
Australia • Brazil • Japan • Korea • Mexico • Singapore • Spain • United Kingdom • United States

s e v e n t h  e d i t i o n

E x p l o r i n g

Macroeconomics

Robert L. Sexton
Pepperdine University

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



B rief     C o ntents    

1	Introduction
ch 1	 The Role and Method of Economics  2

ch 2	 Economics: Eight Powerful Ideas  31

ch 3	� Scarcity, Trade-Offs, and Production 
Possibilities  70

2	Supply and Demand
ch 4	 Demand, Supply, and Market Equilibrium  96

ch 5	 Markets in Motion and Price Controls  132

ch 6	 Elasticities  155

3	�Market Efficiency, Market 
Failure, and the Public System

ch 7	 Market Efficiency and Welfare  186

ch 8	 Market Failure  212

ch 9	 Public Finance and Public Choice  238

4	Macroeconomic Foundations
ch 10	� Introduction to Macroeconomics: 

Unemployment, Inflation, and Economic 
Fluctuations  258

ch 11	 Measuring Economic Performance  301

ch 12	 Economic Growth in the Global Economy  325

ch 13	 Financial Markets, Saving, and Investment  347

5	The Macroeconomic Models
ch 14	 Aggregate Demand and Aggregate Supply  374

ch 15	 The Aggregate Expenditure Model  411

6	Macroeconomic Policy
ch 16	 Fiscal Policy  438

ch 17	� Money, Banking, and the Federal 
Reserve System  476

ch 18	 Monetary Policy  516

ch 19	� Issues in Macroeconomic Theory 
and Policy  546

7	The Global Economy
ch 20	 International Trade  578

ch 21	 International Finance  611

vii

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



table      o f  c o ntents    

1 Introduction

C hapter       1
The Role and Method of Economics  2

1.1	 Economics: A Brief Introduction  3
Economics—A Word with Many 

Different Meanings  3
Economics Is All Around Us  4

1.2	 Economic Behavior  5
Self-Interest  5
What Is Rational Behavior?  6

1.3	 Economic Theories and Models  9
Economic Theories and Models  9
Abstraction Is Important  9
Developing a Testable Proposition  9
Science and Stories  10
The Ceteris Paribus Assumption  10
Why Are Observation and Prediction Harder in the 

Social Sciences?  11
Why Do Economists Predict on a Group Level?  11
The Two Branches of Economics: Microeconomics 

and Macroeconomics  12

1.4	P itfalls to Avoid in Scientific Thinking  13
Confusing Correlation and Causation  13
The Fallacy of Composition  14

1.5	P ositive Statements and Normative Statements  15
Positive Statement  15
Normative Statement  16
Positive versus Normative Analysis  16
Disagreement Is Common in Most Disciplines  16
Often Economists Do Agree  17

Interactive Summary  19
Key Terms and Concepts  19
Section Quiz Answers  20
Problems  22
Appendix: Working with Graphs  24

C H A P T E R  2
Economics: Eight Powerful Ideas  31

2.1	�I DEA 1: People Face Scarcity and Costly  
Trade-offs  32
Introduction  32
Human Wants Exceed Available Resources  32

Scarcity and Resources  33
What Are Goods and Services?  33
What Are Bads?  34
Does Everyone Face Scarcity?  34
Will Scarcity Ever Be Eradicated?  34
Wants versus Needs  34
Scarcity Forces Us to Choose  35
Trade-Offs  35
To Choose Is to Lose  35
Money Costs and Non-money Costs  36
The Opportunity Cost of Going to College or Having 

a Child  37

2.2	�I DEA 2: People Engage in Rational Decision Making  
and Marginal Thinking  39
Do People Engage in Rational Decision Making?  39
Many Choices We Face Involve Marginal Thinking  39

2.3	�I DEA 3: People Respond Predictably to Changes 
in Incentives  43
Changes in Incentives Change Individual Behavior  43
Positive and Negative Incentives  43

