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Thomas Coskeran has taught economics in business schools for over 20 years, most recently at the University of Durham. He has been an economic adviser to both HM Treasury and the UK’s National Health Service and has worked with business to apply economic ideas to tackling the effects of radon, a naturally occurring gas that can cause lung cancer.


He has four daughters, who constantly challenge his thinking on economics.




To Helen, Louise, Sarah and Siobhán, for keeping me off the straight and narrow.




Introduction


The defining economic event of recent times – the global financial crisis of 2008 – was good for economists. That might sound crass but the truth is it stimulated interest in the subject by showing how important economic concerns are to our lives. Get the economy wrong and things we take for granted start to fall apart. It’s a lesson that applies especially to those working in business, who, more than most, need to understand the subject; a sentiment with which, as you are reading this, you probably agree.


If that’s so, then this book aims to help you by:


•  showing how economics can be useful for you in business


•  explaining economic ideas you might not have had time to explore previously


•  stimulating an interest in economics that encourages you to further study.


In the book, I’ve stuck to presenting ideas sometimes called orthodox economics. There’s a healthy tradition in economics of alternative approaches that question this mainstream, but limitations on space mean I haven’t explored them. Instead, I have referred to enough controversies between economists on specific topics to help you realize that the economist’s universe isn’t always harmonious.


Of course, for many that is the subject’s attraction. A lack of clear-cut prescriptions on a topic might disappoint, but it also offers opportunities. It means, for example, that you, as a player in the economic game the book discusses, can ask yourself: does what economists say chime with my experience? If it does not, you have every right to comment critically.


The book’s structure follows that of the ‘In A Week’ series, which supposes you’ll read a chapter a day over the course of one week. This pattern is particularly useful for our purposes. Reflecting overnight on what you’ve read will give you the chance to think about (and question) ideas you’ve met in a chapter, a process that attempting the ‘fact-check’ questions at the end of each chapter will assist. You’ll also get more out of subsequent discussions, in which I’ve assumed that you, as the reader, have mastered previous subjects before continuing.


My opening comment above might suggest that economists are unrepentant about the global financial crisis. So let’s be clear: it was embarrassing. We didn’t identify the underlying problems until too late. But if this failure confirms anything, it’s that economics constantly requires new people to take it up. They’re the ones who question existing approaches in the subject and bring new insights to it based on their understandings and experiences.


My greatest hope for this book is that it motivates you to further study that brings you to a point where you provide insights that ensure we never experience another crisis like that of 2008. But even if you’re not that person, I do hope, once you’ve finished the book, that you’ll have learned things of value to you in your working life, that your understanding of economics and its ways has improved, and, above all, that you’ll have enjoyed reading it.


Thomas Coskeran
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Most people’s rough idea of economics is that it’s about money, or banks, or taxes, or bankrupt businesses and workers who have lost jobs and must find work elsewhere. Economists worry about these problems, so people’s rough ideas are roughly right. But to list topics that interest economists does not tell us why economics exists as a subject, what economists do, or how knowledge of economics is helpful. Today is about those questions.


In addressing them, we’ll consider two features of life that should match your own experience:


•  People’s wants are unlimited or infinite. They’re never satisfied with what they have, and always want more. I know that’s not you, but everybody else seems like that.


•  The world’s resources are limited such that people’s unlimited wants cannot all be satisfied. There is only so much to go round.


Human societies must therefore choose which wants to satisfy. That requires a system – the economy. Economists study how this system works to make the choices the combination of unlimited wants and limited resources require.


So that’s today’s agenda. Let’s get to it!





‘The ideas of economists and political philosophers, both when they are right and when they are wrong, are more powerful than is commonly understood. Indeed, the world is ruled by little else. Practical men, who believe themselves to be quite exempt from any intellectual influence, are usually the slaves of some defunct economist.’


John Maynard Keynes


Making choices


It’s Sunday. You could be working. After all, many people are: in supermarkets, restaurants and cinemas, in hospitals and fire stations. If only you hadn’t started reading this book. But that’s life – or so economists think. You can’t do everything you want. You must choose from possibilities at your disposal – even on a Sunday.


Choosing one option, though, means giving up alternatives. Today you could have watched a football match on TV or gone shopping. But you didn’t. You’re reading this book. That’s your best alternative. It must be. It’s what you’re doing. Your next best alternative – what you would be doing if you weren’t reading this book – is the opportunity cost of your choice.


