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Introduction



‘A dreary, desolate and, indeed, quite abject and distressing [subject]; what we might call, by way of eminence, the dismal science.’


Thomas Carlyle’s description of economics dates from 1849 but has stuck, for better or for worse. One should hardly be surprised. Economics is something people usually take notice of only when things go wrong. Only when an economy is facing a crisis, when thousands lose their jobs, when prices rise too high or fall too fast, do we tend to take much note of the subject. At such points there is little doubt it seems pretty dismal, especially when it underlines the challenges and the restraints we face, spells out the reality that we can’t have everything we want and illustrates the fact that human beings are inherently imperfect.


The truth, I should add, in typical economist fashion, is far less simple. If it were merely a study of numbers, of statistics and of theories then the dismal science analogy would perhaps hold more ground. However, economics is, to its very heart, the study of people. It is an inquiry into how people succeed, into what makes us happy or content, into how humanity has managed over generations to become more healthy and prosperous than ever before.


Economics examines what drives human beings to do what they do, and looks at how they react when faced with difficulties or success. It investigates choices people make when given a limited set of options and how they trade them off against each other. It is a science that encompasses history, politics, psychology and, yes, the odd equation or two. If it is history’s job to tell us what mistakes we’ve made over the past, it is up to economics to work out how to do things differently next time around.


Whether it succeeds in doing so is another question. As this book was going to press, the world was coming to terms with one of the biggest financial crises in history, as decades’ worth of debt overwhelmed international markets. Some of the world’s biggest and oldest banks, retailers and manufacturers collapsed. The crisis had many novel aspects – new and complex financial instruments, for example, and new economic relationships as, for the first time since the end of the Cold War, the position of the United States as global superpower came under question. But it was in reality very similar to many crises in the past. If we can make the same mistakes over and over again, went the cry, what is the purpose of economics?


The answer is very simple. The wisdom we have gleaned over centuries on how best to run our economies has made us richer, healthier and longer-lived than our forefathers could ever have contemplated. This is by no means a given. One has only to look at countries in sub-Saharan Africa and parts of Asia – where people are, in effect, stuck in the same conditions as Europe in the Middle Ages – to realize our prosperity is by no means assured. It is, in fact, extremely fragile, but as is always the case with economics, we take this success for granted and tend instead to focus on the dismal side of things.


Such is human nature. Many economics books attempt to dispel such illusions. This is rather desperate and, frankly, not my style. The aim of this book is simply to explain how the economy works. The dirty little secret of economics is that it’s not really complicated at all – why should it be? It is the study of humanity, and as such its ideas are often little more than common sense.


This book is not intended to be read as a continuous narrative: each of these 50 ideas should make sense on its own, though I have highlighted where you might benefit from looking at another chapter.


My hope is that by the time you’ve read most of the ideas you will be able to think that little bit more like an economist: to ask probing questions about why we act the way we do; to reject the conventional wisdom; to understand that even the simplest things in life are more complicated than they seem – and all the more beautiful because of it.


A case in point is this Introduction. The done thing for an author is to include thanks to all who helped put the book together. But where to begin? Should I start by thanking the owners of the forest where the wood used to make the pages was felled? Or the factory workers who manufactured the ink that lines the pages? Or the operators of the machines in the bookbinding factory in China where the book was put together? Like so much else in this interconnected world, millions of people played a part in the creation of this book – from the publishers and manufacturers of the book you’re holding, to the shipping firms that sailed it from China to your bookstore, alongside many others. (To find out why the book was printed in China, read the chapter on globalization.)


In particular, this book is a product of the thousands of conversations I have had with economists, professors, financiers, businessmen and politicians in recent years; and of the excellent economics literature available on store bookshelves and, more excitingly, the Internet. Many of the ideas echo those by prominent and less prominent economists too numerous to mention. However, I should like also to thank Judith Shipman at Quercus for allowing me to be part of this excellent series; my copy editors, Nick Fawcett and Ian Crofton; Vicki and Mark Garthwaite for giving me a place to write it; David Litterick, Harry Briggs and Olivia Hunt for their input; and my mother and the rest of my family for their support.


