumely and relevant subjects up-to-date, and we took full
advantage of that opportunity.

In Chapter 17 (Money, Banking, and Financial Institu-
tions) we added a major new section on the financial crisis,
with emphasis on the U.S. mortgage debt crisis, mortgage-
backed securities, failures and near-failures of financial firms,
the U.S. Treasury’s TARP rescue, the Fed’s extraordinary use
of lender-of-last-resort facilities, and the Wall Street Reform
and Consumer Protection Act of 2010. In Chapter 18
(Money Creation), we stress that the Fed now pays interest
on required reserves, and we also use the “Last Word” on the
U.S. bank panics of 1930-1933 to explain how the Fed han-
dled things very differently during the recent financial crisis.

Chapter 19 (Interest Rates and Monetary Policy) fea-
tures several new discussions relating to Fed policies during
the recession, including a new discussion on the liquidity
trap. Along with giving the Fed high marks for dealing with
the crisis, we also say that some economists think the Fed
contributed to the financial crisis by keeping interest rates
too low for too long during the recovery from the 2001 re-
cession. We also replaced a dated “Consider This” piece
with a new one on the ballooning Fed balance sheet and the
problems it could pose for monetary policy during the
eventual postrecession expansion. Chapter 20 (Financial
Economics) presented a new opportunity for us to demon-
strate how a sharp decline of the “appetite for risk” alters

Preface

the slope of the Securitics Market Line (SML) and changes
investment patterns between stocks and bonds.

Orther mentions of the recession are spread through-
out the remainder of the macro chapters, including in the
discussions of macro debates, trade protectionism, and
trade deficits.

Although we found these various ways to work the
recession into our macro chapters, we are confident that our
basic macroeconomic models will serve equally well in
explaining economic recovery and expansion back to the
economy’s historical growth path. The new inclusions relat-
ing to the recession simply help students see the relevance of
the models to what they are sceing in the news and perhaps
experiencing in their own lives. The overall tone of the book,
including the macro, continues to be optimistic with respect
to the long-term growth prospects of market economies.

Reworked End-of-Chapter Questions
and Problems

We have extensively reworked the end-of-chapter Study
Questions, splitting them into questions and problems and
adding many new problems. The questions are analytic
and often ask for free responses, whereas the problems are
mainly quantitative. We have aligned the questions and
problems with the learning objectives presented at the be-
ginning of the chapters. All of the problems are assignable
through McGraw-Hills Connect Economics; all of the prob-
lems also have algorithmic variations and can be automati-
cally graded within the system. The new lists of questions
and problems were well-received by reviewers, many of
them long-time users of the book.

Current Discussions and Examples

The 19th edition of Macroeconomics: Global Edition refers to
and discusses many current topics. Examples include the
cost of the U.S. war in Iraq; surpluses and shortages of
tickets at the Olvmpics; the myriad impacts of ethanol
subsidies; core inflation; China’y continued rapid growth;
the severe recession of 2007-2009; the paradox of thrift;
the stimulus package of 2008; ballooning U.S. budget def-
icits and public debt; the long-run funding shortfalls in
Social Security and Medicare; securitization and the U.S.
mortgage debrt erisis: the Wall Street Reform and Con-
sumer Protection Act of 2010; recent Fed monetary pol-
icy; the liquidity trap; the Fed’s new term auction facility;
the Fed’s payment of interest on required reserves; the
Tavlor rule in relation to Fed policy; the jump in the size
of the Fed’s balance sheet; ULS. trade deficits; offshoring of
jobs: trade adjustment assistance; the European Union

13
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ilnd fhl..' ]",llr{] .'/,t mes C]mngcs n ext‘h:mge rates; i'lﬂtl many
other current topics.

Chapter-by-Chapter Changes

Each chapter of Microeconanics: Global Edition. 19th edi-

tion, contains updated data reflecting the current econ-

omy, streamlined Learning Objectives,

end-of-chapter content.
Chapter-specific updates include:

and reorganized

Chapter 1: Limits, Alternatives, and Choices features a
new Learning Objective on consumption possibilities and
a revised definition of “entreprencur” that clarifies why
risk taking is socially beneficial and, thus, why entrepre-
The “Con-
sider This” box on opportunity costs has been revised to
include more global examples.

Chapter 2: The Market System and the Circular Flow in-
cludes a revised explanation of property rights, a clanfied
discussion of firms’ motives for choosing the lowest-cost
production methods, an international example for the use
of money section, an updated “MclHits and MeMisses™
“Consider This™ box, and a revised discussion of the circu-
lar flow model.

neurial ability 1s a valuable cconomice resource.

Chapter 3: Demand, Supply, and Market Equilibrium con-
tains wording improvements that clarify the main concepts.
Chapter 4: Elasticity is a new chapter that focuses solely on
elasticity. This content has been moved forward from Chap-
ter 6 of the 18th edition, allowing this topic to be covered di-
rectly after supply and demand. This content will be available
in both the Macro and Micro splits. The material on con-
sumer and producer surplus has been moved to Chapter 5.

