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The Origins of Economics


Economics is concerned with the management of scarce resources – how to make the best use of the limited raw materials that we have. The word “economics” originates from the Greek word oikonomia, which means “to manage your household”.
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The term was used by the Greek philosopher Xenophon (431–360 BC), who wrote about how landlords could more effectively manage their estates. Among other things, he mentioned division of labour and specialization of workers (workers given specific tasks which they concentrated on). The early Greek and Roman states also developed the concept of private property – an essential ingredient of capitalism.


There was no discipline of economics as we understand it until many centuries later, and it was often left to philosophers to consider “economic issues”. For example, the Greek philosopher Plato’s Republic was a manifesto for a just society, in which he envisaged “philosopher kings” seeking to maximize the welfare of a country. Plato (d. 348/347 BC) didn’t seem to believe in leaving it to the free market.


The earliest coins appeared around the seventh century BC, which helped societies progress from a barter economy (for example, swapping seven hens for a sword) to more sophisticated economic systems in which individuals could specialize in certain jobs and be paid in a common currency.
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Aristotle (428–348 BC), another Greek philosopher and polymath, wrote about money as a medium of exchange and a way of providing relative value. Aristotle also mentioned a harmonious mean – a fair price agreed by buyer and seller, which is an early formulation of the law of supply and demand (see Supply and Demand).
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A statue of Greek philosopher Plato.









Mercantilism


In broad terms, mercantilism promoted the idea that nation states should seek to accumulate raw materials and precious metals (especially silver and gold). It also advocated government intervention in key areas of the economy, which included:




• Tariffs on imports to protect domestic industries and prevent money leaving the economy.


• The setting of rules and regulations and the subsidizing of key export industries.
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A stamp featuring a portrait of Sir Francis Drake.








The aim of the economy was considered to be amassing more gold. Imports were therefore discouraged, because the economy lost gold in exchange for foreign luxuries, like French silk.


Under finance minister Jean-Baptiste Colbert (1619–83), France pursued a mercantilist policy, which was driven by a rivalry with the Netherlands, which, at the time, was the more successful trading nation.


STATE PIRACY


During the 16th century, monarchs often allowed and even encouraged a state-sponsored form of piracy, with men such as Sir Francis Drake attacking Spanish ships to plunder their gold (which had itself been plundered from the Aztecs). This was mercantilism in action!
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A country such as Great Britain hoped to become richer by exporting goods to France and receiving gold in payment.







Thomas Mun (1571-1641) was an English merchant whose England’s Treasure by Forraign Trade (1621) was an influential manifesto for mercantilism. In simple terms, he encouraged more exports and fewer imports, arguing, among other things, that:


“Imported goods that can be produced domestically should be banned.”


Luxurious imported goods should be reduced by making Englishmen have a taste for English goods.
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A ZERO-SUM GAME


Mercantilism saw the economy as a zero-sum game – in other words, one man’s loss is another man’s gain; one man’s gain is another man’s loss. It is a zero-sum game because resources are finite, and the implication is that if you want to be richer, you should try to take wealth from other countries or people.


This economic thinking had profound implications for the political outlook of European nations. Mercantilism is often associated with colonialism, with European countries such as France and Great Britain increasing their wealth by monopolizing the natural resources of their colonies.


THE RETURN OF MERCANTILISM


Although it is widely considered an outdated economic theory, aspects of mercantilism have regained popularity in recent years. This has taken the form of criticism of free trade (embodied by the North American Free Trade Agreement, or NAFTA, and the trade agreements of the European Union) and the idea that the state can play a significant role in promoting business and economic development.
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To increase their share of wealth, a country has to take from other countries. In this case, Great Britain takes 2 units of gold from France to achieve 35 units and France falls to 31.









Classical Economics
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Classical economics centres on the belief that free markets and free trade increase efficiency and prosperity. In the 18th and 19th centuries, economies were transformed by the Industrial Revolution, which brought rapid economic growth and social change. This economic change also saw the emergence of a coherent theory of classical “free-market” economics, articulated by economists such as the Britons Adam Smith (1723–90) and David Ricardo (1772–1823) and the Frenchman Jean-Baptiste Say (1767–1832).


