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Preface

The instructor’s material that accompanies the five versions of Mankiw’s Principles of
Economics, Fourth Edition textbooks address the needs of both novice and experienced
instructors. To meet the needs of these two groups, this Instructor’s Manual with
Solutions Manual comprises both chapter outlines and teaching tips as well as solutions
to all of the questions and problems found in the textbook.

Linda Ghent of Eastern Illinois University prepared the main portion of each chapter
including a synopsis of what is new in this edition compared to the third edition. Her
work for each chapter also includes a list of learning objectives and key points. These
items are followed by detailed chapter outlines that focus on the content found in the
textbook. Helpful tips and icons occasionally interrupt these outlines. The bomb icon
(Warnings) indicates areas where students may have particular difficulty with the
material. The light bulb icon (Bright Ideas) offers ideas for presenting the material in a
new or more thoughtful way. Also included in each chapter of the Instructor’s Manual
are classroom activities, developed  in part by Charles Stull of Kalamazoo College. Each
activity provides important details to assist in planning as well as clear instructions for
leading the activity. Recommended “Points for Discussion” connect the activity to the
relevant economic concepts discussed in the chapter.

Using these resources, an instructor can quickly review the chapter learning objectives
and chapter summaries to make sure their lecture notes cover everything in the text
chapter. In addition, the chapter outlines are designed as a base for creating lecture
notes for novice instructors. They may also be used as a complete set of notes for more
experienced instructors.  Therefore, this supplement is also available electronically from
the product support Web site (http://mankiw.swlearning.com).

For queries and grading, the Instructor’s Manual contains solutions to exercises from
the textbook. Dean Croushore (University of Richmond) prepared many of the solutions
for the “Quick Quizzes,” “ Questions for Review,” and “Problems and Applications”
found in the textbook.
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WHAT’S NEW IN THE FOURTH EDITION:

The discussion of Principle #3, “Rational people think at the margin,” is more thorough and has a new
example.  The discussions of Principle #4, “People respond to incentives,” Principle #7, “Governments
can sometimes improve market outcomes,” and Principle #10, “Society faces a short-run trade-off
between inflation and unemployment” have been clarified.  Definitions for the terms “rational,”
“incentives,” and “property rights” have been added.

LEARNING OBJECTIVES:

By the end of this chapter, students should understand:

 that economics is about the allocation of scarce resources.

 that individuals face trade-offs.

 the meaning of opportunity cost.

 how to use marginal reasoning when making decisions.

 how incentives affect people’s behavior.

 why trade among people or nations can be good for everyone.

 why markets are a good, but not perfect, way to allocate resources.

 what determines some trends in the overall economy.

CONTEXT AND PURPOSE:

Chapter 1 is the first chapter in a three-chapter section that serves as the introduction to the text.
Chapter 1 introduces ten fundamental principles on which the study of economics is based. In a broad
sense, the rest of the text is an elaboration on these ten principles. Chapter 2 will develop how
economists approach problems while Chapter 3 will explain how individuals and countries gain from
trade.

The purpose of Chapter 1 is to lay out ten economic principles that will serve as building blocks
for the rest of the text. The ten principles can be grouped into three categories: how people make

1 TEN PRINCIPLES OF ECONOMICS
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2  Chapter 1/Ten Principles of Economics

decisions, how people interact, and how the economy works as a whole. Throughout the text, references
will be made repeatedly to these ten principles.

KEY POINTS:

1. The fundamental lessons about individual decisionmaking are that people face trade-offs among
alternative goals, that the cost of any action is measured in terms of forgone opportunities, that
rational people make decisions by comparing marginal costs and marginal benefits, and that people
change their behavior in response to the incentives they face.

2. The fundamental lessons about interactions among people are that trade can be mutually beneficial,
that markets are usually a good way of coordinating trades among people, and that the government
can potentially improve market outcomes if there is some sort of market failure or if the market
outcome is inequitable.

3. The fundamental lessons about the economy as a whole are that productivity is the ultimate source
of living standards, that money growth is the ultimate source of inflation, and that society faces a
short-run trade-off between inflation and unemployment.

