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  Introduction to the 2013 edition




 I am not sure I believe in introductions. Please, don’t let me delay

you in flipping over this page and reading the book itself. But if

you prefer to linger for a moment, here are three thoughts about

the experience of writing a book that tries to make economics fun.




  

The first is that you never know if you might have a book

inside you. Over a decade ago, David Bodanis’s wonderful book,

E=MC2, was a deservedly popular account of the ideas and stories

behind the world’s most famous equation. I was lucky enough to

meet David around that time, and we became friends. One day I

told him wistfully that I wished I could write a book like his about

economics. David smiled at me like I was some kind of idiot. It

was about then I realised that, of course, nobody has to give you

permission to write a book. There isn’t an exam to pass. You just

have to get on and write – and if your first draft is anywhere near

as bad as mine, re-write. When I finished that bad first draft, I had

no publisher and no particular reason to expect that I would find

one. But I had no regrets, even then: I loved writing the book.




  

A second thought is about the importance of curiosity in economics.

The Undercover Economist is book is about curiosity, about

asking questions of the world around us, and perhaps finding

some answers too. And I realise in retrospect that it uses the classic

methods of the world’s most famous detective, Sherlock

Holmes: the methods of observation and deduction. The undercover

economist looks closely at the world, thinks hard about

what must be going on, and reaches his conclusions. And because

he does so without access to expensive laboratories or secret,

impenetrable data, his curiosity is one that we can all share. All

this was an accident; I stumbled upon a way of writing about economics

that turns out to appeal to readers.




  

But increasingly, I’ve come to realise that this curiosity – this

‘observation and deduction’ – is a vital component of where economics

should be going. Good economics has to be curious about

the world around us. Bad economics is incurious and gazes at its

own navel. And there has been too much bad economics in the

past few years.




  

Consider the recent financial crisis. Economics was certainly at

fault, but for me the fault was not an obsession with efficient markets,

or a lack of psychological realism. It was this simple, basic,

point: there was a lack of curiosity about something which turned

out to be important.




  

As I explain in the revised chapter six of this book, we’d be in

a much better state if only people had taken the idea of efficient

financial markets a bit more seriously. The efficient markets

hypothesis tells us to be very suspicious of something that looks

too good to be true.




  

Nor would the crisis have been prevented if economists had

paid more attention to psychological factors, as the burgeoning

field of behavioural economics does. I’m a fan of behavioural economics

and often write about what’s going on in that field, but if

you read what behavioural economists were writing just before

the crisis broke, you won’t find many warning flags. Behavioural

economics is important and it will loom large in the future of our

subject – but it is not the key to understanding the crisis.

Compare the boom in credit derivatives with the internet bubble:

there is really nothing about human psychology we learned from

the derivatives boom that we hadn’t already learned from the

heady years of the dot-com craze. The difference is that one

bubble had surprisingly little effect on the economy, while the

other caused the greatest economic crisis since the 1930s. There

is more to this puzzle than psychology.




  

So we return to this point about curiosity: fascinating things

were going on in credit markets but most economists, and I

include myself, brushed over the details without taking a close

look, assuming that they were irrelevant. Instead, you could read

armchair theories about how credit derivatives markets could be

expected to work, in principle. In the future we need to do better,

and treating economic problems as real-world murder mysteries

is not such a bad approach.




  

My third thought is that this remains a wonderful time to be

thinking about economics. It’s true that it often seems to let us

down, but that is the nature of the challenge: there are few systems

that we can study that are as complex and multifaceted as the

astonishing economy that has been the cause and consequence of

human civilisation. No wonder we do not always get it right.




  

As John Maynard Keynes wrote in his obituary of his teacher

Alfred Marshall, an economist must be ‘mathematician, historian,

statesman, philosopher – in some degree. He must understand

symbols and speak in words. He must contemplate the particular,

in terms of the general, and touch abstract and concrete in the same

flight of thought. He must study the present in the light of the past

for the purposes of the future. No part of man’s nature or his institutions

must be entirely outside his regard. He must be purposeful

and disinterested in a simultaneous mood, as aloof and incorruptible

as an artist, yet sometimes as near to earth as a politician.’




  

For any economist – a he or a she – these are impossible standards

to achieve. That is why economics is such a brilliant

challenge, and such enormous fun.




  

Tim Harford, Oxford, April 2013





  Introduction


  I would like to thank you for buying this book, but if you’re anything like me you haven’t bought it at all. Instead, you’ve carried it into the bookshop café and even now are sipping a cappuccino in comfort while you decide whether it’s worth your money.


  This is a book about how economists view the world. In fact, there might be an economist sitting near you right now. You might not spot her – a normal person looking at an economist wouldn’t notice anything remarkable. But normal people look remarkable in the eyes of economists. What is the economist seeing? What could he tell you, if you cared to ask? And why should you care?


  You may think you’re enjoying a frothy cappuccino, but the economist sees you – and the cappuccino – as players in an intricate game of signals and negotiations, contests of strength and battles of wits. The game is for high stakes: some of the people who worked to get that coffee in front of you made a lot of money, some of them made very little and some of them are after the money in your pocket right now. The economist can tell you who will get what, how and why. My hope is that by the time you finish this book, you’ll be able to see the same things. But please buy it first, before the shop’s manager throws you out.


  Your coffee is intriguing to the economist for another reason: he doesn’t know how to make a cappuccino, and he knows that nobody else does either. Who, after all, could boast of being able to grow, pick, roast and blend coffee, raise and milk cows, roll steel and mould plastics and assemble them into an espresso machine and, finally, shape ceramics into a cute mug? Your cappuccino reflects the outcome of a system of staggering complexity. There isn’t a single person in the world who could produce what it takes to make a cappuccino.


  The economist knows that the cappuccino is the product of an incredible team effort. Not only that, there is nobody in charge of the team. Economist Paul Seabright reminds us of the pleas of the Soviet official trying to comprehend the Western system: ‘Tell me … who is in charge of the supply of bread to the population of London?’ The question is comical, but the answer – nobody – is dizzying.


