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PREFACE TO THIS EDITION

Studying economics should invigorate and enthral. It should challenge students’ preconceptions
and provide them with a powerful, coherent framework for analysing the world they live in. Yet,
all too often, economics textbooks are dry and confusing. Rather than highlighting the important
foundations of economic analysis, these books focus on the ‘ifs’ and ‘buts’. The motto underlying
this book is that it is ‘the rule, not the exception’ that is important. Our aim is to show the power
of economic tools and the importance of economic ideas.

This book has been designed particularly for students in Australia and New Zealand. However,
we are keenly aware of the diverse mix of students studying in these countries. When choosing
examples and applications, we have kept an international focus. Whether the issue is sauce tariffs in
the EU, rent control in Mumbai, the Global Financial Crisis, road tolls in Singapore or the gas industry
in Australia, examples have been chosen for their relevance and to highlight that the same economic
questions are being asked in many countries. The specific context in which economics is applied
may vary, but the lessons and insights offered by the economic way of thinking are universal.

To boil economics down to its essentials, we had to consider what is truly important for
students to learn in their first course in economics. As a result, this book differs from others not
only in its length but also in its orientation.

It is tempting for professional economists writing a textbook to take the economist’s point of
view and to emphasise those topics that fascinate them and other economists. We have done our
best to avoid that temptation. We have tried to put ourselves in the position of students seeing
economics for the first time. Our goal is to emphasise the material that students should and do
find interesting about the study of the economy.

One result is that more of this book is devoted to applications and policy, and less is devoted
to formal economic theory, than is the case with many other books written for the principles
course. For example, after students learn about the market forces of supply and demand in
chapters 4 to 6, they immediately apply these tools in chapters 7 to 9 to consider three important
questions facing our society: Why is the free market a good way to organise economic activity?
How does taxation interfere with the market mechanism? Who are the winners and losers from
international trade? These kinds of questions resonate with the concerns and interests that
students hear about in the news and bring from their own lives.

Throughout this book we have tried to return to applications and policy questions as often as
possible. Most chapters include case studies illustrating how the principles of economics are
applied. In addition, ‘In the news’ boxes offer excerpts from newspaper and magazine articles
showing how economic ideas shed light on the current issues facing society. It is our hope that
after students finish their first course in economics, they will think about news stories from a new
perspective and with greater insight.

To write a brief and student-friendly book, we had to consider new ways to organise the
material. This book includes all the topics that are central to a first course in economics, but the
topics are not always arranged in the traditional order. What follows is a whirlwind tour of this
text. This tour will, we hope, give instructors some sense of how the pieces fit together.

Chapter 1, ‘Ten lessons from economics’, introduces students to the economist’'s view of the
world. It previews some of the big ideas that recur throughout economics, such as opportunity
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cost, marginal decision making, the role of incentives, the gains from trade and the efficiency of
market allocations. Throughout the book, we refer regularly to the Ten Lessons from Economics in
chapter 1 to remind students that these lessons are the foundation for most economic analysis.
A key icon in the margin calls attention to these references.

Chapter 2, ‘Thinking like an economist’, examines how economists approach their field of
study. It discusses the role of assumptions in developing a theory and introduces the concept of
an economic model. It also discusses the role of economists in making policy. The appendix to
this chapter offers a brief refresher course on how graphs are used and how they can be abused.

Chapter 3, ‘Interdependence and the gains from trade’, presents the theory of comparative
advantage. This theory explains why individuals trade with their neighbours, and why nations
trade with other nations. Much of economics is about the coordination of economic activity
through market forces. As a starting point for this analysis, students see in this chapter why
economic interdependence can benefit everyone. This is done using a familiar example of trade
in household chores among flatmates.

The next three chapters introduce the basic tools of supply and demand. Chapter 4, ‘The
market forces of supply and demand’, develops the supply curve, the demand curve and the
notion of market equilibrium. Chapter 5, ‘Elasticity and its application’, introduces the concept of
elasticity and uses it in three applications to quite different markets. Chapter 6, ‘Supply, demand
and government policies’, uses these tools to examine price controls, such as rent control, the
award wage system, tax incidence and subsidies.