What you pay in money when you buy something is usually called the cost. But economists are not that interested in this money cost. It only interests them because it identifies opportunity cost. If a business bought a new machine costing £60,000, we know the business could have bought many other things with that money. The best alternative among them is the opportunity cost of the machine. And that reminds economists why we have a subject called economics.




Work and leisure


An opportunity cost to which economists often refer relates to time. When we work, we give up leisure time, and vice versa. These are opportunity costs. We’ll keep coming back to this particular trade-off, as economists like to call it.





Why economics?


Economists think that every human being (including you and me) has unlimited or infinite wants. However much people have, they want more. The trouble is, the world’s resources are finite. There aren’t enough to satisfy those infinite wants. Instead, there’s scarcity: wants exceed available resources. This is the economic problem that implies choices must be made about:


•  what to produce


•  how to produce


•  who gets what


•  when they get it.


Economists study how these choices are made.


Opportunity cost reminds us of scarcity. It emphasizes that we gave up something to get what we have. If resources weren’t scarce, we could have it all and there would be no opportunity cost. But, as your parents probably told you many times, you cannot have everything. That’s the world economists inhabit – and everybody else, too.




Infinite wants


Infinite wants help create the economic problem. But they have a positive side. There’s always something to do. If wants are infinite, work must be infinite to satisfy them. If anybody tells you unemployment is inevitable, they’ve not heard about infinite wants.





Economics and business


If economists are honest with themselves, they can have a low reputation among businesspeople. Obviously, that’s not you or you would not be reading this book. But for many people, and not just those in in business, economists can seem over-concerned (even obsessed) with theories unrelated to the ‘real world’. Faced with fanciful theory or hard-headed pragmatism, there’s no contest for most people.


So let’s be clear. Economic theories, of which we will meet a few in this book, are not meant to describe reality. Everyone accepts that, even economists. But economists think that they help us understand reality. Good theories ignore real-world complexities and concentrate on what’s important about the world.


Take an example. Economists, like many people, think that, if a good becomes cheaper, more people buy it. But this is a simplifying theory. Businesses know that sales of a good depend on more than price: they are also about quality, availability, fashion and so on. The theory identifies just one important reason goods sell. It allows us, though, to predict what happens when prices change. And that’s useful.


This simple case shows how economists work. Economics is a ‘method of thinking’ (theories). In any situation, economists aim to apply the correct theory from the many they have available, so that they understand it better. And understanding the situation means that economists can both predict the future and suggest how to shape it for the better.


The business environment


This, you might think, is all very well, but how does it concern businesses? The reason is the business environment. Businesses, whether big or small, global or local, public or private, must consider what happens beyond their organization.


The acronym PESTLE reminds them of this environment.


P    the political environment: central and local government; the European Union (EU)


E    the economic environment: our concern!


S    the social environment: customs, fashion, attitudes


T    the technological environment: new techniques and ways of organizing production


L    the legal environment: the rules governments set to regulate businesses


E    the natural environment or ecology: resources such as oil, fisheries, clean air and rivers
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The business environment


The idea of the business environment shows that:


•  business activity is constrained


•  businesses can, though, campaign to change it


•  different elements might oppose one another and create conflicting pressures


•  managing these differing pressures, and anticipating them, is crucial for businesses.


Businesses sometimes conduct PESTLE analyses. These involve auditing all elements of the environment to discover how a business might adjust its future strategies to a changing environment.


The economic environment


This book concentrates on the economic environment but PESTLE reminds us that it’s only one part of the overall business environment. That’s a good lesson for economists. Understanding economics alone doesn’t guarantee business success. Running a business involves more. But successful businesspeople would accept – if only on condition of anonymity – that knowing some economics helps them. In short, you need economic knowledge in business but it isn’t enough on its own.




Positive and normative


Economists like to think that they use scientific methods and make statements about the economy based on data and suitable theories. For example, they might say: ‘Cutting the price of butter increases the quantity of butter demanded.’ This is a positive statement.


In contrast, normative statements reflect opinions. For example: ‘We should cut the price of butter.’ The statement is what somebody believes to be right.


Economists try to avoid normative statements in their work. But sometimes they cannot help themselves and make the normative seem positive. Beware of this tendency.





Economic systems


Societies need an economic system to address the economic problem and ensure they make best use of available resources when executing the choices scarcity requires. Economists try to understand the system, predict what happens in it, and suggest how to improve it.