  When the economist drags his attention away from your coffee and looks around the bookshop, the organisational challenges are even greater. The complexity of the system that made the shop possible defies easy description: think of the accumulated centuries of design and development, from the paper upon which the books are printed to the spotlights that illuminate the shelves to the software that keeps track of the stock, not to mention the everyday miracles of organisation through which the books are printed, bound, stored, delivered, stacked and sold.


  The system works remarkably well. When you bought this book – you have bought this book by now, haven’t you? – you probably did so without having to give instructions to the bookshop to order it for you. Perhaps you did not even know when you left your home this morning that you were going to buy it. Yet by some magic, dozens of people took the actions necessary to fulfil your unpredictable desires: me, my editors, marketers, proofreaders, printers, paper manufacturers, ink suppliers and many others. The economist can explain how such a system works, how companies will try to exploit it and what you as a customer can do to fight back.


  Now the Undercover Economist is gazing out of the window at the traffic jam outside. To some people, the jam is merely an irritating fact of life. To the economist, there is a story to tell about the contrast between the chaos of the traffic and the smooth running of the bookshop. We can learn something from the bookshop that will help us avoid traffic jams.


  While economists are constantly thinking about the things going on around them, they are not limited to discussing local matters. If you cared to engage one in conversation you might talk about the difference between bookshops in the developed world and libraries in Cameroon, which have eager readers but no books. You might point out that the gap between the world’s rich countries and the world’s poor countries is huge and appalling. The economist would share your sense of injustice – but he could also tell you why rich countries are rich and poor countries are poor, and what might be done about it.


  Perhaps the Undercover Economist seems like a know-it-all, but he reflects the broad ambition of economics to understand people: as individuals, as partners, as competitors and as members of the vast social organisations we call ‘economies’.


  This breadth of interest is reflected in the eclectic tastes of the Nobel Prize committee. Since 1990, the Nobel Prize in Economics has only occasionally been awarded for advances in the obviously ‘economic’ things, such as the theory of exchange rates or business cycles. More often, it has been awarded for insights less obviously connected with what you might have thought was economics: human development, psychology, history, voting, law and even esoteric discoveries such as why you can’t buy a decent second-hand car.


  My aim in this book is to help you see the world like an economist. I will tell you nothing about exchange rates or business cycles, but I will unlock the mystery of second-hand cars. We’ll look at the big issues, such as how China is lifting a million people a month out of poverty, and the little ones, such as how to avoid paying too much money in the supermarket. It’s detective work all the way, but I’ll teach you how to use the investigative tools of the economist. I hope that by the end of the book, you’ll be a more savvy consumer – and a more savvy voter too, able to see the truth behind the stories that politicians try to sell you. Everyday life is full of puzzles that many people do not even realise are puzzles, so above all, I hope that you will be able to see the fun behind these everyday secrets. So let’s start on familiar territory by asking, who pays for your coffee?



  1




  Who Pays for Your Coffee?




  The long commute on public transport is a commonplace experience of life in major cities around the world, whether you live in New York, Tokyo, Antwerp or Prague. Commuting dispiritingly combines the universal and the particular. The particular, because each commuter is a rat in his own unique maze: timing the run from the shower to the station turnstiles; learning the timetables and the correct end of the platform to speed up the transfer between different trains; trading off the disadvantages of standing room only on the first train home against a seat on the last one. Yet commutes also produce common patterns – bottlenecks and rush hours – that are exploited by entrepreneurs the world over.




  Like all London stations at rush hour, Waterloo is packed full of sleep-deprived, tetchy travellers. There are seventy-four million of them a year, half of them with their heads in the air trying to find a departure board, the other thirty-seven million staring fixedly straight ahead as they push their way out.




  This second group – which includes me – is made up of people who are not easily turned aside from their paths. They want to get out of the noise and bustle, around the gormless, shuffling tourists, and to their desks just slightly before their bosses. They do not welcome detours. But there is a place of peace and bounty which can tempt them to tarry for a couple of minutes. In this oasis, rare delights are served with smiles by attractive and exotic men and women – today, a charming barista whose name badge reads ‘Jacinta’. I am thinking, of course, of the AMT coffee kiosk. Even if you’ve never heard of AMT coffee, you’ll know exactly what I am talking about. You find the same kind of thing all over the planet – and catering to the same desperate commuters. The coffee shop within ten yards of the exit from Washington’s Dupont Circle metro station is called Cosi. New York’s Penn Station boasts Seattle Coffee Roasters just by the exit on to Eighth Avenue. Commuters through Shinjuku Station, Tokyo, can enjoy a Starbucks without leaving the station concourse.




  An AMT double-shot cappuccino is cheaper than a coffee from some of these bigger names on the market, yet it’s hardly cheap. But of course, I can afford it. Like many of the people stopping at that coffee shack, I earn the price of that coffee every few minutes. None of us care to waste our time trying to save a few pennies by searching out a cheaper coffee at 8.30 in the morning. We want coffee, we want it now – and there are seventy-four million of us. This is why the location of the coffee bar is important.




  The position of the AMT coffee bar in Waterloo Station is advantageous, not just because it’s located on the most efficient route from the platforms to the main station exit, but because there are no other coffee bars on that route. It’s hardly a surprise that they do a roaring trade.




  If you buy as much coffee as I do you may have come to the conclusion that somebody is getting filthy rich out of all this. If the occasional gripes in the newspapers are correct, the coffee in that cappuccino costs pennies. Of course, the newspapers don’t tell us the whole story: there’s milk, electricity, cost of the paper cups – and the cost of paying Jacinta to smile at grouchy customers all day long. But after you add all that up you still get something a lot less than the price of a cup of coffee. According to economics professor Brian McManus, mark-ups on coffee are around 150 per cent – it costs forty cents to make a one dollar cup of drip coffee and costs less than a dollar for a small latte, which sells for $2.55. So somebody is making a lot of money. Who?




  You might think that the obvious candidates are Alistair, Allan and Angus McCallum-Toppin, the founders of AMT. But the answer can’t be as simple as that. The main reason that AMT can charge £1.55 for a cappuccino is that nobody else has a kiosk next door charging £1.45. So why is nobody next door undercutting the AMT kiosk? Without wishing to dismiss the achievements of the entrepreneurial McCallum-Toppins, cappuccinos are not in fact complicated products. There is no shortage of drinkable cappuccinos (sadly, there is no shortage of undrinkable cappuccinos either). It wouldn’t take much to buy some coffee machines and a counter, build up a brand with a spot of advertising and some free samples, and hire decent staff. Even Jacinta is replaceable.




