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PREFACE: TO THE STUDENT

“Economics 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 at the beginning of the twenty-first century, em-
bark on the study of economics? There are three 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 apartments so hard to find in New York City? Why do air-
lines charge less for a round-trip ticket if the traveler stays over a Saturday night?
Why is Robin Williams paid so much to star in movies? Why are living standards
s0 meager 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 to stay in school.
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
endeavor.

The third reason to study economics is that it will give you a better under-
standing 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 eco-
nomics. 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 in mayors’
offices, governors’ mansions, and the White House.

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 sitting
in the Oval Office, you will be glad that you studied economics.

N. Gregory Mankiw
October 2002
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absolute advantage 4XFfE#  the comparison among producers of a good according to their productivity

accounting profit €1+ FI§ total revenue minus total explicit cost

aggregate-demand curve B K BIZ a curve that shows the quantity of goods and services that households, firms, and the govern-
ment want to buy at each price level

aggregate risk ZXUB& risk that affects all economic actors at once

aggregate-supply curve SEEHIZE a curve that shows the quantity of goods and services that firms choose to produce and sell at
each price level

automatic stabilizers B33 E#F changes in fiscal policy that stimulate aggregate demand when the economy goes into a recession
without policymakers having to take any deliberate action

average fixed cost FHEERM A fixed costs divided by the quantity of output

average revenue U  total revenue divided by the quantity sold

average total cost FEMA  total cost divided by the quantity of output

average variable cost EHJRIEH A  variable costs divided by the quantity of output

bond fi% a certificate of indebtedness

budget deficit BB FHRF a shortfall of tax revenue from government spending

budget surplus FIE &% an excess of tax revenue over government spending

business cycle £33 B fluctuations in economic activity, such as employment and production

catch-up effect B M the property whereby countries that start off poor tend to grow more rapidly than countries that start off
rich

central bank HIH®4$R4T an institution designed to oversee the banking system and regulate the quantity of money in the economy
circular-flow diagram fE¥RFZNE a visual model of the economy that shows how dollars flow through markets among households and
firms .

classical dichotomy £ZBiF 4% the theoretical separation of nominal and real variables

Coase theorem F{HTFEE the proposition that if private parties can bargain without cost over the allocation of resources, they can
solve the problem of externalities on their own

collective bargaining $£4Ki% %] the process by which unions and firms agree on the terms of employment

commodity money I f§ money that takes the form of a commodity with intrinsic value

common resources FHAHFIE goods that are rival but not excludable

comparative advantage FEEEZE  the comparison among producers of a good according to their opportunity cost

competitive market %15 a market with many buyers and sellers trading identical products so that each buyer and seller is a
price taker

complements BE#ME®B & two goods for which an increase in the price of one leads to a decrease in the demand for the other
compounding £ #] the accumulation of a sum of money in, say, a bank account, where the interest earned remains in the account to
earn additional interest in the future

constant returns to scale MW AT the property whereby long-run average total cost stays the same as the quantity of output
q y P
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changes

consumer price index (CPI) 4 MEMHBIFE  a measure of the overall cost of the goods and services bought by a typical consumer
consumer surplus MEMS  a buyer's willingness to pay minus the amount the buyer actually pays

consumption 4 M spending by households on goods and services, with the exception of purchases of new housing

cost & the value of everything a seller must give up to produce a good

cost-benefit analysis BZAY 54T 2 study that compares the costs and benefits 1o society of providing a public good

cross-price elasticity of demand TR 3= R MM a measure of how much the quantity demanded of one good responds o a change
in the price of another good, computed as the percentage change in quantity demanded of the first good divided by the percentage
change in the price of the second good

crowding out #f{  a decrease in investment that results from government borrowing

crowding-out effect BB the offset in aggregate demand that results when expansionary fiscal policy raises the interest rate and
thereby reduces investment spending

currency B¢, i#i$€ the paper bills and coins in the hands of the public

cyclical unemployment BEAt %kl the deviation of unemployment [rom its natural rate

deadweight loss FLi#sk the fall in total surplus that results from a market distortion, such as a tax

demand curve TERHEIZE a graph of the relationship between the price of a good and the quantity demanded

demand deposits FERATERL  balances in bank accounts that depositors can access on demand by writing a check

demand schedule TR %  a table that shows the relationship between the price of a good and the quantity demanded

depression BE{H a severe recession

diminishing marginal product M#&  the property whereby the marginal product of an input declines as the quantity of the input increases
diminishing returns Wz #5i%®, the property whereby the benefit from an extra unit of an input declines as the quantity of the input in-
creases