2.4	�I DEA 4: Specialization and Trade Can Make Everyone 
Better Off  46
Why Do People Specialize?  46
Absolute versus Comparative Advantage  47
We All Specialize  47
The Advantages of Specialization  47
Specialization and Trade Lead to Greater Wealth 

and Prosperity  48

2.5	�I DEA 5: Markets Can Improve Economic 
Efficiency  50
How Does the Market Work to Allocate 

Resources?  51
Market Prices Provide Important Information  51
What Effect Do Price Controls Have on the Market 

System?  52

2.6	�I DEA 6: Appropriate Government Policies Can 
Improve Market Outcomes  53
Property Rights and the Legal System  53
Market Failure  53

2.7	�I DEA 7: Government Policies May Help Stabilize 
the Economy  56
Inflation  57
Unemployment  57

2.8	�I DEA 8: Increasing Productivity Leads to Economic 
Growth  59
Defining Economic Growth  59

ix

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



4.3	 Shifts in the Demand Curve  103
A Change in Demand versus a Change 

in Quantity Demanded  103
Shifts in Demand (“PYNTE”)  103
Changes in the Prices of Related Goods and  

Services (P)  103
Changes in Income (Y)  105
Changes in the Number of Buyers (N)  107
Changes in Tastes (T)  107
Changes in Expectations (E)  107
Changes in Demand versus Changes in Quantity 

Demanded—Revisited  108

4.4	 Supply  111
The Law of Supply  111
A Positive Relationship between Price and Quantity 

Supplied  111
An Individual Supply Curve  112
The Market Supply Curve  112

4.5 	 Shifts in the Supply Curve  114
A Change in Quantity Supplied versus 

a Change in Supply  114
Shifts in Supply (“SPENT”)  114
Change in Supply versus Change in Quantity  

Supplied—Revisited  118

4.6 	 Market Equilibrium Price and Quantity  120
The Critical Role of Price  120
Equilibrium Price and Quantity  120
Shortages and Surpluses  120
Don’t Confuse Scarcity and Shortages  122

Interactive Summary  123
Key Terms and Concepts  124
Section Quiz Answers  124
Problems  126

C H A P T E R  5
Markets in Motion and Price 
Controls  132

5.1	 Changes in Market Equilibrium  133
The Effects of a Change in Demand  133
The Effects of a Change in Supply  134
The Effects of Changes in Both Supply 

and Demand  135
The Combinations of Supply and Demand 

Shifts  138
Supply, Demand, and the Market Economy  138

5.2	P rice Controls  144
Price Controls  144
Price Ceilings: Rent Controls  144
Price Floors: The Minimum Wage  145
Price Ceilings: Price Controls on Gasoline  147
Unintended Consequences  148

Interactive Summary  151
Key Terms and Concepts  151
Section Quiz Answers  151
Problems  153

Economic Growth, Productivity, and the Standard of 
Living  60

What Factors Contribute to Increases in 
Productivity?  60

Interactive Summary  62
Key Terms and Concepts  63
Section Quiz Answers  63
Problems  68

C H A P T E R  3
Scarcity, Trade-Offs, and Production 
Possibilities  70

3.1	� The Three Economic Questions Every Society Faces  71
The Three Economic Questions  71
What Goods and Services Will Be Produced?  72
How Will the Goods and Services Be Produced?  73
Who Will Get the Goods and Services Produced?  73

3.2	 The Circular Flow Model  76
Product Markets  76
Factor Markets  76
The Simple Circular Flow Model  77

3.3	 The Production Possibilities Curve  78
The Production Possibilities Curve  78
Inefficiency and Efficiency  80
The Law of Increasing Opportunity Cost  81

3.4	� Economic Growth and the Production Possibilities 
Curve  84
Generating Economic Growth  84
Growth Does Not Eliminate Scarcity  85
The Effects of a Technological Change on the 