Chapter 5: Market Failures: Public Goods and Externali-
ties is a new chapter that first examines consumer surplus,
producer surplus, efficiency, and efficiency losses (all from

Chapter 6, 18th edition). It then devotes the remainder of

the chapter to market failures, specifically public goods
and externalities (both from Chapter 16, 18th edition).
The chapter also features a new “Last Word” section that
discusses the pros and cons of cap-and-trade emissions-
control policies and a new *Consider This™ box that con-
cisely discusses the Coase Theorem.

Chapter 6: International Trade contains relevant content
from Chapter 5 of the 18th edition. This chapter features
additonal explanation that clarifies how comparative ad-
vantage differs from absolute advantage, a new “Consider
This” box on misunderstanding the gains from trade. and
a streamlined discussion of multilateral trade agreements
and free-trade zones,

Chapter 7: The Balance of Payments, Exchange Rates, and
Trade D{ju iats features a streamlined explanation of why the
balance-of-payments statement always balances, a revised
discussion of official reserves and balance-of-payments defi-
cits and surpluses. and updated discussions of exchange rates.

specifically focusing on the euro and Euro Zone countries.

Chapter 8: The Economics of Developing Countries includes a
revised discussion of large populations and the standard of
living and updated coverage of the role of government in
improving the growth prospects of dev dnpmg countries.

Chapter 9: An Introduction to Macroeconomics includes
Consider This” boxes. The first contrasts eco-
nomic investment with financial investment and the sec-
-2009 in the context of

two new ©

ond discusses the recession of 2007
the introductory analysis.

Chapter 10: Measuring Domestic OQutput and National
Tncome adds new definitions and data for the terms durable
goods, nondwrable goods, and services in the discussion of per-
‘.;[ll'l'.ll (.'()I‘l.Sl]ll'IPri(%ll'l.

Chapter 11: Economic Growth has substantially revised
Learning Objectives that provide a better preview of the
chapter; tightened discussions in the “Consider "This”
boxes on patents in India and on women, the labor force,
and economic growth;: a new discussion relating the reces-
sion to the growth and production possibilities analysis in
Figure 11.2; and updates on growth accounting from the
Economic Report of the President.

Chapter 12: Business Cycles, Unemployment, and Infla-
tion includes a revised discussion on business cycles, new
data on unemployment rates during the recent recession,
and a new discussion of core inflation.

Chapter 13: Basic Macroeconomic Relationships teatures
new “Consider This” boxes discussing the Great Recession,
the paradox of thrift, and the investment riddle, and an 1m-
proved discussion of investment instability.

Chapter 14: The Aggregate Expenditures Model provides
a revised introduction that links to the prior chapters,
improved discussions in the “Assumptions and Simplifica-
tions” and “International Linkages” sections, and a new ap-
plication that relates the Great Recession to the AE model.

Chapter 15: Aggregate Demand and Aggregate Supply
has a new introduction that provides a current and rele-
vant example for students, and a reorganized and updated
“Last Word™ on oil prices.

Chapter 16: Fiscal Policy, Deficits, and Debt provides ex-
plicit definitions of expansionary and contractonary fiscal
policy and political business cycles, an updated discussion



of current fiscal policy, detailed coverage of the 2008 and
2009 U.S. sumulus packages, and a new “Last Word™ on
Social Security and Medicare funding shorttalls.

Chapter 17: Money, Banking, and Financial Institutions
features a new section on the financial erisis of 2007-2008,
with emphasis on the U.S. mortgage default crisis, mortgage-
backed securitization, failures and near failures of financial
firms, the Treasury’s TARP rescue, the Fed’s extraordinary
new lender-of-last resort facilities, and the Wall Street Re-
form and Consumer Protection Act of 2010. Also new is a
“Last Word"” on electronic banking.

Chapter 18: Money Creation contains a clarified discussion
of a bank’s balance sheet and an updated “Last Word™ that
contrasts the lack of acton by the Fed during the early
1930s compared to the Feds forceful actions during the
financial erisis of 2007-2008.

Chapter 19: Interest Rates and Monetary Policy features a
revised globally-relevant introduction, a fully updated dis-
cussion of recent U.S. monetary policy, a new *Consider

This™ box on the ballooning halance sheet of the Fed

during the recession of 2007-2009, and the conversion of

the AD-AS summary figure from the previous edition to a

new “Last Word” section.

Chapter 20: Financial Economics provides a revised in-
troduction to the discussion of present value, a new see-
tion on applications of the security market line, and a new
“Consider This” picce that discusses Ponzi schemes and
Bernie Madoff.

Chapter 21: Extending the Analysis of Aggregate Supply
features a erisper discussion of economic growth with on-
going inflation, along with a modified Figure 38.
updated discussion of the Phillips Curve.