discount rate W§HHE the interest rate on the loans that the Fed makes to banks

discouraged workers JE4IELRM T A individuals who would like to work but have given up looking for a job

diseconomies of scale MEBARLZHF  the property whereby long-run average total cost rises as the quantity of output increases
diversification ZFE 8 the reduction of risk achieved by replacing a single risk with a large number of smaller unrelated risks
economic profit 252 total revenue minus total cost, including both explicit and implicit costs

economics 3%  the study of how society manages its scarce resources

economies of scale  HIHEZHF the property whereby long-run average total cost falls as the quantity of output increases

efficiency 2X# the property of society getting the most it can {rom its scarce resources

efficiency wages I I # above-equilibrium wages paid by firms in order to increase worker productivity

efficient markets hypothesis E FIHMRIE  the theory that asset prices reflect all publicly available information about the value of an
asset

efficient scale HIHHE the quantity of output that minimizes average total cost

elasticity 31 a measure of the responsiveness of quantity demanded or quantity supplied to one of its determinants

equilibrium ¥  a situation in which the price has reached the level where quantity supplied equals quantity demanded

equilibrium price ¥ #t#% the price that balances quantity supplied and quantity demanded

equilibrium quantity 85I the quantity supplied and the quantity demanded at the equilibrium price

equity 24 F the property of distributing economic prosperity fairly among the members of society

excludability HEft##E the property of a good whereby a person can be prevented from using it

explicit costs B A input costs that require an outlay of money by the firm

exports {1 goods produced domestically and sold abroad

externality 5pEB1%&  the uncompensated impact of one person's actions on the wellbeing of a bystander

Federal Reserve (Fed) EBk3Bfi&#& the central bank of the United States

fiat money 3ETEET money without intrinsic value that is used as money because of government decree
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finance &M the field that studies how people make decisions regarding the allocation of resources over time and the handling of risk
financial intermediaries € 8A M  financial institutions through which savers can indirectly provide funds to borrowers

financial markets £ ™% financial institutions through which savers can directly provide funds to borrowers

financial system & @A & the group of institutions in the economy that help to match one person’s saving with another person’s in-
vestment

Fisher effect BB  the onefor-one adjustment of the nominal interest rate to the inflation rate

fixed costs BJFER A  costs that do not vary with the quantity of output produced

fractional-reserve banking S #&SMITHE  a banking system in which banks hold only a fraction of deposits as reserves

free rider BRIEEH  a person who receives the benefit of a good but avoids paying for it

frictional unemployment BEB#E %l unemployment that results because it takes time for workers to search for the jobs that best suit
their tastes and skills

fundamental analysis BEZ& 44 the study of a company’s accounting statements and future prospects to determine its value

future value RFM{E the amount of money in the future that an amount of money today will yield, given prevailing interest rates
GDP deflator GDP i $6# a measure of the price level calculated as the ratio of nominal GDP to real GDP times 100

government purchases BIFFIE  spending on goods and services by local, state, and federal governments

gross domestic product {GDP) BRI &= {H the market value of all final goods and services produced within a country in a given pe-
riod of time

human capital AJ#Z  the knowledge and skills that workers acquire through education, training, and experience

idiosyncratic risk f¥f & risk that affects only a single economic actor

implicit costs BEMERA  input costs that do not require an outlay of money by the firm

import quota 1B 2 limir on the quantity of a good that can be produced abroad and sold domestically

imports [ goods produced abroad and sold domestically

income elasticity of demand FR B N  a measure of how much the quantity demanded of a good responds to a change in
consumers’ income, computed as the percentage change in quantity demanded divided by the percentage change in income

indexation 4L the automatic correction of a dollar amount for the effects of inflation by law or contract

inferior good {44 B &  a good for which, other things equal. an increase in tncome leads to a decrease in demand

inflation WM an increase in the overall level of prices in the economy

inflation rate B MME the percentage change in the price index from the preceding period

inflation tax BFEAEMKBL  the revenue the government raises by creating money

informationally efficient {§ BB reflecting all available information in a rational way

internalizing an externality ShERMEPIER4L  altering incentives so that people take account of the external effects of their actions
investment ##  spending on capital equipment, inventories, and structures, including household purchases of new housing

job search BRYi#F  the process by which workers {ind appropriate jobs given their tastes and skills

labor force FHENNBAMH  the total number of workers, including both the employed and the unemployed