Edmund Conway, 2009





01 The invisible hand


‘Greed is good,’ declared Gordon Gekko, villain of the classic 1980s movie Wall Street, in one fell swoop confirming polite society’s worst fears about financiers. In this cut-throat Manhattan world, flagrant avarice was no longer anything to be ashamed of – it should be worn with pride, like a striped shirt and red suspenders.


Shocking as the film was in the late 20th century, try to imagine how a declaration like that would have sounded some two centuries earlier, when intellectual life was still dominated by the Church, and defining humans as economic animals was close to blasphemous. Now you might have some idea of the impact Adam Smith’s radical idea of the ‘invisible hand’ had when he first proposed it in the 18th century. Nevertheless, like its Hollywood descendant, his book was a massive commercial success, selling out on its first publishing run and remaining a part of the canon ever since.


The role of self-interest The ‘invisible hand’ is shorthand for the law of supply and demand (see The invisible hand) and explains how the pull and push of these two factors serve to benefit society as a whole. The simple conceit is as follows: there is nothing wrong with people acting in their self-interest. In a free market, the combined force of everyone pursuing his or her own individual interests is to the benefit of society as a whole, enriching everyone.


Smith used the phrase only three times in his 1776 masterpiece The Wealth of Nations, but one key passage underlines its importance:




[Every individual] neither intends to promote the public interest, nor knows how much he is promoting it … by directing [his] industry in such a manner as its produce may be of the greatest value, 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 … By pursuing his own interest he frequently promotes that of the society more effectually than when he really intends to promote it. I have never known much good done by those who affected to trade for the public good.





The idea helps explain why free markets have been so important to the development of complex modern societies.








Adam Smith 1723–90


The father of economics was a rather unlikely radical hero from the small Scottish town of Kirkcaldy. Fittingly for the first economist, Smith was an eccentric academic who considered himself an outsider, and occasionally bemoaned his unusual physical appearance and lack of social graces. Like many of his modern inheritors, his office at Glasgow University was stacked chaotically high with papers and books. Occasionally he was to be seen talking to himself, and he had a habit of sleepwalking.


Smith originally coined the phrase the ‘invisible hand’ in his first book, The Theory of Moral Sentiments (1759), which focused on how humans interact and communicate, and on the relationship between moral rectitude and man’s innate pursuit of self-interest. After leaving Glasgow to tutor the young Duke of Buccleuch, he started work on the book that later became, to give it its full title, An Inquiry into the Nature and Causes of the Wealth of Nations.


Smith became something of a celebrity thereafter, and his ideas not only influenced all the big names of economics but also helped propel the Industrial Revolution and the first wave of globalization, which ended with the First World War. In the past 30 years, Smith has become a hero again, with his ideas on free markets, free trade and the division of labour (see Division of labour) underpinning modern economic thought.


Fittingly, in 2007, Smith was honoured as the first Scot to appear on a Bank of England banknote, with his face being displayed on the £20 note.









Taught by the hand Let’s take an inventor, Thomas, who has come up with an idea for a new type of light bulb – one that is more efficient, longer-lasting and brighter than the rest. He has done so to serve his own self-interest, in the hope of making himself rich, and perhaps famous. The by-product will be to benefit society as a whole, by creating jobs for those who will make the bulbs and enhancing the lives (and living rooms) of those who buy them. If there had been no demand for the light bulb, no one would have paid Thomas for it, and the invisible hand would have, in effect, slapped him down for making such a mistake.


Similarly, once Thomas is in business, others may see him making money and attempt to outdo him by devising similar light bulbs that are brighter and better. They too start getting rich. However, the invisible hand never sleeps. Thomas starts undercutting his competitors so as to ensure he keeps selling the most. Delighted customers benefit from even cheaper light bulbs.


