S - CENGAGE
v® {earning

Economics, 4th Edition
N. Gregory Mankiw and Mark P. Taylor

Publisher: Annabel Ainscow
Commissioning Editor: Abbie Coppin
Content Project Manager: Sue Povey
Manufacturing Manager: Eyvett Davis
Marketing Manager: Vicky Pavlicic
Typesetter: diacriTech

Caover design: Simon Levy Associates

Printed in China by RR Donnelley
Print Number: 02 Print Year: 2018

© 2017, Cengage Learning EMEA

ALL RIGHTS RESERVED. No part of this work covered by the
copyright herein may be reproduced or distributed in any form
or by any means, except as permitted by U.S. copyright law,
without the prior written permission of the copyright owner.

While the publisher has taken all reasonable care in the
preparation of this book, the publisher makes no represen-
tation, express ot implied, with regard to the accuracy of the
information contained in this book and cannot accept any
legal responsibility or liability for any errors or omissions from
the book or the consequences thereof.

Products and services that are referred to in this book may

be either trademarks and/or registered trademarks of their
respective owners. The publishers and author/s make no claim
to these trademarks. The publisher does not endorse, and
accepts no responsibility or liability for, incorrect or defama-
tory content contained in hyperlinked material.

All the URLs in this book are correct at the time of going to
press; however the Publisher accepts no responsibility for the
content and continued availability of third party websites.

For product information and technology assistance,
contact emea.info@cengage.com

For permission to use material from this text or product,
and for permission queries,
email emea.permissions@cengage.com

British Library Cataloguing-in-Publication Data
A catalogue record for this book is available from the British
Library.

ISBN: 978-1-4737-2533-1

Cengage Learning EMEA
Cheriton House, North Way, Andover, Hampshire SP10 5SBE
United Kingdom

Cengage Learning products are represented in Canada by
Nelson Education Ltd.

For your lifelong learning solutions, visit
www.cengage.co.uk

Purchase your next print book or e-book at
www.cengagebrain.com

BRIEF CONTENTS

About the authors ix
Preface x
Acknowledgements xil

PART 1 Introduction to economics 1

1 What is economics? 1
2 Thinking like an economist 15

PART 2 Supply and demand: How markets
work 31

The market forces of supply and demand 31
Elasticity and its applications 56

Background to demand: Consumer choices 79
Background to supply: Firms in competitive
markets 112

4, E W

PART 3 Markets, efficiency and welfare 145

7 Consumers, producers and the efficiency of
markets 145
8 Supply, demand and government policies 163

PART 4 The economics of the public sector 170
9 The tax system 179

PART 5 Inefficient market allocations 197

10 Public goods, common resources and merit
goods 197

11 Market failure and externalities 211

12 Information and behavioural economics 236

PART 6 Firm behaviour and market
structures 251

13 Firms' production decisions 251

14 Market structures |: Monopoly 262

15 Market structures 1I: Monopolistic
competition 287

16 Market structures lil: Cligopoly 301

PART 7 Factor markets 325
17 The economics of factor markets 325

PART 8 Inequality 357

18 Income inequality and poverty 367

PART 9 Trade 379

19 Interdependence and the gains from trade 379

MACROECONOMICS PROLOGUE 409

PART 10 The data of macroeconomics 415
20 Measuring a nation’s well-being 415
21 Measuring the cost of living 435