Attention then turns to welfare analysis using the tools of supply and demand. Chapter 7,
‘Consumers, producers and the efficiency of markets’, extends the analysis of supply and demand
using the concepts of consumer surplus and producer surplus. It begins by developing the link
between consumers’ willingness to pay and the demand curve and the link between producers’
costs of production and the supply curve. It then shows that the market equilibrium maximises
the sum of the producer and consumer surplus. In this book, students learn about the efficiency of
market allocations early in their studies.

The next two chapters apply the concepts of producer and consumer surplus to questions of
policy. Chapter 8, ‘Application: The costs of taxation’, examines the deadweight loss of taxation.
Chapter 9, ‘Application: International trade’, examines the winners and losers from international
trade and the debate about protectionist trade policies.

Having examined why market allocations are often desirable, the book then considers how the
government can sometimes improve on market allocations. Chapter 10, ‘Externalities’, examines
why external effects such as pollution can render market outcomes inefficient. It also examines the
possible public and private solutions to those inefficiencies. This has become highly relevant as
policymakers attempt to deal with mitigating the causes of climate change. Chapter 11, ‘Public
goods and common resources’, considers the inefficiencies that arise for goods that have no market
price, such as national defence. Chapter 12, ‘The design of the tax system’, examines how the
government raises the revenue necessary to pay for public goods. It presents some institutional
background about the tax system and then discusses how the goals of efficiency and equity come
into play in the design of a tax system.

The next six chapters examine firm behaviour and industrial organisation. Chapter 13, ‘The
costs of production’, discusses what to include in a firm's costs and introduces cost curves.
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Chapter 14, ‘Firms in competitive markets’, analyses the behaviour of price-taking firms and
derives the market supply curve. Chapter 15, ‘Monopoly’, discusses the behaviour of a firm that is
the sole seller in its market. It discusses the inefficiency of monopoly pricing and the value of price
discrimination. Chapter 16, ‘Monopolistic competition’, examines behaviour in a market in which
many sellers offer similar but differentiated products. It also discusses the debate about the effects
of advertising. Chapter 17, ‘Oligopoly and business strategy’, examines markets when there are
only a few sellers and so strategic interactions are important. It uses the prisoners’ dilemma as the
model for examining strategic interaction. Chapter 18, ‘Competition policy’ describes the policy
instruments used by governments to control monopoly power and preserve competition in markets.

Microeconomic reform is discussed throughout the chapters on firm behaviour and industrial
organisation rather than as a separate topic. For instance, the role of privatisation is included in
chapter 15, and competition and trade practices issues are discussed in chapter 18. Also, note
that chapter 17 includes an appendix that can be used to teach students about the differences
between price and quantity competition in oligopoly. This appendix makes the latest game-
theoretic thinking on these issues accessible to introductory economics students.

The next three chapters examine issues related to labour markets. Chapter 19, ‘The markets for
the factors of production’, emphasises the link between factor prices and marginal productivity. It
includes an appendix on the firm demand for labour under imperfect competition and monopoly.
Chapter 20, ‘Earnings, unions and discrimination’, discusses the determinants of equilibrium wages,
including compensating differentials, human capital, unions, efficiency wages and discrimination.
The union discussion goes beyond simplistic analyses of unions and monopolists, introducing union
behaviour as part of a bargaining equilibrium in bilateral monopoly. The discussion of human capital
and efficiency wages proves a convenient point to introduce students to the concepts of signalling
and asymmetric information. Chapter 21, ‘Income inequity and poverty,” examines the degree of
inequality in Australian society, the alternative views about the government'’s role in changing the
distribution of income, and the various policies aimed at helping society’s poorest members.

Chapter 22, ‘The theory of consumer choice’, analyses individual decision making using budget
constraints and indifference curves. Finally, Chapter 23 goes beyond standard microeconomics to
examine cutting-edge issues such as the role of information, political economy and behavioural
economics; all of which help explain more of what happens in the real world. These last two chapters
cover material that is somewhat more advanced than the rest of the book. Some instructors may want
to skip the last chapter, depending on the emphases of their courses and the interests of their students.
Instructors who do cover this material may want to move it earlier, and we have written this chapter so
that it can be covered any time after the basics of supply and demand have been introduced.