At each stage of the process Thomas would be acting in his own interests rather than for those of society, but, counter-intuitively, everyone would benefit as a result. In a sense, the theory of the invisible hand is analogous to the idea in mathematics that two negatives make a positive. If only one person is acting in his or her own self-interest, but everyone else is being altruistic, the benefits of society will not be served.


One example concerns Coca-Cola, which changed the recipe of its fizzy drink in the 1980s in an effort to attract younger, more fashionable drinkers. However, New Coke was a complete disaster: the public did not appreciate the change, and sales plunged. The message of the invisible hand was clear and Coca-Cola, its profits slumping, withdrew New Coke after a few months. The old variety was reinstated, and customers were happy – as were Coca-Cola’s directors, since its profits quickly bounced back.


Smith recognized that there were circumstances under which the invisible hand theory would not work. Among them is a dilemma often known as the ‘tragedy of the commons’. The problem is that when there is only a limited supply of a particular resource, such as grazing land on a common, those who exploit the land will do so to the detriment of their neighbours. It is an argument that has been used with great force by those who campaign against climate change (see Environmental economics).


‘It is not from the benevolence of the butcher, the brewer or the baker that we expect our dinner, but from their regard to their own interest. We address ourselves, not to their humanity but to their self-love, and never talk to them of our own necessities but of their advantages.’


Adam Smith


Limits to free markets Although the idea of the invisible hand has occasionally been hijacked by right-wing politicians in recent decades, it is not a theory that necessarily represents a particular political view. It is a positive economic theory (see Micro and macro), though it seriously undermines those who think economies can be run better from the top down, with governments deciding what ought to be produced.


The invisible hand underlines the fact that individuals – rather than governments and administrators – should be able to decide what to produce and consume, but there are some important provisos. Smith was careful to distinguish between self-interest and pure selfish greed. It is in our self-interest to have a framework of laws and regulations that protect us, as consumers, from being treated unfairly. This includes property rights, the enforcing of patents and copyrights and laws protecting workers. The invisible hand must be backed up by the rule of law.


This is where Gordon Gekko got it wrong. Someone driven purely by greed might choose to cheat the law in an effort to enrich himself to the detriment of others. Adam Smith would never have approved.


the condensed idea


Self-interest is good for society






	timeline






	350 BC 

	Aristotle declares that property should be private






	1723

	Adam Smith born






	1759

	
The Theory of Moral Sentiments by Adam Smith is published






	1776

	
The Wealth of Nations by Adam Smith is published






	2007

	Smith’s contribution as the father of economics is recognized on the £20 banknote










02 Supply and demand


At the heart of economics and the very core of human relations lies the law of supply and demand. The way these two forces interact determines the prices of goods in the shops, the profits a company makes, and how one family becomes rich while another remains poor.


The law of supply and demand explains why supermarkets charge so much more for their premium sausages than their regular brand; why a computer company feels it can charge customers extra for a notebook computer merely by changing the colour. Just as a few elementary rules determine mathematics and physics, the simple interplay between supply and demand is to be found everywhere.


It is there in the crowded lanes of Otavalo in Ecuador and the wide avenues bordering Wall Street in New York. Despite their superficial differences – the dusty South American streets full of farmers, Manhattan replete with besuited bankers – in the eyes of the fundamentalist economist the two places are virtually identical. Look a little closer and you’ll see why: they are both major markets. Otavalo is one of Latin America’s biggest and most famous street markets; Wall Street, on the other hand, is home to the New York Stock Exchange. They are places where people go to buy or sell things.


The market brings the buyers and sellers together, whether at a physical set of stalls on which the products are sold or a virtual market such as Wall Street, where most trading is done through computer networks. And at the nexus between demand and supply is the price. These three apparently innocuous pieces of information can tell us an immense amount about society. They are the bedrock of market economics.


Demand represents the amount of goods or services people are willing to buy from a vendor at a particular price. The higher the price, the less people will want to buy, up to the point when they simply refuse to buy at all. Similarly, supply indicates the amount of goods or services a seller will part with for a certain price. The lower the price, the fewer goods the vendor will want to sell, since making them costs money and time.