PART 11 The real economy in the long run 451

22 Production and growth 451
23 Unemployment 476

PART 12 Interest rates, money and prices in
the long run 499

24 Saving, investment and the financial system 499
25 The basic tools of finance 519

26 Issues in financial markets 533

2] The maewetary system 553

28 Money, growth and inflation 571

PART 13 The macroeconomics of open
economies 591

29 Opem-economy macroeconomics: Basic
concgpts 591

30 A macroeconomic theory of the open
economy 605

PART 14 Short-run economic fluctuations s21

31 Business cycles 621

32 Keynesian economics and IS-LM analysis 640

33 Aggregate demand and aggregate supply 664

34 The influence of monetary and fiscal policy on
aggregate demand 685

35 The short-run trade-off between inflation and
unemployment 702

36 Supply-side policies 730

PART 15 International macroeconomics 745

37 Common currency areas and European
Monetary Union 745
38 The Financial Crisis and sovereign debt 765



About the authors ix
Preface x
Acknowledgements xii

PART 1
INTRODUCTION TO ECONOMICS

What is economics? 1

The economy and economic systems 1
How pecple make decisions 3

How people interact 5

How the economy as a whole works 8

Thinking like an economist 15

Introduction 15

The economist as scientist 17

The economist as policy advisor 23
Why economists disagree 24

Part 2
SUPPLY AND DEMAND: HOW
MARKETS WORK

The market forces of supply
and demand 31

The assumptions of the market model 32

Cemand 33

Shifts versus movements along the demand
curve 36

Supply 38

Supply and demand together 42

Conclusion: How prices allocate resources 50

Elasticity and its applications 56

The price elasticity of demand 56

Other demand elasticities 64

Price elasticity of supply 65

Applications of supply and demand elasticity 72

5 Background to demand: Consumer
choices 79

The standard economic model 79

The budget constraint: What the consumer can
afford 81

Preferences: What the consumer wants 85

Optimization: What the consumer chooses 91

Summary: Do people really behave this
way? 104

Behavioural approaches to consumer
behaviour 104

6 Background to supply: Firms
in competitive markets 112

The costs of production 112

Production and costs 113

The various measures of cost 116

Costs in the short run and in the long run 122

Summary 123

Returns to scale 124

What is a competitive market? 127

Profit maximization and the competitive firm's
supply curve 129

The supply curve in a competitive market 136

Conclusion: Behind the supply curve 140

PART 3
MARKETS, EFFICIENCY
AND WELFARE 14

7 Consumers, producers and the efficiency
of markets 145

Consumer surplus 146
Preducer surpius 152
Market efficiency 155

8 Supply, demand and government
policies 163

Controls on prices 163
Taxes 187

Subsidies 173
Conclusion 174

PART 4
THE ECONOMICS OF THE PUBLIC
SECTOR 179

The tax system 179

Taxes and efficiency 179

The deadweight loss of taxation 180
Administrative burden 186

The design of the tax system 187
Taxes and equity 190

Conclusion 192

PART 5
INEFFICIENT MARKET
ALLOCATIONS

10

"

12

Public goods, common resources
and merit goods 197

The different kinds of é‘oods 198
Public goods 199

Commoaon resources 202

Merit goods 205

Conclusion 207

Market failure and externalities 211

Market failure 21

Externalities 211

Externalities and market inefficiency 213
Private solutions to externalities 217

Public policies towards externalities 220
Public/private policies towards externalities 223
Government failure 227

Conclusion 232

Information and behavioural
economics 236

Principal and agent 236

Asymmetric information 237

Deviations from the standard economic
model 243

Conclusion 246

CONTENTS w

PART 6
FIRM BEHAVIOUR AND MARKET
STRUCTURES 751

13

14

15

16

Firms’ production decisions 251

Isoguants and isocosts 251
The least-cost input combination 256
Conclusion 258

Market structures I: Monopoly 252

Imperfect competition 262

Why monopolies arise 263

How monopolies make preduction and pricing
decisions 267

The welfare cost of monopoly 272

Price discrimination 275

Public policy towards monopolies 279

Conclusion: The prevalence of monopely 281

Market structures II: Monopolistic
competition 287

Competition with differentiated products 288
Advertising and branding 292

Contestable markets 295

Conclf&ion 297

Market structures llI: Oligopoly 3m

Characteristics of oligopoly 301

Game theory and the economics of
choperation 307

Ent® barriers in oligopoly 315

Public policy toward oligopolies 316

Conclusion 319

PART 7
FACTOR MARKETS

17

The economics of factor markets 325

The marginal product theory of distribution 325
The demand for labour 325
The supply of labour 329



vi CONTENTS

Equilibrium in the labour market 333
Other theories of the labour market 335
Marxist labour theory 335