  The truth is that the AMT bar’s most significant advantage is its location on the desire line of seventy-four million commuters. It is in the very best spot that a coffee bar could possibly be located. And it is safe to assume that AMT has an agreement with its landlord that direct competitors will not be allowed right next door. To set up a rival coffee bar you will either have to go somewhere else, or wait until the current contract has expired. The nice margin that AMT makes on its cappuccinos is mostly due neither to the quality of the coffee nor to the staff: it’s location, location, location.




  But who controls the location? Look ahead to the negotiations for the new rental agreement. The landlord is the owner of Waterloo Station concourse, Network Rail. Network Rail is talking to the AMT brothers but also to the representatives of Costa Coffee, Ritazza, Aroma, Pret a Manger, Café Nero, Starbucks and half a dozen other wannabe ‘coffeepreneurs’. The Network Rail manager can sign an agreement with each one of them, or can sign an exclusive agreement with only one. She’ll quickly find that nobody is very keen to pay much for a space next to twelve other coffee bars, and so she will get the most advantage out of the exclusive agreement.




  In trying to work out who is going to make all the money, simply remember that there are thirteen coffee bar entrepreneurs on one side of the negotiating table and on the other side is a manager who owns a single, perfect coffee-bar site. Thirteen against one is likely to be bad odds for the thirteen. By playing them off against each other, the Network Rail manager should be able to dictate the terms, and force one of them to pay pretty much all their expected profits. Everything they would otherwise have expected to earn should go on the rent bill.*




  There’s a pattern here. The power of scarcity has come up twice in two pages. First, AMT has the power to charge high prices because of the scarce location of the coffee kiosk. Second, Network Rail has the power to charge high rents because there is only one location and lots of companies are eager to use it to sell coffee.




  This is pure armchair reasoning. It’s reasonable to ask if it’s actually true. After I once explained all of the principles involved to a long-suffering friend (over coffee), she asked me whether I could prove it. I admitted that it was just a theory. A couple of weeks later she sent me an article from the Financial Times which relied on industry experts who had access to the accounts of coffee companies. The article began, ‘Few companies are making any money in the UK coffee bar market’ and concluded that one of the main problems was ‘the high costs of running retail outlets in prime locations with significant passing trade’. It seems that armchair reasoning is the easy way to get to the same conclusion.




  The economists’ way of thinking about the world isn’t guaranteed to produce the right answer. But it gives insights about the world which apply far more generally than any industry analyst’s accounting: if there’s a profitable deal to be done between somebody who has something unique and someone who has something which can be replaced, then the profits will go to the owner of the unique resource.




  Strength from scarcity




  Browsing through the old economics books on the shelf at home, I dug out the first analysis of twenty-first-century coffee bars. Published in 1817, it explains not just the modern coffee bar but much of the modern world itself. Its author, David Ricardo, had already made himself a multimillionaire (in today’s money) as a stockbroker, and was later to become an MP. But Ricardo was also an enthusiastic economist, who longed to understand what had happened to Britain’s economy during the recent Napoleonic wars: the price of wheat had rocketed, and so had rents on agricultural land. Ricardo wanted to know why.




  The easiest way to understand Ricardo’s analysis is to use one of his own examples. Imagine a wild terrain with few settlers but plenty of fertile meadow available for growing crops. One day an aspiring young farmer, Axel, walks into town and offers to pay rent for the right to grow crops on an acre of good meadow. Everyone agrees how much grain an acre of meadow will produce, but they cannot decide how much rent Axel should pay. Because there is no shortage of land lying fallow, competing landlords will not be able to charge a high rent … or any significant rent at all. Each landlord would rather collect a small rent than no rent at all, and so each will undercut his rivals until Axel is able to start farming for very little rent – just enough to compensate for the landlord’s trouble.




  The first lesson here is that the person in possession of the desired resource – the landlord in this case – does not always have as much power as one would assume. And the story doesn’t specify whether Axel is very poor or has a roll of cash in the false heel of his boot, because it doesn’t make any difference to the rent. Bargaining strength comes through scarcity: settlers are scarce and meadows are not, so landlords have no bargaining power.




  That means that if relative scarcity shifts from one person to another, bargaining shifts as well. If over the years many immigrants follow in Axel’s footsteps, the amount of spare meadowland will shrink until there is none left. As long as there is any, competition between landlords who have not attracted any tenants will keep rents very low. One day, however, an aspiring farmer will walk into town – let’s call him Bob – and will find that there is no spare fertile land. The alternative, farming on inferior but abundant scrubland, is not attractive. So Bob will offer to pay good money to any landlord who will evict Axel, or any of the other farmers currently farming virtually rent-free, and let him farm there instead. But just as Bob is willing to pay to rent meadowland rather than scrubland, all of the meadow farmers will also be willing to pay not to move. Everything has changed, and quickly: suddenly the landlords have acquired real bargaining power, because suddenly farmers are relatively common and meadows are relatively scarce.




  That means the landowners will be able to raise their rents. By how much? It will have to be enough that farmers earn the same farming on meadows and paying rent, or farming on inferior scrubland rent-free. If the difference in productiveness of the two types of land is five bushels of grain a year, then the rent will also be five bushels a year. If a landlord tries to charge more, his tenant will leave to farm scrubland. If the rent is any less, the scrub farmer would be willing to offer more.




  It may seem odd that the rents changed so rapidly simply because one more man arrived to farm the area. This story doesn’t seem to explain how the world really works. But there is more truth to it than you might think, even if it is oversimplified. Of course, in the real world, there are other elements to consider: laws about evicting people, long-term contracts and even cultural norms, such as the fact that kicking one person out and installing a new tenant the next day is just ‘not done’. In the real world there are more than two types of farmland, and Bob may have different options to being a farmer – he may be able to get a job as an accountant or driving a cab. All these facts complicate what happens in reality; they slow down the shift in bargaining power, alter the absolute numbers involved and put a brake on sudden movements in rents.