7,and an

Chapter 22: Current Issues in Macro Theory and Policy
has a new “Consider This” box on the Fed’s actions prior
to the financial crisis and an updated discussion of the
Taylor Rule in the “Last Word.”

Distinguishing Features

Frehensfve Explanations at an Appropriate
LEVE’ Economics: Global Fdition is comprehensive, analyti-

cal, and challenging yer fully accessible to a wide range of

students. The thoroughness and accessibility enable in-
structors to select topies for special classroom emphasis
with confidence that students can read and comprehend
other independently assigned material in the book. Where
needed, an extra sentence of explanation is provided.
Brevity at the expense of clarity is false economy.

Preface

Fundamentals of the Market System Many econ-
omies throughout the world are still making difficult tran-
sitions from planning to markets while a handful of other
countries such as Venezuela seem to be trying to reestab-
lish government-controlled, centrally planned economies.
Our detailed iluscripticm of the institutions and operation
of the market system in Chapter 2 (The Market System
and the Circular Flow) is therefore even more relevant
than before. We payv particular attention to property
rights, entreprencurship, freedom of enterprise and
choice, competition, and the role of profits because these
concepts are often misunderstood by beginning students
worldwide.

Extensive Treatment of International Economics
We give the principles and institutions of the global econ-
omy extensive treatment. The appendix to Chapter 3
(Demand, Supply, and Market Equilibrium) has an appli-
cation on exchange rates. Chapter 6 (International Trade)
examines key facts of international trade, specialization
and comparative advantage. arguments for protectionism,
impacts of tariffs and subsidics, and various trade agree-
7 (Balance of Payments, Exchange Rates,
and ‘Trade Deficits) discusses the balance of payments,
fixed and floating exchange rates, and trade deficits. Chap-
ter 8 (The Economices of Developing Countries) takes a
look at the special problems faced by developing countries
and how the advanced industrial countries try to help
them.

As noted previously in this preface, Chapter 6 (Inter-
national “Irade) is constructed such that instructors can
assign it immediately after Chapter 3. Chapter 6 requires
only a good understanding of production possibilities
analysis and supply and demand analysis to comprehend.
International competition, trade flows, and financial
flows are integrated throughout the macro sections.
“Global Perspective” boxes add to the international fla-
vor of the book.

ments. Chapter

Early and Extensive Treatment of Government
The public sector is an integral component of modern
capitalism. This book introduces the role of government
carly, Chapter 5 (Market Failures: Public Goods and
Externalities) systematically discusses public goods and
government policies toward externalities. A government’s
role in promoting price stability, full employment, and
economic growth is central to the macroeconomic policy
chapters. Considerable attention is given to issues related
to budget deficits and national debt.

15
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Step-by-Step, Two-Path Macro As in the previous
editon, our macro continues to be distinguished by a sys-
tematic step-by-step approach to developing ideas and
building models. Explicit assumptions about price and
wage stickiness are posited and then systematically peeled
away, vielding new models and extensions, all in the
broader context of growth, expectations, shocks, and
degrees of price and wage stickiness over time.

In crafting this step-by-step macro approach, we took
care to preserve the “two-path macro” that many instruc-
tors appreciated. Instructors who want to bypass the
immediate short-run model (Chapter 14: "The Aggregate

Expenditures Model) can proceed without loss of

continuity directly to the short-run AD-AS model (Chap-
ter 15: Aggregate Demand and Aggregate Supply). fiscal
policy, money and banking, monetary policy, and the long-
run AD-AS analysis.

Focus on Economic Policy and Issues For many
students, the macro chapters on fiscal policy and monctary
policy are where the action is centered. We guide that ac-
tion along logical lines through the application of appropri-
ate analytical tools.

Organizational Alternatives

Although instructors generally agree on the content of

principles of economics courses, they sometimes differ on
how to arrange the material. Macroeconomics: Gilobal Edition
includes 7 parts, and thus provides considerable organiza-
tional flexibility. For example, the two-path macro enables
covering the full aggregate expenditures model or advanc-
ing directly from the chapter on basic macro relationships
to the AD-AS model. Also, the section of Chapter 21 on
the intricacies of the relationship between short-run and
long-run aggregate supply can easily be appended to
Chapter 15 on AD and AS.

Finally, as noted before, Chapter 6 on international
trade can easily be moved up to immediately after Chap-
ter 3 on supply and demand for instructors who want an
earlier discussion of international trade.

Pedagogical Aids

Macroeconomics: Global Edition is highly student-oriented.
The “To the Student” statement at the beginning of Part |
details the book’s many pedagogical aids. The 19th edition
is also accompanied h\ a variety of high-quality supple-
ments that help students master the subject and help in-
structors implement customized courses.

Supplements for Students and
Instructors

Instructor’s Manual Shawn Knabb and Randy Grant
revised the solutions to the end-of-chapter questions and
problems and created new step-by-step explanations.
Laura Maghoney revised and updated all other contents
in the astructor’s Manual. "The revised lustructor’s Manual
includes:

¢ Chapter summaries.