Production Possibilities Curve  86
Summing up the Production Possibilities Curve  86

Interactive Summary  88
Key Terms and Concepts  89
Section Quiz Answers  89
Problems  91

2 Supply and Demand

C hapter       4
Demand, Supply, and Market 
Equilibrium  96

4.1	 Markets  97
Defining a Market  97
Buyers and Sellers  97

4.2	 Demand  98
The Law of Demand  98
Individual Demand  99
What Is a Market Demand Curve?  99
Ceteris Paribus and the Law of Demand  100

x	 TABLE OF CONTENTS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Rent Controls—Short Run versus Long Run  201
Price Floors  202
The Welfare Effects of a Price Floor When the 

Government Buys the Surplus  203
Deficiency Payment Program  204

Interactive Summary  207
Key Terms and Concepts  207
Section Quiz Answers  208
Problems  210

C H A P T E R  8
Market Failure  212

8.1	 Externalities  213
Negative Externalities in Production  213
What Can the Government Do to Correct  

for Negative Externalities?  214
Positive Externalities in Consumption  215
What Can the Government Do to Correct for Positive 

Externalities?  217
Nongovernmental Solutions to Externalities  217

8.2	P ublic Policy and the Environment  219
Why Is a Clean Environment Not Free?  219
The Costs and Benefits of Pollution Control  219
Command and Control Policies: Regulation  220
Pollution Taxes: A Market-Based Policy  221
Transferable Pollution Rights  221

8.3	P roperty Rights and the Environment  223
The Coase Theorem  223
Transaction Costs and the Coase Theorem  224

8.4	P ublic Goods  225
Private Goods versus Public Goods  225
Public Goods and the Free-Rider Problem  226
The Government and Benefit–Cost Analysis  226
Common Resources and the Tragedy of the 

Commons  227

8.5	 Asymmetric Information  229
What Is Asymmetric Information?  229
What Is Moral Hazard?  231

Interactive Summary  233
Key Terms and Concepts  234
Section Quiz Answers  234
Problems  236

C H A P T E R  9
Public Finance and Public Choice  238

9.1	�P ublic Finance: Government Spending 
and Taxation  239
Growth in Government  239
State and Local Spending  241
Generating Government Revenue  241
Financing State and Local Government Activities  244
Should We Have a Flat Tax?  244
Taxes: Efficiency and Equity  245

C H A P T E R  6
Elasticities  155

6.1	P rice Elasticity of Demand  156
Is the Demand Curve Elastic or Inelastic?  156
Types of Demand Curves  157
Calculating the Price Elasticity of Demand: The 

Midpoint Method  158
The Determinants of the Price Elasticity 

of Demand  159

6.2	� Total Revenue and the Price Elasticity 
of Demand  163
How Does the Price Elasticity of Demand Impact Total 

Revenue?  163
Price Elasticity Changes along a Linear Demand 

Curve  165

6.3	O ther Types of Demand Elasticities  169
The Cross-Price Elasticity of Demand  169
Cross-Price Elasticity and Sodas  169
The Income Elasticity of Demand  170

6.4	P rice Elasticity of Supply  171
What is the Price Elasticity of Supply?  171

Interactive Summary  178
Key Terms and Concepts  179
Section Quiz Answers  179
Problems  181

3 �Market Efficiency, 
Market Failure, and 
the Public System

C H A P T E R  7
Market Efficiency and Welfare  186

7.1	 Consumer Surplus and Producer Surplus  187
Consumer Surplus  187
Marginal Willingness to Pay Falls as More 

Is Consumed  187
Price Changes and Changes in Consumer Surplus  188
Producer Surplus  189
Market Efficiency and Producer and Consumer 

Surplus  190
Market Efficiency and Market Failure: A Caveat  192

7.2	� The Welfare Effects of Taxes, Subsidies, and Price 
Controls  195
Using Consumer and Producer Surplus to Find the 