  Yet the complications of everyday life often hide the larger trends behind the scenes, as scarcity power shifts from one group to another. The economist’s job is to shine a spotlight on the underlying process. We should not be surprised if, suddenly, the land market shifts against farmers; or if house prices go up or down dramatically; or if the world is covered by coffee bars over a period of just a few months. The simplicity of the story emphasises one part of the underlying reality – but the emphasis is helpful in revealing something important. Sometimes relative scarcity and bargaining strength really do change quickly, and with profound effects on people’s lives. We often complain about symptoms – the high cost of buying a cup of coffee, or even a house. The symptoms cannot be treated successfully without understanding the patterns of scarcity which underlie them.




  ‘Marginal’ land is of central importance




  The shifts in bargaining power don’t have to stop there. While the farming story can be elaborated indefinitely, the basic principles remain the same. For example, if new farmers keep arriving, they will eventually cultivate not only the meadowland but also all of the scrubland. When a new settler, Cornelius, walks into town, the only land available will be the grassland, which is even less productive than scrubland. We can expect the same dance of negotiations: Cornelius will offer money to landlords to try to get onto scrubland, rents will quickly rise on scrubland, and the differential between scrubland and meadow will have to stay the same (or farmers would want to move), so the rent will rise on meadow too.




  The rent on meadowland, therefore, will always be equal to the difference in grain yield between meadowland and whatever land is available rent-free to new farmers. Economists call this other land ‘marginal’ land because it is at the margin between being cultivated and not being cultivated. (You will soon see that economists think about decisions at the margin quite a lot.) In the beginning, when meadowland was more plentiful than settlers, it was not only the best land, it was also the ‘marginal’ land because new farmers could use it. Because the best land was the same as the marginal land, there was no rent, beyond the trivial sum needed to compensate the landlord for his trouble. Later, when there were so many farmers that there was no longer enough prime land to go around, scrubland became the marginal land, and rents on meadows rose to five bushels a year – the difference in productivity between the meadowland and the marginal land (in this case, the scrubland). When Cornelius arrived, the grassland became the marginal land, meadows became yet more attractive relative to the marginal land, and so the landlords were able to raise the rent on meadows again. It’s important to note here that there is no absolute value: everything is relative to that marginal land.




  Back to coffee bars




  A nice story, but those of us who like Westerns may prefer the gritty cinematography of Unforgiven or the psychological isolation of High Noon. So, David Ricardo and I get no prizes for our screenwriting, but we might be excused, as long as our little fable actually tells us something useful about the modern world.




  We can start with coffee bars. Why is coffee expensive in London, New York, Washington or Tokyo? The common-sense view is that coffee is expensive because the coffee bars have to pay high rent. David Ricardo’s model can show us that this is the wrong way to think about the issue, because ‘high rent’ is not an arbitrary fact of life. It has a cause.




  Ricardo’s story illustrates that two things determine the rent on prime locations like meadowland: the difference in agricultural productivity between meadows and marginal land, and the importance of agricultural productivity itself. At £1 a bushel, five bushels of grain is a £5 rent. At £200,000 a bushel, five bushels of grain is a £1-million rent. Meadows command high rents only if the grain they help produce is also valuable.




  Now apply Ricardo’s theory to coffee bars. Just as meadowland will command high rents if the grain it produces is valuable, prime coffee-bar locations will command high rents only if customers will pay high prices for coffee. Rush-hour customers are so desperate for caffeine and in such a hurry that they are practically price-blind. The willingness to pay top whack for convenient coffee sets the high rent, and not the other way around.




  Spaces suitable for coffee kiosks are like meadows – they are the best-quality property for the purpose, and they fill up quickly. The ground-floor corner units of Manhattan’s Midtown are the preserve of Starbucks, Cosi and their competitors. Near Washington DC’s Dupont Circle, Cosi has the prime spot at the southern exit, and Starbucks has the northern one, not to mention staking out territory opposite the adjacent stations up and down the Metro line. In London every station hosts one of the big-name coffee chains. These spots could be used to sell secondhand cars or Chinese food, but they never are. This isn’t because a train station is a bad place to sell a Chinese meal or a secondhand car, but because there is no shortage of other places with lower rents from which noodles or cars can be sold – customers are in less of a hurry, more willing to walk or order a delivery. For coffee bars and similar establishments selling snacks or newspapers, cheaper rent is no compensation for the loss of a flood of price-blind customers.




  Portable models




  David Ricardo managed to write an analysis of cappuccino bars in train stations before either cappuccino bars or train stations existed. This is the kind of trick that makes people either hate or love economics. Those who hate it argue that if we want to understand how the modern coffee business works, we should not be reading an analysis of farming published in 1817.




  But many of us love the fact that Ricardo was able, nearly two hundred years ago, to produce insights that illuminate our understanding today. It’s easy to see the difference between nineteenth-century farming and twenty-first-century frothing, but not so easy to see the similarity before it is pointed out to us. Economics is partly about modelling, about articulating basic principles and patterns that operate behind seemingly complex subjects like the rent on farms or coffee bars.




  There are other models of the coffee business, useful for different things. A model of the design and architecture of coffee bars could be useful as a case study for interior designers. A physics model could outline the salient features of the machine that generates the ten atmospheres of pressure required to brew espresso; the same model might be useful for talking about suction pumps or the internal combustion engine. Today we have models of the ecological impacts of different disposal methods for coffee grounds. Each model is useful for different things, but a ‘model’ that tried to describe the design, the engineering, the ecology and the economics would be no simpler than reality itself and so would add nothing to our understanding.




  Ricardo’s model is useful for discussing the relationship between scarcity and bargaining strength, which goes far beyond coffee or farming and ultimately explains much of the world around us. When economists see the world, they see hidden social patterns, patterns that become evident only when one focuses on the essential underlying processes. This focus leads critics to say that economics doesn’t consider the whole story, the whole ‘system’. How else, though, could a nineteenth-century analysis of farming proclaim the truth about twenty-first-century coffee bars, except through grossly failing to notice all kinds of important differences? The truth is that it’s simply not possible to understand anything complicated without focusing on certain elements to reduce that complexity. Economists have certain things they like to focus on, and scarcity is one of them. This focus means that we do not notice the mechanics of the espresso machine, nor the colour schemes of the coffee bars, nor other interesting, important facts. But we gain from that focus, too, and one of the things we gain is an understanding of the ‘system’ – the economic system, which is far more all-encompassing than many people realise.