This was in contrast to previous mercantilist theories, because it implied that countries could increase their wealth without the accumulation of gold (plundered from other countries). Classical economists believed that free trade benefits everyone, and therefore that we don’t trade in a zero-sum world – in other words, if one country gains, it doesn’t mean that another country has to lose out.
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Trade is not a zero-sum game – there is room for both countries to benefit.
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This economic theory also has implications for politics – rather than seeing other countries as rivals, it is possible to have mutually beneficial relationships that enrich all parties.


Classical economists also argued against excessive government regulation. They believed that flexible prices would enable markets to reach equilibrium [where supply = demand] and an efficient allocation of resources.


Classical economics was the dominant ideological structure of economics through much of the 19th century, until the Great Depression of the 1930s and the emergence of Keynesian economics. It also shares similarities with later neo-classical economics, which also stresses the importance of free markets.






Adam Smith and The Wealth of Nations



Published in the same year as the US Declaration of Independence (1776), The Wealth of Nations was suitably revolutionary in formalizing many economic ideas to help explain the new world of trade, commerce and industry.
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British philosopher Adam Smith.





The British philosopher Adam Smith (1723–90) was a leading critic of mercantilism, arguing that free trade would increase economic welfare. Smith helped to formalize ideas such as the free market and the “invisible hand” – Smith coined the latter phrase to explain how the pursuit of selfish interests would cause markets to adjust and provide for the common good.
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The invisible hand = self-interest + competitive market place. In this case, the high profit made by one firm encourages a new firm to enter the market, selling at a lower price. If markets are competitive, then the invisible hand helps to prevent firms making excess profits.







“... he intends only his own gain, and he is in this, as in many other cases, led by an invisible hand to promote an end which was no part of his intention... Pursuing his own interest he frequently promotes that of the society more effectually than when he really intends to promote it.” Adam Smith, The Wealth of Nations





Adam Smith also developed theories of specialization and division of labour, which were very important in the Industrial Revolution. Less well known is the fact that Adam Smith was nonetheless wary of capitalists, especially those who had monopoly power. But Smith wasn’t a libertarian – he believed there was a role for the government in providing public goods, the protection of private property and the regulation of monopoly.


The Wealth of Nations was important in helping to formalize the discipline of economics and providing the cornerstone of a classical economics broadly supportive of free markets. It is still referred to – and still a source of debate – even 250 years later.
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A statue of philosopher Adam Smith, outside St Giles Cathedral in Edinburgh.







HOW DOES ACTING IN YOUR OWN SELF-INTEREST LEAD TO THE COMMON GOOD?


 


▸ Companies want to make profits.


▸ Companies produce goods that people want.


▸ High profits attract new companies to produce cheaper goods.


▸ Consumers benefit from lower prices.


▸ Buying the goods you want provides employment for other people.









Marxism


Marxism turned classical economics on its head. Rather than advocate private ownership and leave things to the free market, under Marxism the state would abolish private property and keep the means of production (e.g. factories) under common ownership. According to Marxism, this would enable a fair distribution of a nation’s wealth. Marxism developed out of the Industrial Revolution, which saw a dramatic growth in inequality, with owners of capital gaining wealth, but workers remaining on low pay in very difficult conditions.
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German philosopher Karl Marx.





Karl Marx (1818–83), a German-born philosopher who spent much of his life in London, argued that the inequality of capitalism would inevitably cause the oppressed workers (the so-called proletariat) to revolt and, after subsequent repetitions of this process, create a classless communist society based on equality and shared ownership.


Marx’s predictions proved ill-founded. The most advanced capitalist societies began to regulate capitalism, improving working conditions and increasing the real wages (wages adjusted for inflation) of workers. Rather than seek a communist revolution, workers were more likely to aspire to better-paid jobs and the hope of joining the growing middle class. Countries that did experience revolution found themselves in the hands of corrupt or over-powerful governments.
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Under Marxism, the state owns the means of production and decides what to produce. The state then decides how to distribute goods to the population.
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The Marxist ideal of shared wealth, while ideologically seductive, proved difficult to translate into practice.





In economic terms, the problem with Marx’s utopian ideal was that equal pay and the absence of incentives meant that communist economies tended to become stagnant and inefficient, leading to shortages and surpluses. In communist economies production was centrally managed. If there was a shortage of goods (like bread), firms were not free to increase price and shift production from, for example, guns to bread. The shortage of bread continued until bureaucratic decisions were changed.