Welfare Effects of a Tax  195
Elasticity and the Size of the Deadweight Loss  197
The Welfare Effects of Subsidies  198
Price Controls and Welfare Effects  199
Price Ceilings  200
Rent Controls  201

	 TABLE OF CONTENTS	 xi

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



10.5	I nflation  278
Stable Price Level as a Desirable Goal  278
Measuring Inflation  279
The Consumer Price Index and the GDP  

Deflator  280
How Is a Price Index Created?  280
Problems with the CPI  281
Producer Price Index  282
GDP Deflator Versus CPI  282
The Price Level over the Years  282
Who Loses with Inflation?  284
Unanticipated Inflation Distorts Price Signals  285
Other Costs of Anticipated  

and Unanticipated Inflation  285
Inflation and Interest Rates  285
Do Creditors Always Lose During  

Inflation?  286
Protecting Ourselves from Inflation  287

10.6	 Economic Fluctuations  289
Short-Term Fluctuations in Economic  

Growth  289
The Phases of a Business Cycle  289
How Long Does a Business Cycle Last?  290
Seasonal Fluctuations Affect Economic  

Activity  290
Forecasting Cyclical Changes  291

Interactive Summary  293
Key Terms and Concepts  295
Section Quiz Answers  295
Problems  298

C H A P T E R  1 1
Measuring Economic Performance  301
11.1	�N ational Income Accounting: A Standardized  

Way to Measure Economic Performance  302
What Is Gross Domestic Product?  302
Production, Income, and the Circular Flow 

Model  303

11.2	 Measuring Total Production  305
The Expenditure Approach to Measuring GDP  305
Consumption (C)  305
Investment (I)  306
Government Purchases (G)  307
Exports (X 2 M)  307
The Value-Added or Production Approach  307

11.3	�O ther Measures of Total Production  
and Total Income  309

11.4	P roblems in Calculating an Accurate GDP  311
Problems in Calculating an Accurate GDP  311
How Do We Solve This Problem?  311
A Price-Level Index  311
Real GDP  311
Is Real GDP Always Less Than Nominal GDP?  312
Real GDP per Capita  312

9.2	P ublic Choice  249
What Is Public Choice Theory?  249
Scarcity and the Public Sector  250
The Individual Consumption–Payment Link  250
Majority Rule and the Median Voters  250
Voters and Rational Ignorance  251
Special Interest Groups  252

Interactive Summary  254
Key Terms and Concepts  255
Section Quiz Answers  255
Problems  256

4 �Macroeconomic 
Foundations

C H A P T E R  1 0
Introduction to Macroeconomics: 
Unemployment, Inflation, and  
Economic Fluctuations  258
10.1	 Macroeconomic Goals  259

Three Major Macroeconomic Goals  259

10.2	 Employment and Unemployment  260
The Consequences of High Unemployment  260
What Is the Unemployment Rate?  261
The Worst Case of U.S. Unemployment  261
Variations in the Unemployment Rate  262
Are Unemployment Statistics Accurate Reflections 

of the Labor Market?  263
Who Are the Unemployed?  263
Categories of Unemployed Workers  264
How Much Unemployment?  264
How Long Are People Usually  

Unemployed?  265
Labor Force Participation Rate  266

10.3	 Types of Unemployment  268
Frictional Unemployment  268
Should We Worry about Frictional 

Unemployment?  269
Structural Unemployment  269
Some Unemployment Is Unavoidable  270
Cyclical Unemployment  270
The Natural Rate of Unemployment  270

10.4	R easons for Unemployment  274
Why Does Unemployment Exist?  274
Minimum Wages and Unemployment  274
The Impact of Unions on the Unemployment 

Rate  274
Efficiency Wage  275
Unemployment Insurance  275
Does New Technology Lead to Greater 

Unemployment?  276

xii	 TABLE OF CONTENTS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



The Value of Securities  350
Reading Stock Tables  350
Financial Intermediaries  351