Beginning in chapter 24, the book turns to the topics of macroeconomics. The coverage starts
with the issues of measurement. Chapter 24, ‘Measuring a nation’s income’, discusses the meaning
of gross domestic product and related statistics from the national income accounts. Chapter 25,
‘Measuring the cost of living’, discusses the measurement and use of the consumer price index.

The next three chapters describe the behaviour of the real economy in the long run over which
wages and prices are flexible. Chapter 26, ‘Production and growth’, examines the determinants of the
large variation in living standards over time and across countries. Chapter 27, ‘Saving, investment
and the financial system’, discusses the types of financial institutions in our economy and examines
the role of these institutions in allocating resources. Chapter 28, ‘The natural rate of unemployment’,
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considers the long-run determinants of the unemployment rate, including minimum-wage laws, the
market power of unions, the role of efficiency wages and the efficacy of job search.

Having described the long-run behaviour of the real economy, the book then turns to the long-
run behaviour of money and prices. Chapter 29 '‘The monetary system’, introduces the
economist’s concept of money and the role of the central bank in influencing the amount of
money in the economy. Chapter 30, ‘Inflation: Its causes and costs’, develops the link between
money growth and inflation and discusses the social costs of inflation.

The next two chapters present the macroeconomics of open economies. Chapter 31, ‘Open-
economy macroeconomics: Basic concepts’, explains the relationship among saving, investment
and the trade balance, the distinction between the nominal and real exchange rate, and the theory
of purchasing-power parity. Chapter 32, ‘A macroeconomic theory of the open economy’, presents
a classical model of the international flow of goods and capital. The model sheds light on various
issues, including the link between budget deficits and trade deficits and the macroeconomic
effects of trade policies. Because instructors differ in how much they emphasise this material, these
chapters were written so they could be used in different ways. Some instructors may choose to
cover chapter 31 but not chapter 32; others may skip both chapters; and others may choose to defer
the analysis of open-economy macroeconomics until the end of their courses.

After fully developing the long-run theory of the economy in chapters 26 to 34, the book turns its
attention to explaining short-run fluctuations around the long-run trend. This organisation simplifies the
teaching of the theory of short-run fluctuations because, at this point in the course, students have a good
grounding in many basic macroeconomic concepts. Chapter 33, ‘Aggregate demand and aggregate
supply’, begins with some facts about the business cycle and then introduces the model of aggregate
demand and aggregate supply. Chapter 34, ‘The influence of monetary and fiscal policy on aggregate
demand’, explains how policymakers can use the tools at their disposal to shift the aggregate-demand
curve. Chapter 35, ‘The short-run trade-off between inflation and unemployment’, explains why
policymakers who control aggregate demand face a trade-off between inflation and unemployment. It
examines why this trade-off exists in the short run, why it shifts over time, and why it does not exist in the
long run. A brand new chapter 36 is devoted to the Global Financial Crisis of 2008. It discusses the causes
of the crisis and its effect on many economic variables, the responses of monetary and fiscal policy to the
crisis, as well as the lessons we can learn from it in order to avoid future crises.

The book concludes with chapter 37, ‘'Five debates over macroeconomic policy’. This capstone
chapter considers five controversial issues facing policymakers: the proper degree of policy
activism inresponse to the business cycle, the choice between rules and discretion in the conduct of
monetary policy, the desirability of reaching zero inflation, the importance of balancing the
government’'s budget, and the need for tax reform to encourage saving. For each issue, the chapter
presents both sides of the debate and encourages students to make their own judgements.

Joshua S. Gans
Stephen P. King
Robin E. Stonecash
Martin C. Byford
Jan Libich

N. Gregory Mankiw
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PREFACE TO THE ORIGINAL EDITION

During my twenty-year career as a student, the course that excited me most was the two-
semester sequence on the principles of economics I took during my freshman year in college. It is
no exaggeration to say that it changed my life.

I had grown up in a family that often discussed politics over the dinner table. The pros and
cons of various solutions to society's problems generated fervent debate. But, in school, I had
been drawn to the sciences. Whereas politics seemed vague, rambling and subjective, science
was analytic, systematic and objective. While political debate continued without end, science
made progress.

My freshman course on the principles of economics opened my eyes to a new way of thinking.
Economics combines the virtues of politics and science. It is, truly, a social science. Its subject
matter is society — how people choose to lead their lives and how they interact with one another.
But it approaches its subject with the dispassion of a science. By bringing the methods of science
to the questions of politics, economics tries to make progress on the fundamental challenges that
all societies face.