* Listngs of “what’s new” in cach chapter.

* ‘Teaching tips and suggestions.

* Learning objectives.

* Chapter outlines.

* Extra questions and problems.

* Answers to the end-of-chapter questions and
problems, plus correlation guides mapping content
to the learning objectives.

The Instractor’s VMannal is available on the Instructor’s
Resource CD and in the Comnect library.

Three Test Banks ‘lest Bank I contains about 6500
multiple-choice and true-false questions, most of which
were written by the text authors. Randy Grant revised Test
Bank I for the 19th edition. Test Bank 11 contains around
6000 multiple-choice and true-false questions, updated by
Felix Kwan of Maryville University. All Test Bank I and II
questions are organized by learning objective, topic,
AACSB Assurance of Learning, and Bloom’s Taxonomy
guidelines. Test Bank 111, written by William Walstad,
contains more than 600 pages of short-answer questions
and problems created in the style of the books end-of-
chapter questions. Test Bank [ can be used to construct
student assignments or design essay and problem exams.
Suggested answers to the essay and problem questions are
included. In all, more than 14,000 questions give instruc-
tors maximum testing flexibility while ensuring the fullest
possible text correlation.

Test Banks [ and 11 are available in Connect Economics
and in MS Word. Test Bank 11 is available in MS Word on
the Instructor Resource CD and in the Connect library.

PowerPoint Presentations \Vith the assistance of
Laura Maghoney, the PowerPoint Presentations for the
19th edition were updated by a dedicated team of instruc-
tors: Jill Becearis-Pescatore of Montgomery County
Community College, Stephanie Campbell of Mineral
Area College. Amy Chataginer of Mississippi Gulf Coast
Community College, and Dorothy Siden of Salem State
College. Each chapter is accompanied by a concise yet



thorough tour of the key concepts. The Instructor Power-
Point Presentations are available on the Instructor’s
Resource CD and in the Connect library. The Student
PowerPoints arc available in the Connect library.

Digital Image Library Every graph and table in the
text is available in the Conneer library and on the Instruc-
tor’s Resource CID-ROM.

McGraw-Hill Connect Economics McGraw-Hill
Connect Economics 1s an online assignment and assessment
solution that connects students with the tools and re-
; . sources they'll need to achieve
l{a cor}rlect success. McGraw-Hill Connect
Ieconomics  [iconomics helps prepare students

for their future by enabling faster

learning, more efficient studying, and higher retention of

knowledge.

All of the end-of-chapter problems, the thousands of

questions from “Test Banks and 11, and additional resources
are available in Connect Economics. For more information
on Connect Economics and other technology, please visit
http://connect.megraw-hill.com and contact vour local
publisher’s representative.

Assurance~of-!_earm'ng Ready Many educational

institutions are focused on the notion of assurance of

learning, an important element of some accreditation
standards. Macroeconomics: Global Edition is designed to
support your assurance-of-learning initiatives with a sim-
ple yet powerful solution. Each chapter in the book begins
with a list of numbered learning objectives to which each
end-of-chapter question and problem is then mapped. In
this way, student responses to those questions and proh-
lems can be used to assess how well students are mastering
cach particular learning objective. Each test bank question
for Macroeconomics: Global Edition also maps to a specific
learning objecuive.

You can use Connect Economics o easily query for
learning outcomes and objectives that directly relate to
the learning objectives for vour course. You can then use
the reporting features to aggregate student results in a

similar fashion, making the collection and presentation of

assurance-of-learning data simple and casy.

AACSB Statement 'The McGraw-Hill Companies is

proud corporate member of AACSB International.
Understanding the importance and value of AACSB
accreditation, Macroeconomics: Global Edition, 19th edi-
tion, has sought to recognize the curricula guidelines

Preface

detailed in the AACSB standards for business accredita-
tion by connecting end-of-chapter questions in Macroeco-
nomics: Global Edition, 19th edition, and the accompanying
test banks to the general knowledge and skill guidelines
found in the AACSB standards.

This AACSB Statement for Macroeconomics: Global
Edition. 19th edition, is provided only as a guide for the
users of this text. The AACSB leaves content coverage and
assessment within the purview of individual schools, their
respective missions, and their respective faculty. While
Macroeconomics: Global Edition. 19th edition, and the teach-
ing package make no claim of any specific AACSB qualifi-
cation or evaluation, we have, within Macroeconomics:
Global Edition, 19th editon, labeled selected questions ac-
cording to the six general knowledge and skills areas.
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Selected Economics Statistics for Various Years, 1929-1982
Statistics in rows |5 are in billions of dollars in the year specified. Numbers may not add to torals because of rounding.