13.2	 Saving, Investment, and the Financial System  353
The Macroeconomics of Saving and  

Investment  353
The Market for Loanable Funds  355
Analyzing the Market for Loanable Funds  356

13.3	 The Financial Crisis of 2008  361
Low Interest Rates (2002–2004) Led to Aggressive 

Borrowing  361
Deregulation in the Housing Market and Subprime 

Mortgages  361
Who Bought These Risky Subprime  

Mortgages?  363
The Fed Raises Interest Rates and the Housing 

Bust  363

Interactive Summary  366
Key Terms and Concepts  367
Section Quiz Answers  367
Problems  369
Appendix: Calculating Present Value  371

5 �The Macroeconomic 
Models

C H A P T E R  1 4
Aggregate Demand and Aggregate 
Supply  374
14.1	 The Determinants of Aggregate Demand  375

What Is Aggregate Demand?  375
Consumption (C)  375
Investment (I)  375
Government Purchases (G)  375
Net Exports (X 2 M)  375

14.2	 The Aggregate Demand Curve  377
How Is the Quantity of Real GDP Demanded Affected 

by the Price Level?  377
Why Is the Aggregate Demand Curve Negatively 

Sloped?  378

14.3	 Shifts in the Aggregate Demand Curve  380
Shifts versus Movements along the Aggregate Demand 

Curve  380
Aggregate Demand Curve Shifters  381

14.4	 The Aggregate Supply Curve  384
What Is the Aggregate Supply Curve?  384
Why Is the Short-Run Aggregate Supply Curve 

Positively Sloped?  384
Why Is the Long-Run Aggregate Supply Curve 

Vertical?  385

Why Is the Measure of per Capita Real GDP 
So Important?  313

11.5	�P roblems with GDP as a Measure of Economic 
Welfare  315
Nonmarket Transactions  315
The Underground Economy  315
Measuring the Value of Leisure  315
GDP and Externalities  316
Quality of Goods  317
Other Measures of Economic Well-Being  317

Interactive Summary  319
Key Terms and Concepts  320
Section Quiz Answers  320
Problems  322

C H A P T E R  1 2
Economic Growth in the Global 
Economy  325
12.1	 Economic Growth  326

Defining Economic Growth  326
The Rule of 70  326
Productivity: The Key to a Higher Standard 

of Living  328

12.2	 Determinants of Economic Growth  330
Factors that Contribute to Productivity Growth  330
New Growth Theory  332

12.3	P ublic Policy and Economic Growth  334
The Impact of Economic Growth  334
Saving Rates, Investment, Capital Stock,  

and Economic Growth  334
Infrastructure  335
Research and Development  336
The Protection of Property Rights Impacts Economic 

Growth  336
Free Trade and Economic Growth  336
Education  337

12.4	P opulation and Economic Growth  340
Population Growth and Economic Growth  340
The Malthusian Prediction  341

Interactive Summary  343
Key Terms and Concepts  344
Section Quiz Answers  344
Problems  345

C H A P T E R  1 3
Financial Markets, Saving, 
and Investment  347
13.1	 Financial Institutions and Intermediaries  348

Bonds  349
Stocks  349
Retained Earnings  350

	 TABLE OF CONTENTS	 xiii

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



6 Macroeconomic Policy

C H A P T E R  1 6
Fiscal Policy  438
16.1	 Fiscal Policy  439

Fiscal Policy  439
The Government and Total Spending  439

16.2	 Fiscal Policy and the AD/AS Model  440
Fiscal Policy and the AD/AS Model  440

16.3	 The Multiplier Effect  443
Government Purchases, Taxes, and Aggregate 

Demand  443
The Multiplier Effect  444
The Multiplier Effect at Work  444
Changes in the MPC Affect the Multiplier 

Process  445
The Multiplier and the Aggregate Demand  

Curve  446
Tax Cuts and the Multiplier  446
Taxes and Investment Spending  446
A Reduction in Government Purchases and Tax 