However, Marxist thought was the inspiration behind the Russian Revolution, and socialist critiques of the worst excesses of capitalism remained a potent ideological force throughout the 20th century. The fall of the Berlin Wall in 1989 seemed to suggest the irrevocable defeat of Marx’s vision, though his questioning of the fairness of capitalism remains pertinent.






Keynesian Revolution
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The essential idea of the British economist John Maynard Keynes (1883–1946) was that government intervention can prevent the worst excesses of the economic cycle (the natural fluctuation between expansion growth and recession – boom and bust) and provide relief from mass unemployment. (See Economic Cycle.)


Until the 1930s, classical free-market economics was the prevailing orthodoxy in most Western economies. However, the Great Depression, which originated in the United States and had a global impact, provided a clear challenge to the faith in unregulated free markets. Classical economics suggested that markets would clear and any disequilibrium (unemployment) would be short-lived. But the mass unemployment of the Great Depression made this theory look impractical or, at worst, counterproductive.


Keynes argued that markets didn’t always clear. Wages in particular can be sticky downwards (workers resist nominal wage cuts), causing unemployment. Also, in a recession people become pessimistic about the future, spending less and saving more (see Paradox of Thrift). Therefore, in a recession an economy can suffer from insufficient demand and this cycle of depressed demand can be hard to break.
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The Great Depression led to a prolonged fall in economic output. The aim of Keynesian intervention is to avoid this and achieve a quick economic recovery.







“Economists set themselves too easy, too useless a task, if in tempestuous seasons they can only tell us, that when the storm is long past, the ocean is flat again.” J.M. Keynes, A Tract on Monetary Reform





“IN THE LONG RUN WE ARE ALL DEAD”


Faced with mass unemployment, classical economists maintained that markets would clear in the long run. But, Keynes asked, why wait for the long run when we will be dead by the time the markets clear? Keynes wanted action now, not hope in a few years that things would be better. Keynes believed the government could speed up recovery by borrowing from the private sector (which had surplus savings) and investing in the economy. He argued that this injection into the economy could break the cycle of depression, deflation and high unemployment.


The General Theory of Employment, Interest and Money (1936) was revolutionary, creating a whole new branch of economics that examined how governments could influence the economic cycle. But it was also controversial, because it overturned many economic orthodoxies, such as balanced budgets (no borrowing) and limited government intervention.


NEO-KEYNESIANISM


After the Second World War, Keynes’s ideas were popularized by the American economist Paul Samuelson, whose 1948 textbook Economics attempted to explain Keynesian ideas using more orthodox methods. In fact, it so simplified Keynesianism that in 1962 the British economist Joan Robinson criticized this orthodox-Keynesian synthesis as “Bastard Keynesianism”. Nonetheless, Keynesianism – or what became known as neo-Keynesianism – was influential in the post-war Western world, at least until the stagflation of the 1970s, when it was challenged by a revival of more classical ideas. The 1970s was a difficult time for Keynesian theory because standard Keynesian policies of fiscal policy struggled to deal with both higher unemployment and higher inflation.






Monetarism
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Monetarism stresses the importance of regulating inflation by controlling the money supply. It was developed by the American economist Milton Friedman (1912–2006) and challenged many tenets of Keynesianism.


The basic theory of monetarism is that if the money supply increases faster than national output, the result will be inflation. Monetarists advocate monetary policy to control the growth of the money supply and keep inflation under check. In explaining the Great Depression, monetarists argued that deflation and prolonged unemployment were caused by the failure of a central bank to sufficiently support the money supply during a major recession (see Independent Central Banks).


Monetarism was a rather obscure branch of economics until the stagflation of the 1970s. But the combination of recession and inflation seemed to break the post-war Keynesian consensus and allowed the new radical ideas of monetarism to be tried in the US and the UK. As well as controlling inflation, monetarism has become associated with free-market economics and the belief in supply-side economics, which stress deregulation of the economy and less government intervention.




“Inflation is always and everywhere a monetary phenomenon.” Milton Friedman, Inflation Causes and Consequences
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Initially, the Money Supply is 1 million and inflation is 0 per cent. If the Money Supply is doubled to 2 million notes, there will be inflation of 100 per cent.