GDP AND INCOME DATA 1929 1933 1939 1940 1942 1944 1946 1948 1950 1952 1954

| Gross domestic product 103.6 56.4 92.2 1o1.4 161.9 219.8 2222 269.1 293.7 158.3 380.4

2 Net domestic product 93.9 49.0 82.9 91.8 148.2 200.2 199.1 240.7 263.8 322.0 339.8
3 National income 93.9 48.1 82.0 90.9 149.5 198.0 198.6 242.6 263.9 3213 338.7

4l Pesaratioors 84.9 ez 729 78.4 123.4 166.0 178.6 209.7 2289 2752 2943

5 Disposable income 83.2 46.0 714 76.8 118.5 148.3 161.4 190.5 209.9 243.2 264.1
6 Disposable income per capita 683 366 545 581 879 1072 1142 1299 1384 1550 1627
7 Personal saving as percent of DI 43 3.7 44 5.7 24.1 26.0 9.6 6.9 T 8.4 7.5
OTHER STATISTICS 1929 1933 1939 1940 1942 1944 1946 1948 1950 1952 1954
8 Real GDP (billions of 977.0 T16.4 1072.8 1166.9 1618.2 2035.2 1792.2 1854.2 2006.0 2243.9 23324
2005 dollars)
9 Economic growth rate —_ =i 8.1 8.8 18.5 8.1 -=10.9 4.4 8.7 1B —0.6
(change in real GDP)
10 Consumer Price Index 17.1 13.0 13.9 14.0 163 17.6 19.5 24.1 24.1 26,5 26.9
(1982-1984 = 100)
11 Rate of inflation (percent 0.0 =5.1 -4 0.7 0.9 L7 83 8.1 1.3 L9 0.7
change in CPI)
12 Money supply, M1 (billions of §) 26.6 9.9 342 39.7 55.4 853 106.5 125 4.1 125.2 1303
13 Federal funds interest rate (%) - = = - o - - 1.75 2.07 3.00 3.05
I4 Prime interest rate (%) 5.50 1.50 1.50 1.50 1.50 1.50 1.50 1.75 2.70 3.00 3.05
I5 Population (millions) 121.8 125.6 131.0 132.1 134.9 13684 141.4 146.6 1523 157.6 163.0
16 Civilian labor force 49.2 51.6 55.2 55.6 56.4 54.6 57.5 60.6 62.2 62.1 63.6

(millions)

17 Unemployment rate (%) 32 24.9 7.2 14.6 4.7 1.2 39 3.8 5.3 3.0 5.5

I8 Productivity growth, S — = —. - — —_ 4.6 8.2 1.8 1
business sector (%)

19 After-tax manufacturing — — — — —_ —_ _ 7.0 %l 4.3 45
profit per dollar of sales (cents)

20 Price of crude oil (U.S. average, L27 0.67 1.02 1.02 119 121 141 2.60 2.51 2.53 2.78
dollars per barrel)

21 Federal budget surplus (+) - - - -9 -20.5 —47.6 -15.2 1.8 =31 -5 =1.2
or deficit (=) (billions of dollars)

22 Public debt (billions of dollars) 16.9 225 48.2 50.7 79.2 204.1 271.0 252.0 256.9 259.1 270.8

23 Trade balance on current —_ — — — — —_ 4.9 24 -1.8 0.6 0.2
account (billions of dollars)

*Combines items from other smaller accounts.
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5374
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3.0

1968
909.8

B19.4

821.2

T IJ
624.7
ER P
8.4
1968
4133.4

197.4
5.66
6.31

100.7

78.7

3.6
34

5.1
2.94
=252

368.7
0.6

1038.3

1970

930.0
929.5

B838.6
735.5
3586
9.4
1970
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8.9
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4647.7

5.3
41.8
32
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4.44
5.73
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87.0

5.6
32

4.3

3.39
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1335.8
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5010
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5819.0
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Selected Economics Statistics for Various Years, | 984-2009
Statistics in rows |1-5 are in billions of dollars in the year specified. Numbers may not add to totals because of rounding.

GDP AND INCOME DATA 1984 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

| Gross domestic product 3930.9 4460.1 4736.4 5100.4 5482.1 5800.5 5992.1 6342.3 6667.4 7085.2 74147

2 Net domestic product 34565 3921.6 41653 4489.4 4830.7 5109.3 5267.7 5598.0 5889.3 6266.0 6545.2
3 National income 3461.3 38715 4150.0 4522.3 4800.5 5059.5 5217.9 5517.1 5784.7 6181.3 6522.3

4 Personal income 3268.9 3696.0 39244 42312 4557.5 4846.7 5031.5 53473 5568.1 5874.8 6200.9

5 Disposable income 1891.5 3158.8 34353 37263 3991.4 4254.0 4444.9 4736.7 4921.6 5184.3 5457.0
6 Disposable income per capita 12,232 13,540 14,146 15,206 16,134 17,004 17,532 18,436 18,909 19,678 20,470