Increases  447
Time Lags, Saving, and Imports Reduce the Size of the 

Multiplier  447
The 2008–2009 Recession  448
Were the Predictions of the Stimulus Programs 

Accurate?  449

16.4	 Supply-Side Effects of Tax Cuts  452
What Is Supply-Side Economics?  452
Impact of Supply-Side Policies  452
The Laffer Curve  452
Research and Development and the Supply Side of the 

Economy  453
How Do Supply-Side Policies Affect Long-Run 

Aggregate Supply?  453
Critics of Supply-Side Economics  453
The Supply-Side and Demand-Side Effects  

of a Tax Cut  454
Fighting Recessions:  Tax Cuts or Increasing 

Government Purchases  455

16.5	P ossible Obstacles to Effective Fiscal Policy  456
The Crowding-Out Effect  456
Crowding Out in the Long Run  457
Fiscal Policy in an Open Economy  457
The Ricardian Equivalence Theorem  458
Time Lags in Fiscal Policy Implementation  458

16.6	 Automatic Stabilizers  461
Automatic Stabilizers  461
How Do the Tax System and Transfer 

Payments Stabilize the Economy?  461

16.7	 The National Debt  463
How Government Finances the National Debt  463

14.5	 Shifts in the Aggregate Supply Curve  387
Shifting Short-Run and Long-Run Supply Curves  387
What Factors Shift the Short-Run Aggregate Supply 

Curve Only?  389

14.6	� Macroeconomic Equilibrium: The Short Run and the 
Long Run  393
Determining Macroeconomic Equilibrium  393
Recessionary and Inflationary Gaps  394
Demand-Pull Inflation  395
Cost-Push Inflation  395
What Helped the United States Recover in the 

1980s?  396
A Decrease in Aggregate Demand and Recessions  396
Adjusting to a Recessionary Gap  397
Slow Adjustments to a Recessionary Gap  397
What Causes Wages and Prices to Be Sticky 

Downward?  398
Adjusting to an Inflationary Gap  398
Price Level and RGDP over Time  399

Interactive Summary  401
Key Terms and Concepts  404
Section Quiz Answers  404
Problems  408

C H A P T E R  1 5
The Aggregate Expenditure Model  411
15.1	 The Simple Aggregate Expenditure Model  412

Why Do We Assume the Price Level Is Fixed?  412
The Simplest Aggregate Expenditure Model: 

Autonomous Consumption Only  412
What Are the Autonomous Factors That Influence 

Spending?  413

15.2	� Finding Equilibrium in the Aggregate Expenditure 
Model  415
Revisiting Marginal Propensity to Consume 

and Save  416
Marginal Propensity to Save  416
Equilibrium in the Aggregate Expenditure  

Model  417
Disequilibrium in the Aggregate Expenditure 

Model  418

15.3	� Adding Investment, Government Purchases,  
and Net Exports  421

15.4	� Shifts in Aggregate Expenditure and the 
Multiplier  424

15.5	� From Aggregate Expenditures to Aggregate 
Demand  427
Shifts in Aggregate Demand  428
Limitations of the Aggregate Expenditure 

Model  429

Interactive Summary  431
Key Terms and Concepts  432
Section Quiz Answers  432
Problems  435

xiv	 TABLE OF CONTENTS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Fed Pays Interest on Reserves  502
The Discount Rate  502
How the Fed Reduces the Money Supply  503
How the Fed Increases the Money Supply  503
Difficulties in Controlling the Money Supply  503

17.7	 Bank Failures  505
What Happened to the Banking Industry?  505
What Caused the Collapse?  506
Bank Failures Today  506

Interactive Summary  508
Key Terms and Concepts  510
Section Quiz Answers  510
Problems  513

C H A P T E R  1 8
Monetary Policy  516
18.1	� Money, Interest Rates, and Aggregate  