In 1979, US Federal Reserve Chairman Paul Volcker pursued a form of monetarism, seeking to control inflation by limiting the growth of the money supply according to Friedman’s rule. Under Volcker, interest rates were increased to an astonishing 20 per cent in 1981. Volcker was successful in reducing inflation (caused by the legacy of 1970s cost-push inflation), which peaked at 14 per cent in 1980, but fell to 3 per cent in 1983. However, although inflation was reduced, it was at the high cost of a double-dip recession and unemployment rising to 10 per cent.
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Supporters of monetarism believe that this was a necessary consequence of bringing inflation under control. Critics of monetarism argue that the link between the money supply and inflation is weaker than Friedman claimed, and that the deflationary policies were unnecessarily harsh. Today, most central banks target inflation directly, rather than indirectly through the money supply. Nonetheless, Friedman’s work has made a major contribution to the operation of monetary policy (see Monetary Policy).
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Milton Friedman. Nobel Prize winning economist and leading Monetarist.









Mixed Economies


For much of the 20th century, economics has been framed as a debate between free-market economics and socialism (or social democracy). In practice, economics is usually something of a pragmatic fudge. Even economies considered to be capitalist are in practice mixed economies – a combination of government intervention and free markets.


MIXED ECONOMIES – THE BEST OF BOTH WORLDS


Private goods are left to the private sector and the invisible hand helps to promote the goods people want. Public goods such as healthcare and education are usually provided in some measure by the government because the profit motive isn’t as effective here.


SYNTHESIS OF IDEOLOGIES


In economic circles, the distinctions between different theories like Keynesianism and monetarism are not always clear-cut (especially since the 2008 financial crisis – see Credit Crunch). Theories are constantly evolving, reacting to new events and incorporating new ideas. And although economists may fall into camps such as Keynesian or monetarist, they will be open to adopting elements of different schools of thought. Furthermore, some economists believe these traditional economic distinctions don’t address the real economic issues, but we should consider issues like the environment, quality of life and development economics.
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In a mixed economy we try to combine the best of free markets and government intervention. Sometimes it is best to leave decisions to individuals, but sometimes government can improve economic welfare.





Recent years have seen a growth in new economic ideas such as:
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BEHAVIOURAL ECONOMICS looks at economics through complex mechanisms of human psychology. Sometimes as individuals we are risk averse, for example, taking out holiday or life insurance. Other times we like to gamble, playing the lottery or placing bets. Behavioural economics looks at the contradictions and paradoxes in human nature.
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ENVIRONMENTAL ECONOMICS is concerned with the use of natural resources and how economic activity impacts the environment. It is also concerned with policies and incentives that can try to harmonize economic activity with environmental issues. For example, carbon tax to reduce the impact of global warming. Environmental economics often prioritize environmental sustainability above GDP.
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HAPPINESS ECONOMICS considers factors that affect happiness and quality of life. With an understanding of what causes happiness, economists can make suggestions for how economic policy can improve the quality of life. Happiness economics expands the scope of economics from maximizing monetary values to considering issues, such as civil liberties, health and leisure. Happiness economics often prioritizes welfare above GDP.
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DEVELOPMENT ECONOMICS. This is concerned with improving living standards and welfare in low-income countries. It aims to reduce global economic inequality. Development economics investigates policies for economic growth, structural change and long-term development. It includes a wider range of political and social policies than traditional economics.









Economics – Science or Art?


Economists collect data, create models, develop theories, suggest policies and even make predictions, but is the subject of economics a science or art? Some aspects of economics, like mathematical models, are a form of scientific analysis, but the use of economic data tends to be very much an art – Just look at how the same economic data can be presented in so many different ways.


Economics combines both positive science (data), with normative science (data presented in a certain way) and judgements on policy. For example, looking at data on net migration levels, the economist can suggest why these levels occurred, and use models and theories to predict the impact on wages and economic growth. Using the same data, some economists may emphasize how immigration boosts GDP, while other economists may emphasize how it can depress wages for low-skilled workers.


Economists start with science and data, but the conclusions they reach can be highly subjective because there are many possible variables and how they are interpreted can depend on the preferences of the economist.
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“An economist is an expert who will know tomorrow why the things he predicted yesterday didn´t happen today.” Laurence J. Peter
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Government debt increased $1bn. We could view this as good news for the economy (more borrowing enables more investment and higher growth) or we could view this as bad news for the economy (more debt for future generations).