T Personal saving as percent of DI 10.2 1.6 6.5 6.9 6.6 6.5 7.0 7.3 5.8 5.2 5.2

OTHER STATISTICS 1984 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995
8 Real GDP (billions of 6577.1 T086.5 73133 7613.9 7885.9 8033.9 B0IS.1 8287.1 8523.4 8870.7 9093.7
2005 dollars)
9 Economic growth rate 1.2 35 12 4.1 34 1.9 -0.2 34 2.9 4.1 15
(change in real GDP)
10 Consumer Price Index 103.9 109.6 113.6 118.3 124.0 130.7 136.2 140.3 144.5 148.2 152.4
(1982-1984 =100)
|| Rate of inflation (percent 4.3 1.9 £ 4.1 4.8 54 4.2 3.0 3.0 1.6 1.8
change in CPI)
12 Money supply, M| (billions of $) 551.6 724.7 750.2 786.7 792.9 824.7 897.0 1024.9 1129.6 1150.6 1127.5
13 Federal funds interest rate (%) 10.23 £.80 6.66 71.57 9.21 8.10 5.69 3.52 3.02 4.21 5.83
14 Prime interest rate (%) 12.04 8.33 8.21 932 10.87 1o.ol B.4é 6.25 £.00 T1.18 8.83
|5 Population (millions) 2363 240.7 242.8 245.0 147.3 250.1 253.5 256.9 260.3 163.4 266.6
16 Civilian labor force 113.5 1nra 119.9 121.7 123.9 125.8 126.3 128.1 129.2 1300 132.3
(millions)

17 Unemployment rate (%) 7.5 7.0 6.2 5.5 5.3 5.6 6.8 7.5 6.9 6.1 5.6

18 Productivity growth, .7 2.9 03 L5 1.0 2.1 1.5 4.2 0.5 0.9 0.0
business sector (%)

19 After-tax manufacturing 4.6 3.7 4.9 5.9 4.9 3.9 24 0.8 28 5.4 5.6
profit per dollar of sales (cents)

10 Price of crude oil (U.S. average, 15.88 1251 15.40 12.58 15.86 20.03 16.54 15.99 14.25 13.19 l4.62
dollars per barrel)

2| Federal budget surplus (+) —185.4 -221.2 —149.7 —]55:2 -152.6 -221.0 —269.2 -190.3 —155.1 —=203.2 —164.0
or deficit (—) (billions of dollars)

22 Public debe (billions of dollars) 1564.7 21206 1346.1 2601.3 2868.0 3206.6 3598.5 4002.1 4351.4 4643.7 4921.0

23 Trade balance on current —94.3 —147.2 —160.7 =121.1 —99.5 —79.0 2.9 —50.1 ~84.8 —=121.6 ={13.8
account (billions of dollars)

*Combines items from other smaller accounts.
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8.00
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143.7

2002
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93373
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9060.1
8009.7

27,799

35
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1.67
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288.0

144.9
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9840.2

9378.1
8377.8

18,805

35
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4.12
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2004

11,867.8

10,435.0

10,534.0
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BBEY.4

30,287

34
2004
12,263.8

13771
1.35
4.34

293.3

147.4

10,485.9

12,638.4

11,097.0

11,273.8

9277.3

31,318

1.4
2005
12,638.4
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6.19
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149.3

13,398.9
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12,3176
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L
2007
13,254.1
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2.8
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30017
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12,5943
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35,450
.7

2008
13,3122

14,256.3

12,392.3
12,288.1

12,026.1
10,923.6
35,526

4.3
2009%*
12,987.4

—~24

2145

-0.4

1693.3
0.6
3.25

307.2
154.1

5.4
2.9

6.0

18.46

—107.4

51819
—124.8

**Data for 2009 and the years immediately prior are subject to change because of subsequent government data revisions.
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LIMITS, ALTERNATIVES, AND CHOICES

THE MARKET SYSTEM AND THE
CIRCULAR FLOW




To the Student

his book and its ancillaries contain several features
designed to help you learn economics:

* Appendix on graphs Be assured that you
will need rrll|) basic math skills to do well in the
principles course. In particular, yvou will need to he
comfortable with basic graphical analysis and a few
quantitative concepts. The appendix at the end of
Chapter | reviews :_11';1}}|1~. and slopes of curves. You
may want to read it before starting Chapter 1.
Reviews Fach chapter contains two to four Quick
Reviews and an end-of-chapter summary. These
reviews will help you focus on essential ideas and
study for exams.

Key terms and Key Grapbs Key terms are set in bold
face type within the chapters, listed at the end of each
chapter, and again defined in the glossary at the end of
the book. Graphs with special importance are labeled
Key Graphs, and each includes a multiple-choice
Quick Quiz. Your instructor may or may not empha
size all of these figures, but vou should pay special
attention to those that are discussed in class; vou can
be certain there will be exam questions on them.

Consider This and Last Word boxes \Nlany chapters
include a “Consider This” box. These brief pleces pro-

V iilL’ t'l!f]”nl”]l]lill'i_' :H'Iil]“"__:]‘t“h L’x'.l“l.l)ll."\_ .lnkl \'Ull'll{.'.“b Ih.ﬂ
help you understand and remember central economic
ideas. Fach chapter concludes with a “Last Word” box.
Some of them are revealing applications of economic
ideas: others are short case studies. While it is tempting
to ignore in-text boxes, don’t. Most are fun to read, and
all will improve vour grasp of economics.

