
Chapter 17: 

This chapter is about externalities, which are costs or benefits of economic activity that affect parties 

other than the buyer or seller. Externalities can have a significant impact on the well-being of society, 

and understanding how to address them is an essential part of economic policy. 

The chapter first discusses negative externalities, which are costs that are imposed on third parties 

by economic activities. A common example is pollution, where the emissions from factories or cars 

harm the environment and the health of nearby residents. The chapter explains that negative 

externalities result in an over allocation of resources to the activity that causes them. In other words, 

the market equilibrium quantity is higher than the socially optimal quantity, which means that too 

much of the activity is being produced. 

One solution to negative externalities is to impose a tax or regulation on the activity that causes 

them. For example, a tax on carbon emissions can discourage factories and cars from polluting the 

environment. This tax would increase the cost of producing goods that require carbon emissions, 

which would reduce their consumption and production. In doing so, the tax would reduce the 

negative externality of pollution. 

The chapter also discusses positive externalities, which are benefits that are enjoyed by third parties 

as a result of economic activities. An example of a positive externality is education, where an 

educated person benefits not only themselves but also the society around them. Positive 

externalities result in an under allocation of resources to the activity that causes them. In other 

words, the market equilibrium quantity is lower than the socially optimal quantity, which means that 

too little of the activity is being produced. 

One solution to positive externalities is to provide subsidies or other incentives for the activity that 

causes them. For example, the government can provide grants and loans to students to encourage 

them to pursue higher education. This would increase the benefits of education to individuals and 

society, by creating a more educated population. 

The chapter also covers the Coase theorem, which suggests that under certain conditions, private 

parties can negotiate and reach an efficient outcome without government intervention. This occurs 

when the property rights are clearly defined, and transaction costs are low. 

In conclusion, externalities are a significant issue in economic policy and can have a significant impact 

on the well-being of society. Negative externalities result in an over allocation of resources, while 

positive externalities result in an under allocation of resources. Taxes, regulations, and subsidies can 

be used to address externalities, while private negotiations may also be effective under certain 

conditions. 
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Chapter 21: 

Gregory Mankiw focuses on the concept of "The Theory of Consumer Choice." The chapter discusses 

how consumers make choices regarding what goods and services to consume based on their 

preferences and budget constraints. 

The chapter begins by introducing the concept of a budget constraint, which is the limit on the 

amount of goods and services that a consumer can afford to buy, given their income and the prices 

of the goods and services. The budget constraint is represented by the consumer's budget line, which 

shows the various combinations of two goods that the consumer can purchase with their income. 

Next, the chapter discusses the concept of utility, which is the satisfaction or happiness that a 

consumer derives from consuming a particular good or service. The chapter explains that consumers 

will typically choose the combination of goods that provides them with the highest level of utility, 

subject to their budget constraint. 

The chapter then introduces the concept of the marginal utility of a good, which is the additional 

satisfaction that a consumer derives from consuming an additional unit of that good. The chapter 

explains that consumers will generally continue to consume additional units of a good as long as the 

marginal utility of that good is greater than its price. 

The chapter also discusses the law of diminishing marginal utility, which states that as a consumer 

consumes more and more units of a good, the marginal utility of that good will eventually begin to 

decline. This means that consumers will eventually reach a point where they are no longer willing to 

pay the price for additional units of the good. 

The chapter then explains how consumers can use their budget line and their preferences to 

determine their optimal consumption bundle, which is the combination of goods that provides them 

with the highest level of utility given their budget constraint. The chapter also introduces the concept 

of the marginal rate of substitution, which is the rate at which a consumer is willing to trade one 

good for another while still maintaining the same level of utility. 

Finally, the chapter discusses how changes in prices and income can affect a consumer's optimal 

consumption bundle. The chapter explains that an increase in the price of one good will cause the 

consumer to substitute towards other goods that provide them with a similar level of utility. 

Similarly, an increase in income will generally cause the consumer to consume more of all goods. 