‘We might as well reasonably dispute whether it is the upper or under blade of a pair of scissors that cuts a piece of paper, as whether value is governed by demand or supply.’


Alfred Marshall, Victorian economist


The price is right? Prices are the signal that tell us whether the supply of or demand for a particular product is rising or falling. Take house prices. In the early years of the 21st century they rose faster and faster in the US as more and more families took the plunge into home ownership, encouraged by cheap mortgage deals. This demand prompted housebuilders to construct more homes – particularly in Miami and parts of California. When, eventually, the homes were completed, the sudden glut of supply caused house prices to fall – and fast.


The open secret about economics is that, in reality, prices are rarely ever at their equilibrium. The price of roses rises and falls throughout the year: as summer turns to winter and supermarkets and florists have to source them from further abroad, the supply of roses drops and the price increases. Similarly, in the run-up to 14 February prices leap because of the demand for Valentine’s Day flowers.


Economists term this ‘seasonality’ or ‘noise’. Some, however, try to look beyond it to work out the equilibrium price. Take house prices again: no economist has yet worked out how much the average house should be worth. History tells us it should be worth a number of times someone’s salary – between three or four times on average – but there is no way of knowing for sure.








Supply and demand in action


In Ecuador, Maria is selling fine, homespun colourful Andean-style blankets on her stall in the market. She knows there is no point in selling each blanket at $10 or less, since at that price she could not afford to make the blanket or rent the stall. First, then, she sets the price at $50, at which level she can afford to make 80 blankets, but this proves too expensive for prospective customers and none get sold, so she starts dropping the price in order to clear her stock. Slowly but surely demand builds up for the blankets. Each time she drops the price, more customers arrive. At $40 she gets 20 sales, at $30 she can shift 40 blankets. By the time she gets the price down to $20 she realizes she has set it too low. As her stocks deplete she realizes she is not making new blankets fast enough to keep up with demand. She realizes that at a price of $30 the number of blankets she was making was keeping pace with the number that people wanted. She has just plotted the most important of all economic charts: a supply–demand curve. She has just discovered the equilibrium price for blankets.


The solid black line denotes the demand people have for Maria’s blankets; the broken grey the supply. When blankets are priced at zero, there is demand for 100 of them, but there is no supply (since they cost more than that to manufacture). When they are priced at $20 there is potential demand for 60 but Maria can only make 20 of them. The equilibrium price for blankets, according to the chart, is 30 dollars. This is when supply equals demand – as the graph shows.


[image: ]









One can learn some elementary lessons about people from the price of certain goods. A few years ago computer manufacturer Apple brought out its new Macbook laptop, and produced it in two colours, white and black, the second being a special, more expensive, version. Despite being identical in every other way to the white version – speed, hard disk space and so on – the black version was retailed for an extra $200. And yet they still sold successfully. This would not have happened without there being sufficient demand, so clearly people were happy to pay extra purely in order to distinguish themselves from their run-of-the-mill white laptop neighbours.


Elastic fantastic Sometimes supply and demand take a while to respond to changes in prices. If a telephone company raises its call charges, consumers tend to cut back pretty quickly on the number of calls they make or, alternatively, to move to a different phone company. In economic parlance, their demand is price elastic – it alters with changes in prices.


In other cases, consumers are slow to react to changes in costs – they are price inelastic. For example, when oil prices rose sharply early this millennium, consumers faced with high fuel prices could not switch to an alternative, nor could they necessarily afford to buy a new, expensive, electric or hybrid car to cut costs. Similarly, oil-intensive companies could do little but absorb the extra cost. Gradually, some consumers switched to using public transport. Such switches are known as substitution away from expensive items to alternatives. Many families, though, had little choice but to shoulder the higher cost of fuel for as long as possible.


‘Teach a parrot the terms “supply and demand” and you’ve got an economist.’