Feminist economics and the labour market 336

Monopscny 337

Wage differentials 339

The econamics of discrimination 344

The other factors of production: Land
and capital 347

Economic rent 350

Conclusion 351

PART 8
INEQUALITY

18 Income inequality and poverty 357

The measurement of inequality 358

The political philosophy of redistributing
income 366

Policies to reduce poverty 370

Conclusion 373

PART 9
TRADE

19 Interdependence and the gains
from trade 379

The production possibilities frontier 379
International trade 384

The principle of comparative advantage 388
The determinants of trade 391

The winners and losers from trade 393
Restrictions on trade 397

Criticisms of comparative advantage theory 403

Conclusion 404

MACROECONOMICS
PROLOGUE

A world hefore markets 409
Classical economics 410
Marxist economics 411

The Austrian school 411
Keynesianism 412
Monetarism 412

Feminist economics 413

PART 10
THE DATA OF
MACROECONOMICS

20 Measuring a nation’s well-being 415

21

The economy’s income and expenditure 416
The measurement of gross domestic
product 417
The components of GDP 420
Real versus nominal GDP 423
The limitations of GDP as a measure
of well-being 428
International differences in GDP and the quality
of life 430
Conclusion 431

Measuring the cost of living 435

The Consumer Prices Index 435

Correcting economic variables for the effects
of inflation 442

Conclusion 446

PART 11
THE REAL ECONOMY IN
THE LONG RUN ¢!

22 Production and growth 251

Economic growth around the world 451

Growth theory 455

Productivity 455

The determinants of economic growth 458

Causes of growth 461

Endogenous growth theory 465

Economic growth and public policy 466

Conclusion: The importance of long-run
growth 471

Unemployment 475

Identifying unerployment 476

The causes of unemployment 479

The natural rate of unemployment 485

Marx and the reserve army of the
unemployed 491

The cost of unemployment 492

Conclusion 494

PART 12
INTEREST RATES, MONEY AND
PRICES IN THE LONG RUN

24

25

26

21

28

Saving, investment and the financial
system 499

Financial institutions in the economy 500

Saving and investment in the nationa! income
accounts 507

The market for loanable funds 510

Conclusion 515

The hasic tools of finance 519

Present value: Measuring the time value
of money 519

Managing risk 521

Asset valuation 528

Conclusion 529

Issues in financial markets 533

The causes of the crisis 533
The efficient markets hypothesis 541
Summary 549

The monetary system 553

The meaning of money 553
The role of central banks 559
The European Central Bank and the
Eurosystem 560
The Bank of England 561
Banks and the money supply 561
The central bank's tools of monetary control 565

Money growth and inflation 571

What is inflation? 571

The classical theory of inflation 572
The costs of inflation 580

Deflation 585

Conclusion 585

PART 13
THE MACROECONOMICS OF OPEN
ECONOMIES 597

29

Open-economy macroeconomics: Basic
concepts 591

The international flows of goods and capital 591
The prices for international transactions: Real
and nominal exchange rates 595

CONTENTS vii

A first theory of exchange rate determination:
Purchasing power parity 599
Conclusion 602

A macroeconomic theory of the open
8conomy 605

Supply and demand for loanable funds and for
foreign currency exchange 605

Equilibrium in the open economy 608

How policies and events affect an open
economy 610

Conclusion 818

PART 14
SHORT-RUN ECONOMIC
FLUCTUATIONS 621

3

33

Business cycles 621

Trend growvth rates 622

Causes of changes in the business cycle 628
Business cycle models 630

Macroeconomic models of the economy 634
Conclusion 636

Kevne?;ian economics and IS-LM
analy$is 640

The Keynesian cross 640

The multiplier effect 644

The IS and LM curves 650

Genearal equilibrium using the IS-LM model 652
FronelS-LM to aggregate demand 654
Conclusion 660