Demand  517
The Money Market  517
The Demand for Money and the Nominal Interest 

Rate  517
Shifts in the Demand for Money  518
Why Is the Supply of Money Relatively Inelastic?  519
The Money Market  519
How Would an Increase in the Money 

Supply Affect Equilibrium Interest Rates 
and Aggregate Demand?  521

How Would a Decrease in the Money 
Supply Affect Equilibrium Interest Rates 
and Aggregate Demand?  522

Does the Fed Target the Money Supply or Interest 
Rates?  522

Which Interest Rate Does the Fed Target?  523
Does the Fed Influence the Real Interest Rate in the 

Short Run?  524

18.2	� Expansionary and Contractionary 
Monetary Policy  526
Expansionary Monetary Policy in a Recessionary 

Gap  526
Contractionary Monetary Policy in an Inflationary 

Gap  526
Monetary Policy in the Open Economy  527

18.3	 Money and Inflation—The Long Run  529
The Equation of Exchange  529

18.4	�P roblems in Implementing Monetary and Fiscal 
Policy  533
Problems in Conducting Monetary Policy  533
Quantitative Easing  534
How Do Commercial Banks Implement the Fed’s 

Monetary Policies?  534
Banks That Are Not Part of the Federal Reserve System 

and Policy Implementation  535
Fiscal and Monetary Coordination Problems  535
Alleviating Coordination Problems  536
Imperfect Information  536

Why Run a Budget Deficit?  463
The Burden of National Debt  465

Interactive Summary  469
Key Terms and Concepts  470
Section Quiz Answers  471
Problems  473

C H A P T E R  1 7
Money, Banking, and the Federal  
Reserve System  476
17.1	 What Is Money?  477

The Functions of Money  477

17.2	 Measuring Money  480
Currency  480
Currency as Legal Tender  480
Demand Deposits and Other Checkable Deposits  480
The Popularity of Demand Deposits and Other 

Checkable Deposits  481
Credit and Debit Cards  481
Savings Accounts  482
Money Market Mutual Funds  482
Stocks and Bonds  482
Liquidity  483
The Money Supply  483
How Was Money “Backed”?  483
What Really Backs Our Money Now?  484

17.3	 How Banks Create Money  486
Financial Institutions  486
The Functions of Financial Institutions  487
How Do Banks Create Money?  487
How Do Banks Make Profits?  487
Reserve Requirements  487
Fractional Reserve System  487
A Balance Sheet  488
The Required Reserve Ratio  489
Loaning Excess Reserves  490
Is More Money More Wealth?  492

17.4	 The Money Multiplier  493
The Multiple Expansion Effect  493
New Loans and Multiple Expansions  493
The Money Multiplier  495
Why Is It Only “Potential” Money Creation?  495
Leverage and the Financial Crisis of 2008  496

17.5	 The Federal Reserve System  498
The Functions of a Central Bank  498
Location of the Federal Reserve System  498
The Fed’s Relationship to the Federal 

Government  498
The Fed’s Ties to the Executive Branch  499
Fed Operations  500

17.6	� How Does the Federal Reserve Change the 
 Money Supply?  501
Open Market Operations  501
The Reserve Requirement  501

	 TABLE OF CONTENTS	 xv

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



20.2	 Comparative Advantage and Gains from Trade  580
Economic Growth and Trade  580
The Principle of Comparative Advantage  581
Comparative Advantage, Specialization, and the 

Production Possibilities Curves  581
Why Does Comparative Advantage Occur?  586
Regional Comparative Advantage  586

20.3	 Supply and Demand in International Trade  591
The Importance of Trade: Producer and Consumer 

Surplus  591
Free Trade and Exports—Domestic Producers  

Gain More Than Domestic Consumers Lose  591
Free Trade and Imports—Domestic Consumers Gain 