Thomas Carlyle


Of course, what goes for demand goes equally for supply, which can also be elastic or inelastic. Many businesses have become extremely adaptive – or price elastic – when demand for their products drops, laying off workers or cutting back on investment as a response. Others, however, are more inelastic and therefore find things less easy. For instance, a Caribbean banana producer might find it extremely difficult to cut back on his business if he is either muscled out by bigger Latin American producers or finds that consumers are less keen to buy his bananas.


Whether it be the Ecuadorian stallholder, the Wall Street banker or anyone else, the primary force behind economic decisions is always the interplay between prices and the buyers and sellers who determine them; in other words, supply and demand.


the condensed idea


Something is perfectly priced when supply equals demand






	timeline






	1776

	
The Wealth of Nations by Adam Smith is published






	1807

	French economist Jean-Baptiste Say lays down his law – that demand would always match supply over time






	1890

	Alfred Marshall popularizes supply–demand curves and tables






	1930s

	Sir John Hicks refines the economics of supply and demand










03 The Malthusian trap


It is paradoxical that one of the most popular, powerful and enduring theories in economics has been proven wrong generation after generation. But then, there are few more captivating ideas than that the human race is expanding and exploiting the planet’s resources so fast that it is heading for inevitable self-annihilation. Behold the Malthusian trap.


You are probably familiar from your biology lessons with those microscopic images of cells multiplying. You start with a couple of cells, each of which divide to form another pair; they multiply rapidly, second by second spreading out to the corners of the Petri dish until, eventually, they have filled it to its very edge and there is no more room left. What happens then?


Now take humans. They also reproduce at an exponential rate. Might we not be expanding too fast to be able to sustain ourselves? Two centuries ago, English economist Thomas Malthus was convinced we were. Humans were growing much faster than were their sources of food, he calculated. More specifically, he came up with the idea that the human population was rising geometrically (i.e. by multiples – 2, 4, 8, 16, 32 …) while the food available to them was growing arithmetically (i.e. by addition – 2, 4, 6, 8 …).


As Malthus himself said in his 1798 Essay on the Principle of Population, man needs food in order to survive, and man is multiplying at a rapid rate. He concluded:




I say that the power of population is indefinitely greater than the power in the earth to produce subsistence for man. Population, when unchecked, increases in a geometrical ratio. Subsistence only increases in an arithmetical ratio. A slight acquaintance with the numbers will show the immensity of the first power in comparison with the second.





In his eyes, the human race was heading for an inevitable crunch. Unless it voluntarily cut its birth rate (which he thought was inconceivable), the human population would suffer one of three unpalatable checks imposed by nature to keep it at certain sustainable limits: famine, disease or war. People would be unable to eat, succumb to some plague or another, or fight each other for increasingly scarce resources.


You can see why the Malthusian trap is often referred to as the Malthusian catastrophe or dilemma. This profound problem is still used today by various experts who advocate the necessity of controlling the size of the world population. It is an idea which has been adopted by many environmental movements to illustrate the unsustainability of the human race.


‘Malthus has been buried many times, and Malthusian scarcity with him. But as Garrett Hardin remarked, anyone who has to be reburied so often cannot be entirely dead.’


Herman E. Daly, US economist


Problems with the theory But Malthus was wrong. Since he put pen to paper, the global population, which he thought was reaching a natural peak, has grown from 980 million to 6.5 billion. It is projected to balloon to more than 9 billion by 2050. Yet the majority of people on the planet are better fed, more healthy and longer-lived than ever before. Malthus was wrong in two areas:




	Humans themselves have a track record in devising technologies to solve these problems. Partly thanks to the laws of supply and demand, which have encouraged producers to devise better, more efficient means of generating food, the world has seen a series of agricultural revolutions, each dramatically increasing the available resources. Humans, with the help of the market, solved the food problem.


	Population does not always grow exponentially. It has a natural tendency to level off after a period. Unlike cells, which will multiply until they have filled the dish, humans tend, once they reach a certain level of affluence, to reproduce less. In fact, human fertility has been dropping significantly recently, with birth rates in Japan, Canada, Brazil, Turkey and all of Europe insufficient to prevent depopulation. Longer life spans means the population is becoming gradually older, but that is another story (see Pensions and the welfare state).