I was drawn to write this book in the hope that I could convey some of the excitement about
economics that I felt as a student in my first economics course. Economics is a subject in which a
little knowledge goes a long way. (The same cannot be said, for instance, of the study of physics
or the Japanese language.) Economists have a unique way of viewing the world, much of which
can be taught in one or two semesters. My goal in this book is to transmit this way of thinking to
the widest possible audience and to convince readers that it illuminates much about the world
around them.

I am a firm believer that everyone should study the fundamental ideas that economics has to
offer. One of the purposes of general education is to make people more informed about the world
in order to make them better citizens. The study of economics, as much as any discipline, serves
this goal. Writing an economics textbook is, therefore, a great honour and a great responsibility. It
is one way that economists can help promote better government and a more prosperous future.
As the great economist Paul Samuelson put it, ‘I don’t care who writes a nation’s laws, or crafts
its advanced treaties, if I can write its economics textbooks.’

N. Gregory Mankiw
July 2000
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TO THE STUDENTS

‘Fconomics is a study of mankind in the ordinary business of life.” So wrote Alfred Marshall, the
great nineteenth-century economist, in his textbook, Principles of Economics. Although we have
learned much about the economy since Marshall's time, this definition of economics is as true
today as it was in 1890, when the first edition of his text was published.

Why should you, as a student in the twenty-first century, embark on the study of economics?
There are three main reasons.

The first reason to study economics is that it will help you understand the world in which you
live. There are many questions about the economy that might spark your curiosity. Why are houses
more expensive in Sydney than in Hobart? Why do airlines charge less for a return ticket if the
traveller stays over a Saturday night? Why are some people paid so much to play tennis? Why are
living standards so meagre in many African countries? Why do some countries have high rates of
inflation while others have stable prices? Why are jobs easy to find in some years and hard to find in
others? These are just a few of the questions that a course in economics will help you answer.

The second reason to study economics is that it will make you a more astute participant in the
economy. As you go about your life, you make many economic decisions. While you are a student,
you decide how many years you will continue with your studies. Once you take a job, you decide
how much of your income to spend, how much to save and how to invest your savings. Someday
you may find yourself running a small business or a large corporation, and you will decide what
prices to charge for your products. The insights developed in the coming chapters will give you a
new perspective on how best to make these decisions. Studying economics will not by itself make
you rich, but it will give you some tools that may help in that endeavour.

The third reason to study economics is that it will give you a better understanding of the
potential and limits of economic policy. As a voter, you help choose the policies that guide the
allocation of society’s resources. When deciding which policies to support, you may find yourself
asking various questions about economics. What are the burdens associated with alternative
forms of taxation? What are the effects of free trade with other countries? What is the best way to
protect the environment? How does a government budget deficit affect the economy? These and
similar questions are always on the minds of policymakers whether they work for a local council
or the prime minister’s office.

Thus, the principles of economics can be applied in many of life’s situations. Whether the
future finds you reading the newspaper, running a business or running a country, you will be glad
that you studied economics.

Joshua S. Gans
Stephen P. King
Robin E. Stonecash
Martin C. Byford
Jan Libich

N. Gregory Mankiw

March 2014
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RESOURCES GUIDE

FOR THE STUDENT

As you read this text you will find a wealth of features in every chapter
to enhance your study of economics and help you understand how it is
applied in the real world.

o

\/A/

Global Financial
Crisis of 2008

and beyond A PARABLE FOR THE MODERN ECONOMY

Leaming objectives

Where you see this

symbol, you should refer
to the Ten lessons from

. economics found in
/ ° chapter 1 of this text.

Learning objectives are listed at The Introduction is a short

the start of each chapter giving story, focused on the chapter topic,

you a clear sense of what the about how economics affects you

chapter will cover. on a daily basis without you even
noticing.

imports
goods and services that
are produced abroad

and sold domestically

When key terms are used in the text
= for the first time, they are bolded,
_— coloured and defined in the margins.
This will help you identify key
concepts throughout the text.