  A word of caution is appropriate, though. The simplifications of economic models have been known to lead economists astray. Ricardo himself was an early casualty. He tried to extend his brilliantly successful model of individual farmers and landlords to explain the division of income in the whole economy: how much went to workers, how much to landlords and how much to capitalists. It didn’t quite work, because Ricardo treated the whole agricultural sector as if it were one vast farm with a single landlord. A unified agricultural sector had nothing to gain from improving the land’s productivity with roads or irrigation, because those improvements would also reduce the scarcity of good land. But an individual landlord in competition with the others would have plenty of incentive to make improvements. Tied up in the technical details, Ricardo failed to realise that thousands of landlords competing with each other would make different decisions than a single one.




  Ricardo, of course, is not the only one to have let economic models beguile him. Quantitative analysts at the cutting edge of finance leaned too heavily on rigorous-seeming models of risk in 2006 and 2007, only to find out later they had destroyed the banks for which they worked – and a good chunk of the world economy. We’ll find out more in Chapter 6 about why this happened. It’s perhaps worth pointing out that economic models are not the only ones to have this flaw. For instance, engineers and architects use models of the laws of physics to help them build bold new structures. These models are not always successful: the award-winning Kemper Arena collapsed, with no loss of life, just twenty-four hours after hosting the American Institute of Architects Convention. The laws of physics are not to blame – merely the fact that sometimes what the models leave out is more important than what they include.




  So no model can explain everything. But we are about to discover that Ricardo’s model goes further than Ricardo himself could ever have imagined. It doesn’t just explain the principles behind coffee bars and farming. If applied correctly, it shows that environmental legislation can dramatically affect income distribution. It explains why some industries naturally have high profits, while in other industries high profits are a sure sign of collusion. It even manages to explain why educated people object to immigration by other educated people, while the less skilled complain about immigration by other unskilled workers.




  Different reasons for high rent




  Do you care if you get ripped off?




  I do. A lot of things in this life are expensive. Of course, sometimes that expense is a natural outcome of the power of scarcity. For instance, there are not many apartments overlooking Central Park in New York or Hyde Park in London. Because so many people want them, those apartments are expensive, and a lot of people end up being disappointed. There is nothing sinister about that. But it’s not nearly so obvious why popcorn is so expensive at the cinema – there was no popcorn shortage last time I checked. So the first thing we might want to do is to distinguish between different reasons for things being expensive.




  In Ricardo’s terms, we would like to know the different causes of high rents. Knowing this about meadows is only mildly interesting (unless you are a farmer) but takes on a sudden significance when applied to the question of why your flat’s rent seems so extortionate, or whether banks are ripping us off. But we can start with meadows and apply what we learn more widely.




  We know that rents on the best land are determined by the difference in fertility between the best land and the marginal land. So the obvious reason that rents might be high is that the best land produces very valuable crops relative to the marginal land. As mentioned a couple of pages ago, five bushels of grain is a £5 rent at £1 a bushel, but at £200,000 a bushel, five bushels of grain is a £1-million rent. If grain is expensive, it’s only natural that the scarce meadows that produce it will also be expensive.




  But there’s another way to drive rent on meadows up, and it is not nearly so natural. Let’s say landlords get together and manage to persuade the local sheriff that there should be what in the UK is called a ‘green belt’, a broad area of land around the city on which property development is very strongly discouraged by tough planning regulations. The landlords claim that it would be a shame to cover beautiful wild land with farms, and so farming on the land should be made illegal.




  The landlords stand to benefit hugely from such a ban, because it would drive up the rents on all legal land. Remember that rents on meadowland are set by the difference between the productivity of such land and the productivity of the marginal land. Ban farming on that marginal land, and the rent on meadows will jump; where once the alternative to paying rent and farming on meadows was to farm on grassland rent-free, now there is no alternative. Farmers are much more eager to farm on meadows now that farming on the grassland is illegal, and the rent they’re willing to pay is much higher too.




  So we’ve found two reasons why rents might be high. The first is that it’s worth paying a lot for good land, because the grain that good land produces is so valuable. The second is that it’s worth paying a lot for good land because the alternatives that should be available are not.




  Those readers currently renting property in London may have furrowed brows at this point. London is surrounded by the original Green Belt, created in the 1930s. Is that why property in London is so expensive to rent or buy – not because it’s so much better than the alternative, but because the alternative has been made illegal?




  It is a combination of both: it is certainly true that London is unique, and a better place to put plush flats or office buildings than Siberia, Kansas City or even Paris. Rents are high, in part, for that reason. But another reason why property in London is expensive is because of the Green Belt. One effect is to keep London from sprawling out across the surrounding region – which many people think is a good idea. The other effect is to transfer a massive amount of money from London tenants to London landlords: the Green Belt keeps rents and house prices in London much higher than they would be, in exactly the same way as a ban on grassland farming keeps rents on meadow and scrub much higher than they would otherwise be.




  This is not an argument against the Green Belt. There are lots of benefits in having London’s population capped at fewer than nine million people, instead of nineteen million or twenty-nine million. But it is important that when we are weighing the pros and cons of legislation like the Green Belt, we understand that its effects are more than simply to preserve the environment. Office rents in London’s West End are higher than in Manhattan or central Tokyo – in fact, the West End is the most expensive place in the world to rent an office. The Green Belt has made property in London scarce relative to the people who want to use it, and of course, strength comes from scarcity.




  Now it’s time for your first economics test. Why would improvements in the quality and price of the commuter train services that bring people into London’s mainline stations, such as Waterloo, from the surrounding suburbs please anyone who rents a property in central London? And why might the city’s landlords be less enthusiastic about such improvements?