Aggregate demand and aggregate
supply 664

Three key facts about economic fluctuations 664
Explaining short-run economic fluctuations 665
The aggregate demand curve 667

The aggregate supply curve 669

Two causes of economic fluctuations 675

New Keynesian economics 679

Conclusion 680

The influence of monetary and fiscal
policy on aggregate demand ss5

How monetary policy influences aggregate
demand 685

Howv fiscal policy influences aggregate
demand 692



viit CONTENTS

Using policy to stabilize the economy 695
Conclusion 698

35 The short-run trade-off between inflation

36

and unemployment 702

The Phillips curve 703

Shifts in the Phillips curve: The role of
expectations 706

The long-run vertical Phillips curve as an
argument for central bank independence 712

Shifts in the Phillips curve: The role of supply
shocks 713

The cost of reducing inflation 714

Inflation targeting 720

Reflecting on the Phillips curve 724

Conclusion 725

Supply-side policies 730

Shifts in the aggregate supply curve 730
Types of supply-side policies 734
Caonclusion 741

PART 15
INTERNATIONAL
MACROECONOMICS

37

Common currency areas and European
Monetary Union 75

The euro 745

The single european market and the euro 746

The benefits and costs of a common
currency 748

38

The theory of optimum currency areas 750

Is Europe an optimum currency area? 753
Fiscal policy and common currency areas 756
Conclusion 760

The Financial Crisis and sovereign
debt 765

Introduction 765
The sovereign debt crisis 772
Austerity policies — too far too quickly? 777

Glossary 784

Index 794

Credits 800

List of formulas 802

ABOUT THE AUTHORS

AUTHORS

N. GREGORY MANKIW is the Robert M. Beren Professor of Economics at Harvard University. As a stu-
dent, he studied econcmics at Princeton University and the Massachusetts Institute of Technology. As a teacher
he has taught macroeconomics, microeconomics, statistics and principles of economics. Professor Mankiw is
a prolific writer and a regular participant in acadernic and policy debates. In addition to his teaching, research
and writing, Professor Mankiw has been a research associate of the National Bureau of Economic Research,
and an advisor to the Federal Reserve Banks of Boston and New York and the Congressional Budget Office.
From 2003 to 2005, he served as chairman of the US President's Council of Economic Advisors and was an
advisor to Presidential candidate Mitt Romney during the 2012 US presidential election.

MARK P. TAYLOR is Dean of John M Olin Business School at Washington University, US, and was pre-
viously Dean of Warwick Business School at the University of Warwick, UK. He obtained his first degree in
philosophy, politics and economics from Oxford University and his Master's degree in economics from London
University, from where he also holds a doctorate in economics and international finance. Professor Taylor has
taught economics and finance at various universities {including Oxford, Warwick and New York} and at vari-
ous levels (including principles courses, advanced undergraduate and advanced postgraduate courses). He
has also worked as a senior economist at the International Monetary Fund and at the Bank of England and,
before becoming Dean of Warwick Business School, was a managing director at BlackRock, the world’s largest
financial asset manager, where he worked on international asset allocation based on macroeconomic anaiysis.
His research has been extensively published in scholarly journals and he is today one of the most highly cited
gconomists in the world. He has also been a member of the Academic Advisory Group of the Bank of England
Fair and Effective Markets Review. )

CONTRIBUTING AUTHOR

ANDREW ASHWIN has over 20 years’ experience as a teacher of economics. He has an MBA from the
University of Hull and a PhD in assessment and the notion of threshold concepts in economics from the
University of Leicester. Andrew is an experienced author, writing a number of texts for students at different
tevels, and journal publications related to his PhD research. Andrew was Chair of Examiners for a major award-
ing body for business and economics in England and is a subject specialist consultant in Economics for the
UK regulator, Ofgual. Andrew has a keen interest in assessment and learning in economics and has received
accreditation as a Chartered Assessor with the Chartered Institute of Educational Assessors. He has also
edited the journal of the Economics, Business and Enterprise Asscciation.