IN THE NEWS
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IN THE NEWS

MOTHER NATURE SHIFTS THE SUPPLY CURVE
In this chapter we have seen three examples of how to use supply and demand curves to
analyse a change in equilibrium. Whenever an event shifts the supply curve, the demand curve,
or perhaps both curves, you can use these tools to predict how the event will alter the price and
quantity sold in equilibrium. This article provides another example of how a natural disaster that

List the daterrinants of the demand lor pizza. Give an xample of a demard schedule for peza,
and graph the impled damand cunve, Give an example of somathing thal woud ehift this
damand curve. YWould a changs in the price of pizza shilt this damand curve?

Bananas to recover quickly
by Tony Koch

Banana prices, which have risen because of
crop devastation caused by Cyclone Yasi, will
not stay high for long because of lessons
learned by progressive farmers when Cyclone
Lanty caused similar havoc in 2006.

The advance notice of Yasi to growers in
the Tully and Innisfail areas allowed a frenzied
few days of picking mature fruit and storing it
in packing sheds, ensuring at least two weeks’
supply.

As well, farmers deleafed young trees,
leaving just the stems standing, and these were
not knocked over by the cyclonic winds as
were the mature trees

Australian banana production is 286 000
tonnes a year, or about 25 million cartons, each
with 13 kg of fruit.

Gross value of the produce is $500 million
based on an average wholesale price of $20 a
carton.

The industry is estimated to be worth more
than $870m to the broader economy through
the employment it provides and ancillary
services. North Queensland has 12 000ha of
plantations, producing about 85 per cent of
Australia's crop.

reduces supply reduces the quantity sold and raises the price.

More than 3000 people are employed
directly in the banana industry in the
cyclone-affected areas.

The Australian Banana Growers Council
teported last week that 95 per cent of the crop
in Tully and Innisfail was lost, or about
10200ha, as well as 10 per cent on the Atherton
Tableland (1350ha) and 100 per cent at
Cardwell (630ha). Council chief executive
Jonathan Eccles said about 5 per cent of crops
in the Innisfail-Tully area had been deleafed,
which will mean those crops can be harvested
four months or so earlier than crops that must
be planted now.

‘Banana supply from Innisfail and Tully will
not be back to normal for at least six months,
with full supply not expected before December
2011," he said.

‘As well as the deleafing helping some get
back into production quicker, Cyclone Yasi
affected crops differently from the way
Larty did

“This time the stems were broken off higher
up, about a metre and a half, and that stem is
being left to provide nourishment for the
adjoining sucker

“The third thing working for farmers is that
Yasi has come at the end of January and Larry
hit towards the end of March, so there is a

Current economic news and events are

presented as In the news. This selection

of media and journal clippings will explore

how economic ideas shed light on

current affairs.

LD

Elasticity and tot:

Although seme demand curves hove sn ety
thet fs the serma aleey the entine curve, tis b ot
abwirys this case. An earnple of & demand cuve
Hiong which elasticity changes is & straigh line,
asshown in Figure 5 5 A tinear demand curve has
A constant slops, Recall thas slope i6 dofined as
‘rise gves tun'. which hate is the ratio of the
change in price (Tise’) to the change in quantty
T’} In this case, the domand cure's sope s
constant becwsse anch $1 cesse in pros
Causes e same Tt decreass in the Guantit
damanded.

Even though the siope of & lnear demand
curve 18 constant, the elnsticity is not The
reson 5 that the sbpe 15 the ratie of changes
i tha two vanabies, whereas the elasticity is
the ratio of percentage chats i the twe
wariables. You can sed this most oasily by

Pigure 5.5 A linear demand curve

Ewiity
larges

Bl
Quantiry

Tha slope of a linsar domand carve ks
oonstAnt, but 2 easticity s not

revenue aleng a linear demand curve

looking st Tahle 6:1. This table shows the
demand scheduls for the linear demand curce
in Figure 66 and calculates the price elasticity
of demund using the mudpaint method
discussed earlier Af points with Jow price and
high quantity, the demand curve ie inelastic
At poings with a high price and fow quantity,
the demand cirrve 5 clastic. The explanation
far this fact comes from the anthmetlc of
Pescentage changes. Whan the price s w
and consumers ate baying a k. a §1 price
increass and 2-unit reduction i quantity