The chapter provides a detailed overview of how consumers make choices about what goods and 

services to consume, and how those choices are influenced by their preferences, budget constraints, 

and changes in prices and income. 
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Chapter 25 provides a comprehensive overview of the impact of international trade and financial 

flows on macroeconomic concepts. The chapter emphasizes the importance of understanding the 

interactions between international trade and finance and domestic macroeconomic policies. 

 

Chapter 26: 

In this chapter Gregory Mankiw is focused on the topics of inflation, deflation, and their causes. 

Inflation is the sustained increase in the general level of prices for goods and services, while deflation 

is the sustained decrease in the general level of prices for goods and services. 

The chapter begins by discussing the measurement of inflation and the different measures used to 

calculate it, such as the Consumer Price Index (CPI) and the Producer Price Index (PPI). These 

measures are important because they provide policymakers with information about the rate of 

inflation and how it may be affecting the economy. 

Next, the chapter discusses the causes of inflation, which include demand-pull inflation and cost-

push inflation. Demand-pull inflation occurs when the demand for goods and services increases 

faster than the economy's ability to produce them, leading to an increase in prices. Cost-push 

inflation occurs when the cost of producing goods and services increases, leading to an increase in 

prices. This can be caused by factors such as increases in the cost of raw materials or increases in 

wages. 

The chapter also explains how inflation can be influenced by monetary policy. Central banks, such as 

the Federal Reserve in the United States, can use monetary policy to influence inflation by adjusting 

interest rates. For example, if the Federal Reserve raises interest rates, this can lead to a decrease in 

borrowing and spending, which can help to decrease inflation. 

The chapter then discusses the costs of inflation, which can include decreased purchasing power, 

reduced economic growth, and a redistribution of income and wealth. For example, if inflation is 

high, individuals may need to spend more money to purchase the same goods and services they 

could have bought for less in the past. Additionally, inflation can lead to decreased investment, as 

investors are less willing to invest in an environment of high inflation. 

Finally, the chapter covers the concept of deflation, which is the opposite of inflation. Deflation 

occurs when the general level of prices for goods and services decreases over a sustained period of 

time. The chapter explains how deflation can be caused by a decrease in demand, which can lead to 

a decrease in prices. While some may view deflation as desirable, as it can increase the purchasing 

power of consumers, it can also lead to decreased economic growth and higher levels of debt. 

Chapter 26 provides a comprehensive overview of inflation, deflation, and their causes. It 

emphasizes the importance of understanding the factors that can contribute to inflation or deflation 

and the potential costs associated with these economic phenomena. 
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lead to inflation if it outpaces the growth in real output. This is because there is more money chasing 

the same amount of goods and services, which can cause prices to rise. 

For example, if the money supply doubles while the supply of goods and services remains the same, 

prices will eventually double as well. The chapter also explains the difference between nominal and 

real interest rates. The nominal interest rate is the stated interest rate, while the real interest rate 

adjusts for inflation. 

In conclusion, Chapter 27 of "Principles of Economics, 9th Edition" provides a comprehensive 

overview of the functions of money, the process of money creation through fractional reserve 

banking, the role of the central bank in managing the money supply and the economy, and the 

relationship between the money supply and inflation. Understanding these concepts is crucial for 

anyone interested in economics, as they help to explain how the economy works and how monetary 

policy affects economic growth and stability. 

It's important to note that while the money supply is a key factor in the economy, it is not the only 

one. Other factors such as government policies, technological advancements, and consumer behavior 

can also impact economic growth and stability. Nevertheless, having a solid understanding of how 

the money supply works and how it is managed by the central bank is an important step towards 

understanding the broader workings of the economy. 

Overall, Chapter 27 provides a detailed explanation of the functions of money, the process of money 

creation, the role of the central bank, and the relationship between the money supply and inflation. 

By providing clear examples and explanations, Mankiw makes these complex economic concepts 

accessible and easy to understand. Anyone interested in economics, whether as a student, 

researcher, or policy-maker, will find this chapter to be a valuable resource. 
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Chapter 30: 

Chapter 30 of the book focuses on the principles of macroeconomics in open economies, where 

countries engage in international trade. Mankiw begins by explaining the difference between closed 

and open economies, and notes that most modern economies are open and engaged in international 

trade. For example, the United States exports goods like cars, electronics, and aircraft, and imports 

goods like oil, clothing, and toys. 