  The answer is that improved public transport increases the alternatives to renting a place in the city. When a two-hour commute becomes a one-hour commute, and people are able to get a seat on the train instead of standing, some decide they’d rather save money and move out of central London. Vacant apartments then appear on the market. Scarcity lessens, and rents fall. Improving commuter services wouldn’t just affect commuters; it would affect everyone involved in London’s property market.




  Are we being ripped off?




  One of the problems with being an undercover economist is that you start to see ‘green belts’ of one kind or another all over the place. How can we tell the difference between things that are expensive because they are naturally scarce, and things that are expensive because of artificial means – legislation, regulation or foul play?




  Ricardo’s model can help here, too. We need to appreciate a hidden parallel between natural resources, like fields or busy locations, and companies. Fields are ways of turning stuff into different stuff: manure and seed into grain. Companies are the same. A car manufacturer turns steel, electricity and other ingredients into cars. A petrol station turns pumps, big tanks of fuel and land into petrol in your tank. A bank turns computers, advanced accounting systems and cash into banking services. Without perpetrating too much intellectual violence, we can replace ‘rent’ with ‘profit’ throughout Ricardo’s model. Rent is the return landlords receive from their property; profit is the return company owners earn from their property.




  Let’s use banking as an example. Imagine that one bank is very good at producing banking services – it has a fantastic corporate culture, a strong brand and has developed the best specialised banking software. Good people work there and other good people join just to learn from them. All this adds up to what economist John Kay (who explicitly invokes Ricardo’s model) calls a ‘sustainable competitive advantage’, meaning the sort of edge over the competition that will produce profits year in and year out.




  Let’s call this überbank Axel Banking Corporation.* A second bank, Bob’s Credit and Debt, is not quite so competent: the brand is less trusted, the corporate culture is so-so. It’s not bad, but it’s not great either. A third bank, Cornelius’s Deposit Enterprises, is extremely inefficient: it has a terrible reputation, the tellers are rude to the customers and control of expenses is non-existent. Cornelius’s bank is less efficient than Bob’s outfit and grossly incompetent compared with Axel’s Banking Corporation. All this should remind us of the three types of land: meadowland, which is very efficient at producing grain; scrub, which is less efficient; and grassland, which is even less efficient.




  Axel’s bank, Bob’s bank and Cornelius’s bank compete to sell banking services by persuading people to open accounts or take out loans. But Axel’s bank is so effective that it can either produce banking services more cheaply or produce better-quality services for the same cost. At the end of each year, Axel’s bank will earn large profits, and Bob’s bank, which serves its customers with less ease, will make something rather more modest, and Cornelius’s bank will just break even. If the banking market was tougher, Cornelius’s bank would go out of business. If the banking market started to get more attractive, Cornelius’s bank would start to make a profit, and a new bank, even less efficient than Cornelius’s, would enter the business. The new bank would be the marginal bank, just breaking even.




  Without repeating every step of the analysis, we can remind ourselves that the rent on meadowland was set by comparison with the productivity of meadows to that of the marginal grassland. In the same way, Axel’s profits are set in comparison with Cornelius’s bank, the marginal bank, which we know should expect to make little or no profits: company profits, like rents, are determined by the alternatives. A company with stiff competition will be less profitable than a company with incompetent rivals.




  You are probably thinking of a flaw in the analogy: the acreage of meadows is fixed, but companies can grow. But that’s only partly true; companies cannot grow overnight without diluting their reputation and the other capabilities that made them successful. On the other hand, while acreage cannot change, the distinctions between different types of land will shift over time as irrigation, pest control and fertiliser technology develops. Ricardo’s model, which ignores these changes over time, will explain trends in agricultural prices over decades but not over centuries, while it will explain corporate profitability over years, but not decades. As with many economic models, the analysis will work well for a certain time scale – in this case, the short and medium term. For other time scales, different models are needed.




  This is all very well … but what does it have to do with corporate profiteering?




  The newspapers often point to high corporate profits as a sign that the consumer is being screwed. Are they right? Only sometimes. Ricardo’s analysis suggests that there are two reasons why average profits of an industry like banking might be high. If customers really value great service and reputation, both Axel and Bob will make a lot of money (Cornelius’s bank is the marginal bank and can expect very little). Newspaper hacks will be able to complain about excessive profits. If customers place only a small value on great service, Axel and Bob will be only moderately more profitable than Cornelius (still the marginal bank, still making very little), and average profits should be low. The commentators will be silent. But the motives and strategies used by the industry haven’t changed – the only thing that changed was that customers put a premium on great service. Nobody is ripping anybody off; instead, Axel and Bob are being rewarded because they are offering something both scarce and highly valued.




  But high profits are not always earned so fairly; sometimes the newspaper outrage is justified. There’s a second explanation for high corporate profits. What if a kind of banking ‘green belt’ completely excluded Cornelius’s bank from the market? In the real world there are lots of reasons why potential new companies cannot enter a market and compete. At times the consumers have only themselves to blame: new firms struggle to enter the market because customers will deal only with established companies. John Kay shows that certain ‘embarrassing’ products, including condoms and tampons, are highly profitable because new entrants find it hard to create a buzz about their products. More frequently, the firms themselves lobby their governments asking to be protected from competition, and many governments around the world grant monopoly licences, or are highly restrictive of entry into ‘sensitive’ industries like banking, farming or telecommunications. Whatever the reason, the effect is the same: established companies, free of competition, enjoy high profits. In fact, because of the similarity between the rents that can be charged on land with few substitutes and the profits enjoyed by a firm with few competitors, economists often call those profits ‘monopoly rents’. It may be a confusing term, but you can blame David Ricardo’s model and the lack of imagination shown by economists ever since.




  If I want to know whether I am being ripped off by supermarkets, banks or drug companies, I can find out how profitable those industries are. If they are making high profits, then initially I am suspicious. But if it seems that it is fairly easy to set up a new company and compete, I become less suspicious. It means that the high profits are caused by a natural scarcity: there are not many really good banking organisations in the world, and good banking organisations are much more efficient than bad ones.




  Resource ‘rents’




  Landlords and executives are not the only people who like to avoid competition and who like to enjoy monopoly rents. Trade unions, lobby groups, people studying for a professional qualification and even national governments like them too. Every day people all around us are trying to avoid competition or reap the rewards of others who have succeeded in doing so. Economists call this type of behaviour ‘creating rents’ and ‘rent-seeking’.