More Than Domestic Producers Lose  593

20.4	 Tariffs, Import Quotas, and Subsidies  595
Tariffs  595
The Domestic Economic Impact of Tariffs  595
Arguments for Tariffs  596
Import Quotas  597
The Domestic Economic Impact of an Import 

Quota  598
The Economic Impact of Subsidies  599
GATT Agreements and the World 

Trade Organization  599
Regional Trading Areas  600

Interactive Summary  604
Key Terms and Concepts  605
Section Quiz Answers  605
Problems  607

C H A P T E R  2 1
International Finance  611
21.1	 The Balance of Payments  612

Balance of Payments  612
The Current Account  612
The Financial Account  614

21.2	 Exchange Rates  618
The Need for Foreign Currencies  618
The Exchange Rate  618
Changes in Exchange Rates Affect the Domestic 

Demand for Foreign Goods  618
The Demand for Foreign Currency  619
The Supply of Foreign Currency  619
Determining Exchange Rates  619
The Demand Curve for Foreign Currency  619
The Supply Curve for Foreign Currency  620
Equilibrium in the Foreign Exchange Market  620
The Loanable Funds Market in an Open 

Economy  620

21.3	� Equilibrium Changes in the Foreign Exchange 
Market  623
Determinants in the Foreign Exchange Market  623
Increased Tastes for Foreign Goods  623
Relative Income Increases or Reductions in U.S. 

Tariffs  624

The Shape of the Aggregate Supply Curve and Policy 
Implications  537

Overall Problems with Monetary and Fiscal Policy  538

Interactive Summary  541
Key Terms and Concepts  542
Section Quiz Answers  542
Problems  544

C H A P T E R  1 9
Issues in Macroeconomic Theory 
and Policy  546
19.1	 The Phillips Curve  547

Unemployment and Inflation  547
The Phillips Curve  547
The Slope of the Phillips Curve  547
The Phillips Curve and Aggregate Supply 

and Demand  548

19.2	 The Phillips Curve over Time  551
The Phillips Curve—The 1960s  551
The Short-Run Phillips Curve versus the Long-Run 

Phillips Curve  551
Supply Shocks  553

19.3	R ational Expectations  557
Can Human Behavior Counteract Government 

Policy?  557
Rational Expectations Theory  557
Rational Expectations and the Consequences of 

Government Macroeconomic Policies  558
Anticipation of an Expansionary Monetary 

Policy  558
Unanticipated Expansionary Policy  559
Critics of Rational Expectations Theory  559

19.4	 Controversies in Macroeconomic Policy  562
Are Fiscal and Monetary Policies Effective?  562
Policy Difficulties with Supply Shocks  563
What Should the Central Bank Do?  563
Inflation Targeting  564
Indexing and Reducing the Costs of Inflation  566

Interactive Summary  568
Key Terms and Concepts  570
Section Quiz Answers  571
Problems  574

7 The Global Economy

C H A P T E R  2 0
International Trade  578
20.1	 The Growth in World Trade  579

Importance of International Trade  579
U.S. Exports and Imports  579
Trading Partners  579

xvi	 TABLE OF CONTENTS

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Flexible Rates Solve the Currency Shortage 
Problem  631

Flexible Rates Affect Macroeconomic Policies  631
The Disadvantages of Flexible Rates  631

Interactive Summary  633
Key Terms and Concepts  634
Section Quiz Answers  635
Problems  637

Glossary  641

Index  650

European Incomes Increase, Reductions in European 
Tariffs, or Changes in European Tastes  624

How Do Changes in Relative Real Interest 
Rates Affect Exchange Rates?  625

Changes in the Relative Inflation Rate  625
Expectations and Speculation  627

21.4	 Flexible Exchange Rates  629
The Flexible Exchange Rate System  629
Are Exchange Rates Managed at All?  629
When Exchange Rates Change  629
The Advantages of Flexible Rates  629
Fixed Exchange Rates Can Result in Currency 

Shortages  630

	 TABLE OF CONTENTS	 xvii

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.