4 a large

increase in the price and a small percentage
decreass m quantity demanded, Tesulting ina
small alasticizy. By contrast, when the price is
high and consumars are not buying much, the
witnn $1 peice inceass and Z-unit reduction in
quantity demanded constitutes a small
pezcentage incionse in the price and o lage
Pecestage docrerst in quantity demandd
tesulting in & iarge elasneny

Table 51 also presents total revenue at
sach point on the domand curve. These
nismbers distrate the selationship between
total revenue and elasticity. When the poce is
1, fo1 instance, demand is snelastic and @
frice Incieasn t §2 raises total rovan
When thi price s $5, demand is elastic and a
price incresss to 85 reduces total pevanue
Betwean £3 and $4, demand 1s exactly unit
steitic: and total teveriue [ the same at these
D prices.

The linear damand comve ilhstrates that
the pricn elasticity of demand need not bo the
same at oll paints.on o demand curve. A
constant elasticity is one possibility, bat it i
ot always the case

Throughout the chapter there are quick

quizzes to assess your knowledge and

comprehension of key topics.

“There are a numbar of govesnment policies
that are genernily opposed by economists. For
exmmpls 06.2 gt cent of econcmists would
Ik to siew an wnd to the stamp duty on home
les (mamp duUes are SaL taxes Dayabie
when you by of sall an aesed), whils 192 per
rent of teepantenta disagma

rts, tha pole of ins public

‘sconomists think

surveyed 849 par cont agree with the
statement: “Prior to appoval of any. majar
public infrastructare project, an independent
atned mcpert com-bendi stucdy shoukd be
canducted and reassd publicly " Only 86 per
cent of respondents disagres.

sros: ESA Pty ol

policy fmatian i to anslyse propasals and
fnderm public dabate, OF the economists

2001, by Kk
F071-palicy-psinian-suney’

What Australian economists think
highlights recent policy issues using data
from Economics Society of Australia.

I'wo w

Public policymakess often want to tedice the
amount that people smake because of smoking's
actumesn helth effiacts. Thare am two ways that
poticy can sttt to achiove this geal

O way to reducs smokdng is to shift the
demand curve for cigurestes and other tobaceo

clgaiette comganies pass much of this tax on
0 consumers (n the form of higher pices. A
higher price enoouragns Smokars to tedion the
ameunt of cigazottes they smoke, b this cass,
the tedused amount of smoking does ret
tepresent o skift in the demand curve Instead,

peoduces. Public seevice
marcatory health warnings on clgaretie pachets
&l tha pechitntien of cigareia sdvertising e
i policies atrad at mducing the quantity of
cignmttes demandad at any given
i, 1f susceastul, those palicien shift the
demand curve for cigasestes 1o the left, as in
il (a} ol [gjare 44

Ansmatively. policymakets can Ty o ralse
the price of cigarsties If the govemment taes
the manufactuze of cigataties, for example,

it a alongg the same
demand curve 1w 4 polnt with a higher price
and iower quantity, as in paned o] of figure 4.4
Haw much dos the amount of smoking
tespand to changes in the price of cigmttes?
Ecomamists have attemplod to answes this
question by studying what happens when the
tax on clgaeties changes. They have found
that a 10 per cent increase In the pice causes &
4 per cant 1aduction in the quantity demanded
Teenagess are found to ba espectally sensitive

Case studies throughout the book will help
you conceptualise key issues in the text,
demonstrating how your knowledge can be
applied to real-world situations.

Useful economic facts can be found
in the F'YI boxes. They will provide
you with additional information and
material to support key concepts
within each chapter.
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At the end of each chapter there are several learning tools
that will help you review the chapter and key concepts.

‘The supply of housing is, in general,
inelastic. There is a fixed supply of available
land and the number of dwellings that can be
constructed on a given property is limited by
planning regulations. In contrast, first home
buyers are likely to be price sensitive (in other
words demand is elastic). They typically have
limited assets, and often have viable
alternatives to buying a home, including
renting, living with parents or share housing,
Dernand and supply curves for the housing
market are illustrated in figure 6.11

The effect of the subsidy is to create a
wodge between the price paid by buyers and
received by sellers. To be precise, the price
paid by buyers, once the subsidy is taken into
account, is $7000 less than the price received

by sellers. As in the case of taxes, it does not.
‘matter which party direc