  It’s not easy to do this. It turns out that the world is a naturally competitive place, and it is no simple matter to steer clear of competition. This is fortunate, because although competition is uncomfortable if you are on the wrong end of it, it is pleasant to be on the right end, as the customer. We all benefit when we are interacting with people who are competing to offer us jobs, newspapers or vacations in the sun, just as our mythical landlords benefited from competition between Bob and Axel.




  One way of preventing competition is by controlling a natural resource such as farmland. There is only so much good farmland in the world, and only revolutions in agricultural techniques can change that. But farmland is not the only finite natural resource in the world. Another example is oil. Some parts of the world can produce oil cheaply, most notably Saudi Arabia, Kuwait, Iraq and other Gulf states. Other parts of the world can produce oil more expensively – Alaska, Nigeria, Siberia and Alberta. And there are many parts of the world that have oil that is so expensive to extract that nobody is even thinking of doing so. At the moment, places like Alberta produce the marginal oil.




  The history of the oil industry is a case study in Ricardo’s theory of rents. Until 1973, the world’s oil supply was produced by ‘oil meadows’, largely in the Middle East. Despite the incredible value of oil to the industrialised economies, the price of oil was very low – less than $10 a barrel in today’s money, because there was plenty of it available at very low costs. The Organisation of Petroleum Exporting Countries, OPEC, which was sitting on most of the oil meadows, decided in 1973 to take some of its own meadows out of commission, by ordering each member country to restrict oil production. Oil prices leapt to $40 a barrel, and then to $80, in today’s money. They stayed high for years, because in the short run there were few alternative sources of oil. (The equivalent in Ricardo’s world would have been to abruptly halt the cultivation of meadowland, leaving a delay before grassland could be cleared and ploughed, thereby causing a temporary grain shortage, raising rents.)




  At $80 a barrel, plenty of alternatives looked cheap and were adopted over the years: producing electricity using coal instead of oil; building cars that gave better mileage; and exploring for oil in places like Alberta and Alaska. More and more ‘energy scrubland’ and ‘energy grassland’ was being cultivated. To keep prices high, OPEC was forced to accept a smaller and smaller share of the world oil market. Eventually Saudi Arabia broke ranks in 1985 and expanded production. Prices collapsed in 1986, and until just a couple of years ago the price of oil has roughly tracked the cost of production from marginal fields in places like Alberta – around $15–20 a barrel. In the last couple of years we have been tripped up by a combination of unexpectedly high demand in China with disruptions in Saudi Arabia, Iraq, Nigeria and Venezuela, all of which have caused oil prices to rise to more than $50 a barrel and beyond. Yet even at the much lower prices prevailing in the 1990s, the oil produced from the cheapest fields in Saudi Arabia and Kuwait, at a cost of a couple of dollars a barrel, was almost pure profit.*




  When does crime pay?




  A lot of the world’s economy isn’t closely linked to limited natural resources. That means that people have to find other ways to prevent competition.




  One popular method is through violence, which is particularly popular in the drug trade and other organised crime. Drug dealers prefer not to have competitors driving down the price of drugs. Conceivably, by shooting or beating up enough people, a criminal gang could discourage rival gangs from entering the market and thus enjoy large profits. This is illegal, of course, but so is dealing in drugs; if you’re risking prison anyway, there is little point in using half measures. If drug dealers want to enjoy strength from scarcity, they have to go to some lengths to make the competition scarce. Meanwhile, their customers are hardly likely to complain to the police about being ripped off.




  Unfortunately for your average drug gang, even violence may not be enough to earn profits. The difficulty is that guns and aggressive young men are both in plentiful supply. Any gang making good money is tempting other gangs to muscle in on its territory – and there will be plenty of contenders. Economist Steven Levitt and sociologist Sudhir Venkatesh managed to get hold of the accounts of one American street gang. It turns out that the ‘foot-soldiers’ sometimes take home as little as $1.70 an hour. Promotion prospects are good, considering the rapid turnover of gang membership (people leave, or get killed, quite often); but even considering these prospects, the average wage is less than $10 an hour. This is not much given that over a four-year period, the typical gang member can expect to be shot twice, arrested six times and has a one-in-four chance of being killed.




  Some criminal enterprises are more successful. Mafia groups often get involved in legitimate businesses, such as wholesale laundry, which can make big profits only if entry is deterred. One way to deter entry is to threaten rivals. This is fairly easy, since laundry trucks and laundries themselves are much easier to find and damage than a bag of cocaine. It’s even easier to threaten customers. Fans of The Sopranos know that the Mafia provides overpriced laundry services to restaurants as a way of extorting money. The reasons are clear enough: restaurants are particularly vulnerable to extortion because it doesn’t take much disruption to put off customers, while collecting the extorted cash by providing an expensive service makes the protection money tax deductible. Profitable businesses usually attract competition, but in this case the competition reckon that there must be a safer way to make a living.




  This suggests that it isn’t violence as such that creates barriers to entry and sustainable profits – it’s the effectiveness of an organisation. Axel’s bank had it and Cornelius’s didn’t; the typical street gang lacks it, the Mafia seems to have it in spades.




  ‘Conspiracies against the laity’




  Luckily, in genteel corners of the developed world we are usually sheltered from people who use violence to keep out competition. But it does not mean that people have not worked out other ways to keep competitors at bay.




  Trade unions are an obvious example. The purpose of a union is to prevent workers from competing with each other for jobs, driving down wages and conditions. If there is a lot of demand for electricians and few people who can do the job, then the electricians have strength from scarcity and should have excellent pay and conditions, with or without a union. If more and more electricians set up shop, this strength is sapped. The new electricians play the role of Bob the farmer. The trade union is designed partly to bargain collectively, but partly to block too much entry into the profession.




  As mass-mechanisation spread in the nineteenth century, the incentive to unionise was considerable. Workers were a plentiful commodity: all gathered together in urban concentrations, easily substitutable for each other. Without unionisation, wages could be kept very low. With it, competition could be excluded and wages would rise – for the lucky ones inside the union. In the United States, trade unions were kept at bay by the law: anti-trust laws designed to prevent collusion between large companies were also directed against unions. But as the political climate changed, these laws were ruled inapplicable and trade unions grew in strength.