CHAPTER OUTLINE:

I. Introduction

A. The word “economy” comes from the Greek word oikonomos meaning “one who
manages a household.”

B. This makes some sense because in the economy we are faced with many decisions (just
as a household is).

C. Fundamental economic problem: resources are scarce.

D. Definition of scarcity: the limited nature of society’s resources.

E. Definition of economics: the study of how society manages its scarce resources.

You will want to start the semester by explaining to students that part of learning
economics is understanding a new vocabulary. Economists generally use very precise
(and sometimes different) definitions for words that are commonly used outside of
the economics discipline. Therefore, it will be helpful to students if you follow the
definitions provided in the text as much as possible.

Begin by pointing out that economics is a subject that students must confront in their
daily lives. Point out that they already spend a great deal of their time thinking about
economic issues: prices, buying decisions, use of their time, etc.
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Chapter 1/Ten Principles of Economics  3

II. How People Make Decisions

A. Principle #1: People Face Trade-offs

1. “There is no such thing as a free lunch.” Making decisions requires trading one
goal for another.

2. Examples include how students spend their time, how a family decides to spend
its income, how the U.S. government spends tax dollars, and how regulations
may protect the environment at a cost to firm owners.

3. A special example of a trade-off is the trade-off between efficiency and equity.

a. Definition of efficiency: the property of society getting the
maximum benefits from its scarce resources.

b. Definition of equity: the property of distributing economic
prosperity fairly among the members of society.

c. For example, tax dollars paid by wealthy Americans and then distributed
to those less fortunate may improve equity but lower the return to hard
work and therefore reduce the level of output produced by our
resources.

d. This implies that the cost of this increased equity is a reduction in the
efficient use of our resources.

4. Recognizing that trade-offs exist does not indicate what decisions should or will
be made.

B. Principle #2: The Cost of Something Is What You Give Up to Get It

1. Making decisions requires individuals to consider the benefits and costs of some
action.

2. What are the costs of going to college?

Because most college freshmen and sophomores have limited experiences with
viewing the world from a cause-and-effect perspective, do not underestimate how
challenging these principles will be for the student.

Table 1

As you discuss the ten principles, make sure that students realize that it is okay if
they do not grasp each of the concepts completely or find each of the arguments
fully convincing. These ideas will be explored more completely throughout the text.

Download full file from answersun.com

Full file at  https://www.answersun.com/download/instructors-solutions-manual-for-principles-of-macroeconomics-4th-edition-by-gregory-mankiw/



4  Chapter 1/Ten Principles of Economics

a. We cannot count room and board (at least all of the cost) because the
student would have to pay for food and shelter even if he was not in
school.

b. We would want to count the value of the student’s time because he
could be working for pay instead of attending classes and studying.

3. Definition of opportunity cost: whatever must be given up in order to
obtain some item.

C. Principle #3: Rational People Think at the Margin

1. Economists generally assume that people are rational.

a. Definition of rational: systematically and purposefully doing the
best you can to achieve your objectives.

b. Consumers want to purchase the bundle of goods and services that
allows them the greatest level of satisfaction given their incomes and the
prices they face.

c. Firms want to produce the level of output that maximizes the profits they
earn.

2. Many decisions in life involve incremental decisions: Should I remain in school
this semester? Should I take another course this semester? Should I study an
additional hour for tomorrow’s exam?

a. Definition of marginal changes: small incremental adjustments to
a plan of action.

b. Example: Suppose that flying a 200-seat plane across the country costs
the airline $100,000, which means that the average cost of each seat is
$500. Suppose that the plane is minutes from departure and a passenger
is willing to pay $300 for a seat. Should the airline sell the seat for $300?
In this case, the marginal cost of an additional passenger is very small.

c. Another example: Why is water so cheap while diamonds are expensive?
Because water is plentiful, the marginal benefit of an additional cup is
small.  Because diamonds are rare, the marginal benefit of an extra
diamond is high.

D. Principle #4: People Respond to Incentives

1. Definition of incentive: something that induces a person to act.

2. Because rational people make decisions by weighing costs and benefits, their
decisions may change in response to incentives.

One of the hardest ideas for students to grasp is that “free” things are not truly free.
Thus, you will need to provide students with numerous examples of such “free”
things with hidden costs, especially the value of time.
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