Mankiw then introduces the concept of net exports, which is the difference between a country's 

exports and imports. For example, if the United States exports $100 billion worth of goods and 

services and imports $80 billion, it has a net export of $20 billion. If a country has a positive net 

export, it is said to have a trade surplus, while if it has a negative net export, it is said to have a trade 

deficit. The net exports can impact a country's gross domestic product (GDP), employment rates, and 

inflation rates. 

Next, Mankiw explains the concept of the exchange rate, which is the price of one currency in terms 

of another currency. For example, if the exchange rate between the US dollar and the Japanese yen 

is 1 dollar to 110 yen, it means that one dollar can be exchanged for 110 yen. Exchange rates can be 

influenced by a variety of factors, including changes in interest rates, inflation rates, and political 

events. For instance, if a country's inflation rate is higher than that of another country, its currency 

may depreciate relative to the other country's currency. 

Mankiw then introduces the concept of the balance of payments, which is a record of all the 

transactions between a country and the rest of the world. The balance of payments includes both the 

current account, which records transactions related to trade in goods and services, and the capital 

account, which records transactions related to financial investments. For example, if a US company 

invests in a foreign company, it is recorded in the capital account. 

Finally, Mankiw discusses the impact of fiscal and monetary policy on open economies. Fiscal policy 

refers to the government's use of spending and taxation to influence the economy, while monetary 

policy refers to the central bank's use of interest rates and the money supply to influence the 

economy. Mankiw notes that in open economies, these policies can have spillover effects on other 

countries and that coordination between countries may be necessary to avoid negative impacts. For 

example, if the US government increases spending, it may increase demand for foreign goods and 

services, which could lead to an increase in the trade deficit of other countries. 

Overall, Chapter 30 provides readers with an understanding of the basic concepts of open-economy 

macroeconomics, including the impact of international trade, exchange rates, and the balance of 

payments on a country's macroeconomic performance. Additionally, by discussing the impact of 

fiscal and monetary policy on open economies, Mankiw highlights the importance of international 

cooperation in managing the global economy 
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Chapter 32: 

The chapter begins by discussing the principle of comparative advantage, which suggests that 

countries should specialize in producing the goods and services they can produce most efficiently, 

and then trade with other countries for the goods and services they cannot produce as efficiently. 

This leads to gains from trade and increases overall economic welfare. Mankiw provides several 

examples to illustrate this principle, such as a comparison of the wine and cheese industries in France 

and the United States. 

Mankiw then explains how trade can benefit both developed and developing countries. For 

developed countries, trade can provide access to lower-cost goods and services, and can also provide 

new markets for their own exports. For developing countries, trade can provide opportunities for 

economic growth and poverty reduction by enabling them to specialize in producing and exporting 

goods that they have a comparative advantage in. 

However, Mankiw also acknowledges that international trade can have negative effects, particularly 

on workers who lose their jobs as a result of competition from imports. He explains that these 

negative effects can be addressed through policies such as trade adjustment assistance, which 

provides financial support and job training to workers who are negatively affected by trade. 

Mankiw then discusses several factors that can affect the pattern of international trade, such as 

differences in technology, factor endowments, and government policies. For example, countries with 

abundant labor may specialize in producing labor-intensive goods such as textiles and apparel, while 

countries with abundant capital may specialize in producing capital-intensive goods such as 

machinery and equipment. 

Finally, Mankiw addresses some of the controversies surrounding international trade, such as 

concerns about job losses and the impact of trade on the environment. He argues that while trade 

can have some negative effects, these are generally outweighed by the benefits of increased 

economic efficiency and growth. 

Chapter 32 provides readers with an understanding of the principles and impacts of international 

trade, as well as the factors that affect patterns of trade between countries. By emphasizing the 

benefits of trade for both developed and developing countries, and by acknowledging the potential 

negative effects on workers, Mankiw provides a balanced view of the complex issues surrounding 

international trade. 
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