  If trade unions were especially successful, then we might expect unionised industries to enjoy enormous salaries, and there have been times and places – such as the American car industry in the 1960s and 1970s – when this has been true. But trade unions face several obstacles to this kind of success. When unions are perceived as making unreasonable demands, causing prices to rise to a level that’s deemed unacceptable by a large portion of the public, the public in turn puts pressure on politicians to regulate the unions. Sometimes the unions have their scarcity challenged by international competition, as in the case of American car workers, who enjoyed excellent wages and job security until the Japanese car industry used more efficient methods and started putting American manufacturers under pressure.




  In the case of shrinking industries like the British shipbuilders or the car industry in the United States, available jobs are disappearing at such a rate that trade unions have great trouble maintaining their scarcity value; the union can never threaten to cut off the supply of workers fast enough to keep pace with a vanishing demand.




  In other industries it is not shrinking demand but powerful employers that curtail the power of the unions. In the United States, Wal-Mart has tremendous bargaining power: there were only two unionised Wal-Marts in North America in the spring of 2004, when Wal-Mart announced that one of them, a branch in Quebec, would be closed because the union was damaging its business model. Another Canadian branch of Wal-Mart, in Weyburn, Saskatchewan, acquired a union late in 2008 – but only after four years of legal challenges from Wal-Mart. In the United Kingdom, teachers’ wages were kept low for years – and declining relative to average earnings – in spite of the fact that there was a shortage of qualified teachers. This is because the government, the single employer, has massive bargaining power. Ordinarily, when there is a shortage of workers, competition between employers would bid up wages. Only a monopoly employer could possibly maintain a situation where there is a serious shortfall of teachers but salaries do not rise to respond. The teachers have some strength from scarcity, but in this case the government has more.




  Other professionals, like doctors, actuaries, accountants and lawyers manage to maintain high wages through other means than unionisation, erecting virtual ‘green belts’ to make it hard for potential competitors to set up shop. Typical virtual green belts will include very long qualification periods and professional bodies that give their approval only to a certain number of candidates per year. Many of the organisations that are put forth to protect us from ‘unqualified’ professionals in fact serve to maintain the high rates of the ‘qualified’ to whom we are directed. In fact, many of us, informally, are happy to seek legal advice from experienced professionals who lack the formal qualification – even medical advice from medical students, foreign doctors or alternative therapists. But the legal and medical professions do their best to limit the supply of fully qualified professionals and outlaw any low-cost substitutes: if you can’t afford the rent on meadow, the scrub and the grassland are forbidden. Small wonder that George Bernard Shaw said that the professions were ‘all conspiracies against the laity’.




  And now for something controversial




  Immigration has always been an emotive issue and although national security has recently become a concern, the debate continues to revolve around an old question: do immigrants steal our jobs? They may steal your job, but they certainly haven’t stolen mine.




  Well-educated workers with jobs requiring skill and training, along with businesses in need of cheap labour, tend to welcome immigration as part of an enriching process which adds to each nation’s economic and cultural life, while poorly educated workers tend to reject any further immigration by unskilled immigrants on the grounds that ‘they steal our jobs’. Perhaps that’s too much of a caricature, but it makes sense from a self-interested viewpoint.




  As one of those skilled workers I dislike resistance to immigrants and would like to see more immigration. But then, I would, wouldn’t I? If you need skilled and unskilled labour together to get useful work done, then it is in my direct interests to see more unskilled workers come to the country, and directly against the interests of the unskilled workers who are already here.




  Imagine me and my fellow well-educated citizens as landowners, but instead of ‘meadow’ read ‘degree’. My skills and qualifications are a resource, just as a meadow is a resource. But are my skills a scarce resource? Imagine that I go to work for Tesco’s management team. When my skills (let’s not be too specific about what they are supposed to be) are combined with the hard work of store assistants and shelf-stackers, we’re a productive team. Who gets to enjoy the proceeds depends on whose abilities are scarce. If the country is short of unskilled shelf-stackers, their wages will have to rise to attract people into the job. But if the country is short of skilled managers and full of unskilled shelf-stackers, I’ll be paid well for my scarcity value, just as landlords were paid well for scarce land once enough farmers showed up.




  Some blame resistance to immigration on the racism of the unedu cated. An alternative, and more convincing, theory suggests that everybody is acting in his own self interest. New workers are good for people who have assets that become relatively scarcer, whether those assets are meadows or degrees; but it is understandable if new workers are loathed by established ones. In fact, the people who are most harmed by new immigration are the previous group of immigrants, who find their wages nailed to the floor.




  The facts support the application of Ricardo’s theory to immigration. Skilled immigrants lower the wages of skilled natives, and unskilled immigrants lower the wages of unskilled natives. In the UK, the salaries of nurses in the National Health Service have been kept low by the influx of thirty thousand foreign nurses; immigrants in the UK are nearly 50 per cent more likely than natives to have a university degree. In contrast, in the United States, which takes in a far higher percentage of low-skilled immigrants than the UK does, it is unskilled wages that have stayed low: the income of unskilled workers has barely kept pace with inflation for the last forty years.




  What should economists do?




  We’ve been thinking like economists throughout this chapter. But what does that mean? We’ve used one major economic model to deepen our understanding of a variety of situations. The chapter has moved from some objective-sounding analysis of who makes money from the cappuccino business to the dangerous political territory of planning restrictions and immigration.




  Some economists would claim that there is no difference between their analysis of coffee rents and their analysis of immigration. In an important sense, that’s true. Economics is in many ways just like engineering; it will tell you how things work and what is likely to happen if you change them. The economist can show that allowing lots of skilled immigrants will help control the gap between skilled and unskilled wages, while allowing unskilled immigrants will do the reverse. What societies and their leaders do with the information is another matter.




  Yet the fact that economics itself is a tool for objective analysis doesn’t mean that economists are always objective. Economists study power, poverty, growth and development. It is hard to wield the models that underlie such subjects and remain unmoved by the real world behind them.
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