THE LIMITS OF ECONOMICS


It is very hard to predict economic variables, especially far into the future. One aspect of economics is that you can end up with different interpretations of the same data. Higher debt may be seen by one economist as a good thing, but by another economist as not so good! This uncertainty of outcomes is a common refrain in economics. It can be frustrating for those who like mathematical certainty, but this is the real economic world – full of unpredictable events and the irrational behaviour of individuals.
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Supply and demand


Even non-economists cannot escape the ubiquity of supply and demand. If you try to buy even a small flat in an exclusive district of Manhattan or London, you won’t get much change from a million dollars or pounds. Why is it so expensive? It is the operation of supply and demand.




♦ Demand shows the price people are willing to pay for a good. As price rises, demand usually falls.


♦ Supply is the quantity of goods firms are willing to offer on the market. As price rises, firms typically want to sell more because it is more profitable.





WHY HOUSING CAN BE SO EXPENSIVE


Essentially, demand for housing is very high in Manhattan and London because there are many highly paid jobs in those cities. But the supply of housing is very limited because it is difficult to find the space to build new houses. So there are a lot of highly paid workers competing for a limited quantity of housing. The relative shortage of supply means that as demand rises, prices increase.
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In Manhattan the price of a flat can reach $1 million. This is due to very limited supply, but high demand. The Midwest, by contrast, has less demand, more supply and therefore cheaper prices.





In the US Midwest during the 19th century, settlers had the freedom to build their own house on vast tracts of land. The value of a house was about equal to the cost of the building materials. There was no shortage – supply of housing could easily increase with demand. But modern New York and London are very different.




[image: Illustration]


As demand for housing rises in highly populated areas, prices increase. In areas with more land available, there is no shortage of housing and this keeps prices down.







CHARGING A HIGH PRICE IF YOU CAN


In the 1800s, the French Emperor Napoleon approached a hotel on the slopes of Col du Pin Bouchain. Napoleon was shocked at the price of eggs, and so he asked the owner of the hotel:


“Are eggs so rare in this region that they justify such a bill?” The owner of the hotel replied, “It’s not the eggs that are rare, it’s emperors.”
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The hotel owner was aware that the Emperor had the capacity to pay a high price, and he had control over the sale of eggs in that area (see Monopoly). He also had a lot of guts to ask Napoleon to pay a very high price!









The invisible hand
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As we have seen, Adam Smith’s concept of the invisible hand suggests that individual agents acting in their own self-interest will cause equilibrium in markets. How does this happen? There is no one who sits down and sets the global price of cappuccinos, so what determines the average market price?


Suppose you open a coffee shop and start selling very good coffee for $1. You are likely to enjoy a full café, with queues of people waiting to get a seat and buy a coffee. There will be a shortage of seats – and demand will be greater than supply. As the café owner, these queues of customers will give you an incentive to increase the price. Even with a higher price, you will still fill the café, but now you will get more revenue. You should increase the price until equilibrium is reached and there are no more queues of people – until the higher price reduces some of the demand. But if you set up a coffee shop and try to charge $10 (even for very good coffee), you would get very few customers and be left with lots of unsold coffee. In this case, the answer is to reduce the price and attract more customers.
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When the price is $1.20, the demand for coffee is greater than supply –this leads to queues in coffee shops. Firms will respond by raising prices. Prices will rise to $2.00, where supply = demand.
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INCENTIVES AND THE INVISIBLE HAND


The invisible hand can also help to distribute resources to where demand is greatest.


Suppose a company starts selling a new product like organic kale. If it becomes a fashionable food item, the company can charge a high price and make a high profit. However, if the company makes a high profit, it acts as an incentive for other companies to enter the market and produce and sell organic kale. Eventually, supply will increase and reduce the price.




“The reason that the invisible hand often seems invisible is that it is often not there.” Joseph E. Stiglitz, Making Globalization Work





THE INVISIBLE HAND IS SOMETIMES NOT THERE


Adam Smith’s concept of the “invisible hand” may have endured, but that doesn’t mean that it is always in operation.


For example, if a company has very strong brand loyalty, it may be able to keep increasing the price of its goods because the goods produced by rivals are not considered by consumers to be acceptable substitutes. So the latest-model iPhone sells for hundreds of dollars, enabling Apple to make a very large profit margin.


The price of a newly released iPhone reflects the brand loyalty that some consumers feel toward Apple. In this case, there is no invisible hand pushing down the price.






[image: Illustration]



[image: Illustration]


Sometimes you hear of concert tickets going for very high prices on secondary (or underground) markets. In 2016 a ticket for an Adele concert in London sold for £24,840 – 299 times the original price of £83. This can also be explained by supply and demand.