labor-force participation rate 35818 53%  the percentage of the adult population that is in the labor force

law of demand #EKEM the claim that, other things equal. the quantity demanded of a good falls when the price of the good rises
law of supply f457EH the claim that, other things equal, the quantity supplied of a good rises when the price of the good rises
law of supply and demand ft45 S TREE  the claim that the price of any good adjusts to bring the quantity supplied and the quantity
demanded {or that good into balance

liquidity #5h1E  the ease with which an asset can be converted into the economy’s medium of exchange

macroeconomics EMBFE  the study of economy-wide phenomena, including inflation, unemployment, and economic growth
marginal changes #1FFFES)  small incremental adjustments to a plan of action

marginal cost JBFREXA  the increase in total cost that arises from an extra unit of production

marginal product BRI the increase in output that arises from an additional unit of input

marginal revenue BRI  the change in total revenue from an additional unit sold
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market #1735 a group of buyers and sellers of a particular good or service

market economy T35 5 an economy that allocates resources through the decentralized decisions of many firms and households as
they interact in markets for goods and services

market failure 11355k ®R  a situation in which a market left on its own fails to allocate resources efficiently

market for loanable funds TR FEHIH the market in which those who want to save supply funds and those who want to borrow to
invest demand funds

market power Hi35% 51 the ability of a single economic actor (or small group of actors) to have a substantial influence on market
prices

medium of exchange ZHEWEST an item that buyers give to sellers when they want to purchase goods and services

menu costs R A the costs of changing prices

microeconomics fIME S  the study of how households and firms make decisions and how they interact in markets

mode! of aggregate demand and aggregate supply B Et45 5 S WRMA  the model that most economists use to explain short-run fluc-
tuations in economic activity aroundits long-run trend

monetary neutrality 8 1  the proposition that changes in the money supply do not affect real variables

monetary policy $XEH the setting of the money supply by policymakers in the central bank

money B the set of assets in an economy that people regularly use to buy goods and services from other people

money muitiplier $ T M¥  the amount of money the banking system generates with each dollar of reserves

money supply it the quantity of money available in the economy

monopoly ZH#T a firm that is the sole seller of a product without close substitutes

muiltiplier effect SRIBA  the additional shifts in aggregate demand that result when expansionary fiscal policy increases income and
thereby increases consumer spending

mutual fund HEE’E  an institution that sells shares to the public and uses the proceeds to buy a portfolio of stocks and bonds
national saving (saving) IR #&W the total income in the economy that remains after paying for consumption and government purcha-

ses

natural monopoly H$RZ B a monopoly that arises because a single firm can supply a good or service to an entire market at a smaller
cost than could two or more firms

natural rate of unemployment B#85% W the normal rate of unemployment around which the unemployment rate fluctuates

natural resources ESR#IR the inputs into the production of goods and services that are provided by nature, such as land, rivers, and
mineral deposits

net exports #HH M spending on domestically produced goods by foreigners (exports) minus spending on foreign goods by domestic
residents (imports)

nominal GDP & Y. GDP the production of goods and services valued at current prices .

nominal interest rate & X F# the interest rate as usually reported without a correction for the effects of inflation

nominal variables & X M variables measured in monetary units

normal good IE#E B & a good for which, other things equal, an increase in income leads to an increase in demand

normative statements MEHEFIAR claims that attempt to prescribe how the world should be

open-market operations FFAIH353E1F the purchase and sale of U. S. government bonds by the Fed

opportunity cost L& Z& whatever must be given up to obtain some item

Phillips curve REFIEHTHLR a curve that shows the short-run tradeoff between inflation and unemployment

physical capital #FE A  the stock of equipment and structures that are used to produce goods and services

Pigovian tax JE&iB a tax enacted to correct the effects of a negative externality

positive statements RIEMERIR  claims that attempt to describe the world as it is

present value {l the amount of money today that would be needed to produce, using prevailing interest rates, a given future a-

mount of money

price ceiling Mt#& XL ( EBR)  a legal maximum on the price at which a good can be sold
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price discrimination f#&E{# the business practice of selling the same good at different prices to different customers-

price elasticity of demand TR MM a measure of how much the quantity demanded of a good responds to a change in the price
of that good, c.omputed as the percentage change in quantity demanded divided by the percentage change in price N

price elasticity of supply St2380 M &3 a measure of how much the quantity supplied of a good responds to a change in the price of
that good, computed as the percentage change in quantity supplied divided by the percentage change .a price