* Questions and Problems The end of each chapter
fearures Separate sections ( f Questions and Prob-
lems. The Questions are analytic and often ask for
free-responses, while the Problems are more com-
putational. Each is keyed to a particular learning
objective (LO) in the list of LOs at the beginning
of the chapter.

Our two main goals are to help vou understand and
apply economics and help you improve your analytical
skills. An understanding of economies will enable you to
comprehend a whole range of economic, social, and politi-
cal problems that otherwise would seem puzzling and per-
plexing. Also. vour study will enhance reasoning skills that
are highly prized in the workplace.

Good luck with vour study. We think it will be well
worth vour time and etfort.



AFTER READING THIS CHAPTER, YOU SHOULD BE
ABLE TO:

1 Define economics and the features of the economic
perspective.

2 Describe the role of economic theory in economics.

3 Distinguish microeconomics from macroeconomics
and positive economics from normative economics.

4 List the categories of scarce resources and
delineate the nature of the economizing problem.

5 Apply production possibilities analysis, increasing
opportunity costs, and economic growth.

6 Explain how economic growth and international
trade increase consumption possibilities.

7 (Appendix) Understand graphs, curves, and slopes
as they relate to economics.

Limits, Alternatives, and Choices

(An appendix on understanding graphs follows this chapter. If you need a quick review of this
mathematical tool, you might benefit by reading the appendix first.) People's wants are numerous
and varied. Biologically, people need only air, water, food, clothing, and shelter. But in modern societies
people also desire goods and services that provide a more comfortable or affluent standard of living.
We want bottled water, soft drinks, and fruit juices, not just water from the creek. We want salads,
burgers, and pizzas, not just berries and nuts. We want jeans, suits, and coats, not just woven reeds.
We want apartments, condominiums, or houses, not just mud huts. And, as the saying goes, “That is
not the half of it.” We also want flat-panel TVs, Internet service, education, homeland security,
mobile phones, health care, and much more.

Fortunately, society possesses productive resources, such as labor and managerial talent, tools

and machinery, and land and mineral deposits. These resources, employed in the economic system



(or simply the economy), help us produce goods and services that satisfy many of our economic
wants. But the blunt reality is that our economic wants far exceed the productive capacity of our
scarce (limited) resources. We are forced to make choices. This unyielding truth underlies the defini-
tion of economics, which is the social science concerned with how individuals, institutions, and soci-
ety make optimal (best) choices under conditions of scarcity.

The Economic Perspective
Economists view things from a unique perspective. This
economic perspective, or economic way of thinking, has
several critical and closely interrelated features.

Scarcity and Choice

Scarce economic resources mean limited goods and ser-
vices, Scarcity restricts options and demands choices. Be-
cause we “can’t have it all,” we must decide what we will
have and what we must forgo.

CONSIDERTHIS . ..

Free for All?

Free products are
seemingly every-
where. Sellers
offer free soft-
ware, free Mobile
phones, and free
checking ac-
counts. Dentists
give out free toothbrushes. At tourist information centers, there
are free brochures and maps.

Does the presence of so many free products contradict the
economist's assertion “There is no free lunch"! No! Resources
are used to produce each of these products, and because those
resources have alternative uses, society gives up something else
to get the “free” good. Where resources are used to produce
goods or services, there is no free lunch.

So why are these goods offered for free! In a word: market-
ing! Firms sometimes offer free products to entice people to try
them, hoping they will then purchase those goods later. The free
software may eventually entice you to buy the producer’s up-
graded software. In other instances, the free brochures contain
advertising for shops and restaurants, and that free e-mail pro-
gram is filled with ads. In still other cases, the product is free only
in conjunction with a larger purchase.To get the free bottle of
soda, you must buy the large pizza.To get the free mobile phone,
you need to sign up for a year's worth of mobile phone service.

So while “free" products may come at no cost to the individu-
als receiving them, they are never free to society.

40

At the core of economics is the idea that “there is no
free lunch.” You may be treated to lunch, making it “free”
from vour perspective, but someone bears a cost. Because
all resources are either privately or collectively owned by
members of society, ultimately society bears the cost.
Scarce inputs of land, equipment, farm labor, the labor of
cooks and waiters, and managerial talent are required.
Because society could have used these resources to pro-
duce something else, it sacrifices those other goods and
services in making the lunch available. Economists call
such sacrifices opportunity costs: To obtain more of one
thing, society forgoes the opportunity of getting the next
best thing. That sacrifice is the opportunity cost of the
choice.

Purposeful Behavior

Economics assumes that human behavior reflects “rational
self-interest.” Individuals look for and pursue opportuni-
ties to increase their utility—the pleasure, happiness,
or satisfaction obtained from consuming a good or service.
They allocate their time, energy, and money to maximize
their satisfaction. Because they weigh costs and benefits,
their economic decisions are “purposeful” or “rational,”
not “random” or “chaotic.”