Most fans who buy a ticket are not interested in reselling it for profit, and just want to see the concert. Therefore, very few people are willing to sell tickets on the secondary market, and the supply of these “extra” tickets will be very limited. However, because thousands of people want to see the concert, there are likely to be some very rich people both willing and able to pay astronomical prices. The irony is that because ticket touting is illegal, it can increase prices on the underground market. The fewer people who take the risk to sell, the more limited supply is, and the higher the price will be.
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PARADOX OF THE WAR ON DRUGS


It is the same with illegal drugs. By targeting production and destroying illegal drugs where they are grown, supply is reduced and prices may be pushed up. In other words, the harder governments work to limit supply, the relatively more profitable (and therefore tempting) it is to become a drug dealer.


The paradox is that it seems to be a good idea to destroy drug supplies. One argument put forward for legalizing drugs is that it would put many criminals out of business because drug-dealing would no longer be profitable on the underground market (though of course there are many other issues at stake).
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Supply falls after a government destroys illegal supplies. But, this makes the price of drugs more expensive and ironically more profitable to criminal gangs.









Utility Maximization


Economic theory assumes that individuals seek to maximize their personal utility – that is, their satisfaction and happiness. In simple terms, you buy the goods that you want or need the most.


MARGINAL SATISFACTION


An important concept is that we make decisions at the margin. Or put another way – does the second piece of cake make you happy?


One piece of cake may give you a lot of satisfaction (have a high marginal utility), and you may be willing to pay $5 for a single piece. But just because you like cake, it doesn’t mean you will gain as much satisfaction from a second piece on the same visit to the café. The marginal utility of a second piece of cake is much less than that of the first. If a second piece of cake costs $5, but you think it will give you only $1 of utility, you’re likely to leave it for another, hungrier day.


In theory, consumers will evaluate the marginal utility of (the satisfaction they think they will derive from) each unit of consumption. If the utility is equal to or greater than cost of that unit – then they will buy.




UTILITARIANISM


 


The philosophy that we should seek to maximize the happiness of the greatest number of people





[image: Illustration]




[image: Illustration]


The marginal utility of a second or third piece of cake is much less than that of the first.





BUDGET CONSTRAINTS AND UTILITY


We could make a link between utility maximization and our evolutionary development. When a caveman made a decision to go hunting, he was evaluating whether this was the best use of his time and energy. A successful hunter could then barter some of his meat for a better axe. This bartering was a way to maximize his utility. If he made irrational decisions, such as not keeping a safe place to live, it could be the difference between survival or death.


Fortunately, in an era of relative abundance, our utility maximization is rarely about survival, but about maximizing our happiness given the variety of choices.






paradox of value
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The prices of goods don’t always reflect their usefulness to society. Water is essential, but cheap. Diamonds are mere ornaments, but command a very high price. So why are we willing to pay a high price for diamonds but only a low price for water?


One reason is that we buy very few diamonds in our lifetime. The marginal utility of one diamond ring in a lifetime is very high. We are willing to pay a lot for an engagement ring. But, once we have bought our partner one diamond ring, we will (hopefully) never buy another!


Of course, some people may like buying diamonds every year, but for many it is a once-in-a-lifetime purchase. But many people buy water every day. The marginal utility of water doesn’t diminish as we get older, because we still need it just as much as we did the first time we bought it. Over our lifetimes, we probably end up spending more in total on water than we do on diamonds, even though the actual unit price is very different.
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A diamond costs $1,000, but we may only buy one in a lifetime. Our total expenditure will be $1,000. Water is much cheaper at $1 a bottle, but if we drink 300,000 bottles in a lifetime, our total expenditure will be £300,000.






VALUE AND SCARCITY


The value of a product is also related to its scarcity. Diamond production has been controlled by a few large producers – restricting supply means that prices can be kept high. It is much harder to stop people from entering the market for water supply if the profits are high.




“MY KINGDOM FOR A BOTTLE OF WATER”


With apologies to Shakespeare, suppose you were in a desert, very thirsty and miles from anywhere. Would you spend your last dollar on a diamond or a bottle of water? You would buy the water of course. In this scenario, the marginal utility of water is clearly greater than that of a diamond. All the diamonds in the world would suddenly lose any appeal if you were dying from thirst. If there was only one bottle of water for sale, you may be willing to spend your entire wealth on it to stay alive.
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