price floor #4&H4K (TBR) a legal minimum on the price at which a good can be sold

private goods FAA¥IER goods that are both excludable and rival

private saving A A 5% the income that households have left after paying for taxes and consumption

producer price index AEF"EMHEIEE  a measure of the cost of a basket of goods and services bought by firms

producer surplus E7=#H¥H the amount a seller is paid for a good minus the seller’s cost

production function EF=FH# the relationship between quantity of inputs used to make a good and the quantity of output of that
good

production possibilities frontier 4= [ hEtE#4E a graph that shows the combinations of output that the economy can possibly produce
given the available factors of production and the available production technology

productivity 4£/# the amount of goods and services produced from each hour of a worker’s time

profit FJ§§ total revenue minus total cost

public goods 2A3:M G goods that are neither excludable nor rival

public saving 223 fi%% the tax revenue that the government has left after paying for its spending

quantity demanded TR %M the amount of a good that buyers are willing and able to purchase

quantity equation ¥{I 78 the equation M X V=P XY, which relates the quantity of money, the velocity of money, and th dollar
value of the economy’s output of goods and services

quantity supplied #t23%(3k the amount of a good that sellers are willing and able to sell

quantity theory of money $ Ti¥{ it a theory asserting that the quantity of money available determines the price level and that the
growth rate in the quantity of money available determines the inflation rate

random walk BE#1L: 8% the path of a variable whose changes are impossible to predict

real GDP 3L GDP the production of goods and services valued at constant prices

real interest rate MZCFFE  the interest rate corrected for the etiects of inflation

real variables 3L EM variables measured in physical units

recession ¥R a period of declining real incomes and rising unemployment

reserve ratio gL ® the fraction of deposits that banks hold as reserves

reserve requirements i & ER regulations on the minimum amount of reserves that banks must hold against deposits

reserves fi& deposits that banks have received but have not loaned cut

risk averse MLBEI exhibiting a dislike of uncertainty

rivalry 3t5ifE, 34  the property of a good whereby one person’s use diminishes other people’s use

scarcity ¥kt the limited nature of society’s resources

shoeleather costs HEERL A  the resources wasted when inflation encourages people to reduce their money holdings

shortage 486 a situation in which quantity demanded is greater than quantity supplied

stagflation #H€ a period of falling output and rising prices

stock B@# a claim to partial ownership in a firm

store of value fH{EfSTF an item that people can use to transfer purchasing power from the present to the future

strike B the organized withdrawal of labor from a firm by a union

structural unemployment 543482k dF  unemployment that results because the number of jobs available in some labor markets is insuffi-
cient to provide a job for everyone who wants one

substitutes HH. | two goods for which an increase in the price of one leads to an increase in the demand for the other

surk cost LIERLA a cost that has already been committed and cannot be recovered
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supply curve Ht48p&: a graph of the relationship between the price of a good and the quantity supplied

supply schedule #££5% a able that shows the relationship between the price of a good and the quantity supplied
surpfus i##M a situation in which quantity supplied is greater than quantity demanded

tariff &P a tax on goods produced abroad and sold domestically

tax incidence HU{HTE the manner in which the burden of a tax is shared among participants in a market
technological knowledge HIARMEMIZ  society’s understanding of the best ways to produce goods and services
theory of liquidity preference HEZNIRIFIEIRiL Keynes’s theory that the interest rate adjusts to bring money supply and money de-
mand into balance

total cost S RXA the market value of the inputs a firm uses in production

total revenue (for a firm) B4 the amount a firm receives for the sale of its output

total revenue (in a market) MM# the amount paid by buyers and received by sellers of a good, computed as the price of the good
times the quantity sold

Tragedy of the Commons 2 3Li93ERI  a parable that illustrates why common resources get used more than is desirable from the
standpoint of society as a whole

transaction costs 3 HB M A  the costs that parties incur in the process of agreeing and following through on a bargain

unemployment insurance % di£RB& a government program that partially protects workers’ incomes when they become unemployed
unemployment rate kd/#  the percentage of the labor force that is unemployed

wion I£  a worker association that bargains with employers over wages and working conditions

unit of account i8I the yardstick people use to post prices and record debts

variable costs RTEERZ costs that vary with the quantity of output produced

velocity of money $TIf@$E the rate at which money changes hands

welfare economics #BFIEFF2E the study of how the allocation of resources affects economic well-being

willingness to pay {8 the maximum amount that a buyer will pay for a good

world price R M#&  the price of a good that prevails in the world market for that good