Economists identify two main systems: the market economy and the planned or command economy. They are ideal types. Neither exists. Instead, they provide a framework for analysing actual economies.


In market economies, prices are central. At the risk of offending you, here’s a definition of price: the value, usually expressed in money, of a good or service. In market economies, prices denote scarcity. The higher the price, the scarcer the good. Prices are a barrier to people obtaining goods so only if people really want a good will they pay for it. As prices increase, fewer people want the good. That’s how prices allocate scarce resources.


We all have some idea how market economies work from our daily experience and could probably describe it. But economists want to go beyond that and understand what determines prices. We’ll examine how they do that tomorrow but for now just say it’s supply and demand – or market forces as they are sometimes called.




The market economy: some aliases


The market economy goes under different names depending on context. Karl Marx, a socialist, called it ‘capitalism’. Friedrich Hayek, a fan of markets, talked of the ‘free market’ and ‘free enterprise’. Others call it the price mechanism, which recognizes the importance of prices in how it works. And some get familiar and just call it ‘the market’.





Markets: an overview


Microeconomics is the part of economics that studies how individuals make decisions and how markets work. As such it is useful for businesses wishing to understand their environment and how their customers behave.


It teaches that in markets:


•  producers supply goods and services to make maximum profits (money from sales minus costs)


•  consumers (customers) demand goods and services to maximize ‘satisfaction’


•  producers organize factors of production (‘factors’, for short) to produce goods and services


•  factors are land, labour, capital and enterprise (or entrepreneur)


•  households own these factors.


Businesses – or firms, as economists sometimes call them – are important producers of goods and services in the economy. They aren’t, though, alone. Central and local governments, charities and non-profit organizations all produce for consumers.


As producers, businesses gather together (that’s the enterprise) raw materials (land) and machinery (capital) so that workers (labour) in the business can produce products, whether goods or services. These satisfy consumer wants, which, economists think, is the purpose of production.
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Each factor receives a reward:






	Reward

	 

	Factor






	Rent
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	Land






	Wages
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	Labour






	Interest
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	Capital






	Profit
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	Enterprise (the entrepreneur)







Society must choose how these rewards are divided among the four factors. As we will see on Tuesday, markets can do this.


Although businesses ‘consume’ when they buy raw materials, machinery and so on from other businesses, or when employing workers, economists usually think consumers are people like you and me who buy stuff. When we do this, economists think that we are out to get satisfaction or utility. It’s the feeling we get from consuming a good: the taste and smell of Prosecco! And we want to maximize this satisfaction just as producers want to maximize their profits.


Even though businesses and consumers try to maximize, they both do so subject to constraints. For businesses, it’s technology and the cost of the factors they use in production. For consumers, it’s their income and the prices they pay for the goods they consume. Both are limited in what they can do. Constraints remind individuals, whether producers or consumers, of scarcity and the need to make choices.


Money in markets


Putting these ideas together, it turns out that the market economy is a perpetual motion machine:


  1  Owners of factors of production receive their money rewards.


  2  They use the money, as consumers, to buy goods and services from businesses.


  3  Businesses use the money they acquire from selling to consumers to employ factors of production.


  4  Owners of facto– … but you see where this is going.


It’s called the circular flow of income. This diagram portrays it:
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Income flows in the market economy


The diagram also illustrates an important principle. Business spending – paying wages, say, to workers – is income for workers. And when consumers spend, that’s income for businesses. At all times, one person’s income is another’s spending.


Planned and mixed economies


In planned economies, governments decide what, how and when to produce, and who receives what. The Soviet Union ran this type of economy until it fell apart in the 1980s. But the planned economy survives. It’s alive and hearty whenever governments involve themselves in the economy. And in all countries, without exception, governments involve themselves in the economy – providing services such as health care, education and a police force.


In reality, all economies are mixed. They are partly market and partly planned, differing only in the share each takes. The spectrum below shows where some national economies lie between the ideal types economists identify. None is at one of the two extremes.


[image: image]


A spectrum of economies




Terminological exactitudes


This book uses the following terms interchangeably:


Businesses, producers, sellers, firms: those producing goods in the economy


Consumers, customers, household, buyers: those consuming or buying goods


Goods, products: these include services, such as banking and hairdressing, not just physical products


An industry: a collection of businesses producing similar goods





Governments


Governments might provide goods but they also determine the economy’s rules. Businesses, and others, must comply with laws governing economic behaviour. In some economies, international organizations lay down laws, too, as the EU does for member countries. It means that the economic and legal environments overlap.