Consumers arc purposcful in deciding what goods
and services to buy. Business firms are purposeful in decid-
ing what products to produce and how to produce them.
Government entities are purposeful in deciding what pub-
lic services to provide and how to finance them.

“Purposeful behavior™ does not assume that people
and institutions are immune from faulty logic and there-
fore are perfect decision makers. They sometimes make
mistakes. Nor does it mean that people’s decisions are un-
affected by emotion or the decisions of those around them.
Indeed, cconomists acknowledge that people are some-
times impulsive or emulative. “Purposeful behavior” simply
means that people make decisions with some desired out-
come in mind.

Rational self-interest is not the same as selfishness. In
the economy, increasing one’s own wage, rent, interest, or
profit normally requires identifying and satisfying some-
body else’s wants! Also, people make personal sacrifices for
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cause they derive pleasure from doing so. Parents help pay
for their children education for the same reason. These
self-interested, but unselfish, acts help maximize the giv-

CONSIDER THIS

Fast-Food
Lines

The economic
perspective is
useful in analyzing
all sorts of behav-
iors, Consider an
everyday example:
the behavior of
fast-food customers.When customers enter the restaurant, they

go to the shortest line, believing that line will minimize their time
cost of obtaining food. They are acting purposefully: ime is limited,
and people prefer using it in some way other than standing in line.

If one fast-food line is temporarily shorter than other lines,
some people will move to that line. These movers apparently
view the time saving from the shorter line (marginal benefit) as
exceeding the cost of moving from their present line (marginal
cost). The line switching tends to equalize line lengths. No
further movement of customers between lines occurs once all
lines are about equal.

Fast-food customers face another cost-benefit decision
when a clerk opens a new station at the counter. Should they
move to the new station or stay put! Those who shift to the
new line decide that the time saving from the move exceeds
the extra cost of physically moving. In so deciding, customers
must also consider just how quickly they can get to the new
station compared with others who may be contemplating the
same move. (Those who hesitate in this situation are lost!)

Customers at the fast-food establishment do not have per-
fect information when they select lines. Thus, not all decisions
turn out as expected, For example, you might enter a short line
and find someone in front of you is ordering hamburgers and
fries for 40 people in the tour bus parked out back (and the
employee is a trainee)! Nevertheless, at the time you made
your decision, you thought it was optimal.

Finally, customers must decide what food to order when
they arrive at the counter. In making their choices, they again
compare marginal costs and marginal benefits in attempting to
obtain the greatest personal satisfaction for their expenditure.

Economists believe that what is true for the behavior of
customers at fast-food restaurants is true for economic behav-
ior in general. Faced with an array of choices, consumers, work-
ers, and businesses rationally compare marginal costs and
marginal benefits in making decisions.
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ers’ satisfaction as much as any personal purchase of goods
or services. Self-interested behavior is simply behavior de-
siened to increase personal satisfaction, however it may be
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Marginal Analysis: Comparing

Benefits and Costs

The economic perspective focuses largely on marginal
analysis—comparisons of marginal benefits and marginal
costs, usually for decision making. To cconomists, “mar-
ginal” means “extra,” “additional,” or “a change in.” Most
choices or decisions involve changes in the status quo.
meaning the existing state of affairs.

Should you attend school for another year? Should
vou study an extra hour for an exam? Should you supersize
your fries? Similarly, should a business expand or reduce
its output: Should government increase or decrease its
funding for a missile defense system?

Each option involves marginal benefits and, because
of scarce resources, marginal costs. In making choices ra-
tionally, the decision maker must compare those two
amounts. Example: You and your fiancée are shopping for
an engagement ring. Should you buy a j-carat diamond, a
“-carat diamond, a 1-carat diamond, or something even
larger? The marginal cost of a larger-size diamond is the
added expense bevond the cost of the smaller-size dia-
mond. The marginal benefitis the perceived lifetime plea-
sure (utlity) from the larger-size stone. If the marginal
benefit of the larger diamond exceeds its marginal cost
(and vou can afford i), buy the larger stone. But if the
marginal cost is more than the marginal benefit, vou
should buy the smaller diamond instead—even if you can
afford the ].IT‘:_"L‘I' stone!

In a world of scarcity, the decision to obtain the mar-
ginal benefit associated with some specific option always
includes the marginal cost of forgoing _\illl'll_‘lllil'lg else.
The money spent on the larger-size diamond means for-
going some other product. An opportunity cost—the value
of the next best thing forgone—is always present when-
ever a choice 1s made.

Theories, Principles, and Models
Like the physical and life sciences, as well as other social
sciences, economics relies on the scientific method. That
procedure consists of several elements:
* Observing real-world behavior and outcomes.
* Based on those observatons, formulating a possible
L'\p];lll;ltii n of cause and effect (}1}. |)i11hc:\isl,