Without rules, economies falter. Buyers and sellers must be confident that they won’t be cheated or that, if they are, they have somewhere to complain. So as well as making laws, governments provide prosecutors, courts and prisons to ensure that those laws are enforced.


As in sport, economies need a referee. Governments are the market’s referees. But the analogy isn’t perfect. Governments referee the economic game, but they also play in it when they produce and consume goods.


To summarize, the economic environment for businesses is neither pure market nor pure planned economy but a mixture of the two, regulated by a government. The rest of this book considers how it works.


Useful economic concepts


Economics gives businesses more than just an understanding of the economic environment. Economists have over the years developed ideas that business can use to improve performance. These ideas, used regularly throughout this book, are the margin, the cost–benefit principle, transaction costs and incentives.


The margin: what happens when things change


Suppose a car manufacturer increases output by one car and costs rise by £5,000. That’s the marginal cost of the car. Average cost is the total cost the business incurs divided by total output. If the business produced 10,000 cars and it cost £80 million to produce them, the average cost of a car is £8,000.


Economists think that the margin is more important than the average. If businesses focus on the margin, they can spot profitable opportunities they might otherwise miss.


For example, in the case above, were our car manufacturer offered £6,000 to produce an extra car, it would refuse the offer based on average cost. But ‘at the margin’, an extra car earns profit of £1,000. Life is never quite this simple, but the principle is.


The cost–benefit principle: making decisions by comparing costs and benefits


We used this idea in the previous example. At the margin, our car manufacturer decides to sell the car as the benefit from selling (£6,000) outweighs the cost of producing (£5,000).


An important tool that applies this principle is cost-benefit analysis. Governments use it to decide whether to pursue major projects such as new roads. In these cases they consider every cost and benefit, not just the monetary. For example, when building roads they estimate the number of accidents that will be avoided. See https://www.gov.uk/government/publications/the-green-book-appraisal-and-evaluation-in-central-governent, for more on how the UK government does this.




An inarticulate economist interviewed


Interviewer: Thanks for discussing economics with us. I’ll begin with an important question: Is economics a science?


Economist: No.


Interviewer: Is it a social science?


Economist: Yes.


Interviewer: Does that mean economists apply scientific principles to study human behaviour?


Economist: Yes.


Interviewer: So it’s like subjects such as sociology, anthropology, criminology and psychology?


Economist: Yes.


Interviewer: Why isn’t economics an -ology?


Economist: Dunno.


Interviewer: What about politics? That’s a social science but not an -ology.


Economist: Yes.


Interviewer: Well, thank you for your time and for clearing up the question of whether economics is a science.


Economist: No need to thank me. Just pay me, please. I’ve given up leisure time to speak to you so you must compensate me for my time spent on this interview. I value it at £33.58. Payment by cash, cheque or credit transfer is fine. I don’t accept credit or debit cards.





Transaction costs: the costs of trading


As an example, businesses wanting to build new factories or lease offices must spend time and money:


•  finding and assessing potential contractors or property companies


•  negotiating a price


•  drawing up contracts


•  ensuring that the seller does what’s agreed.


These are the transaction costs, which are all incurred before the business even pays the actual cost of the factory or lease. Economists often ignore these costs when analysing markets, but they are real, as any business knows. We will come back to them.


Incentives: economic signals that affect people’s behaviour


Prices are the main incentive in market economies. They tell us whether a good is relatively scarce or plentiful. If prices are high, we have an incentive to look after the good. And when prices change, consumers and producers respond.


Profits are another incentive. They cause businesses to produce. If they think producing a good is profitable, they will do so. Profits encourage new products and new methods of production.


Wages (the price of labour) are an incentive for workers. They pursue careers in jobs where wages are attractive. Low wages mean businesses can find it hard to retain workers.


Incentives also interest governments. Economists can advise on how prices and profits can be used as incentives to encourage people to do what governments want.




Price incentives: unleaded petrol


These days petrol sold in Europe is unleaded, but it wasn’t always so. At one time, petrol contained lead, some of which got into the atmosphere. As evidence emerged during the 1970s and 1980s that lead damaged children’s development, a campaign began to remove it from petrol.
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