Thomas Robert Malthus 1766–1834


Despite being the man who inspired Thomas Carlyle’s dismissal of economics as ‘the dismal science’, Thomas Malthus was in fact a highly popular, entertaining character, sociable and well regarded, despite his gloomy ideas. He was born into a wealthy family with an intellectual bent – indeed his father was an acquaintance of the philosophers David Hume and Jean-Jacques Rousseau – and spent most of his life either studying or teaching, bar a period as an Anglican curate. Economics was seen as so protean a subject that it was not recognized in its own right by most universities, so Malthus studied and later taught mathematics at Jesus College, Cambridge. However, it is a testament to the growing popularity of economics that in the early 19th century he became the world’s first ever economics professor, teaching the subject at the East India Company College (now known as Haileybury) in Hertfordshire. And, in 1818, in a clear sign of the field’s importance, Malthus became a Fellow of the Royal Society, in recognition of his pioneering work in economics.









Economic historian Gregory Clark argues in his controversial book A Farewell to Alms that until 1790 man was indeed stuck in a Malthusian trap, but, due to a combination of factors thereafter – including the ill-fortune of the poorest to be killed off by disease, the need for them to be replaced by children of the upper and middle classes (‘downward social mobility’) and the proclivity of these classes to work harder – England escaped. He asserts that many parts of the world, having still not undergone this experience, remain stuck in the trap.


However, what was certainly not wrong was the theory underlying Malthusianism: the law of diminishing returns. It has important lessons for businesses. Take a small farm or factory. The boss decides to add one extra member of staff each week. To start with, each new employee causes a big jump in production. Some weeks later, though, there will come a point when each new worker makes that little bit less difference than the previous one. There is only so much difference an extra pair of hands can make when there is a finite number of fields or machines with which to work.


Apocalypse where? The way most of what we now call the Western world (Europe, the US, Japan and a handful of other advanced economies) broke out of the Malthusian trap was by raising agricultural productivity while at the same time, people as they grew wealthier had fewer children. This, alongside the invention of new technologies, helped fuel the Industrial Revolution, and eventually catapulted levels of wealth and health ever higher. Unfortunately, there are parts of the world which are still stuck in the trap.


In many sub-Saharan African countries, the land produces so little food that the vast majority of people have to work in subsistence farming. When they boost agricultural output by using new technologies to grow more crops, their populations balloon, and the famines that often follow in years of bad harvests keep the population from growing and becoming richer in the ensuing years.


Apocalypse when? Neo-Malthusians argue that although human ingenuity has managed to delay the catastrophe for a couple of centuries, we are now on the brink of another crunch. They contend that although Malthus’s arguments revolved around food, one could just as easily insert oil and energy sources as being the chief ‘means of man’s support’. With the point of ‘peak oil’ close at hand, or perhaps having passed, the global population will soon reach unsustainable levels. Whether the technological advances or population restraint that prevented Malthus from being proved right hitherto will apply this time remains to be seen.


the condensed idea


Beware relentless rises in population






	timeline






	1776

	
The Wealth of Nations by Adam Smith is published






	1798

	
Essay on the Principle of Population by Thomas Robert Malthus is published






	1805

	Malthus becomes professor of economics at Haileybury






	1859

	
On the Origin of Species by Charles Darwin – and influenced by Malthus’s ideas – is published










04 Opportunity cost


However wealthy and influential we may be, we can never find enough hours in the day to do everything we want. Economics deals with this problem through the notion of opportunity cost, which simply refers to whether someone’s time or money could be better spent on something else.


Every hour of our time has a value. For every hour we work at one job we could quite easily be doing another, or be sleeping or watching a film. Each of these options has a different opportunity cost – namely, what they cost us in missed opportunities.


Say you intend to watch a football match but the tickets are expensive and it will take you a couple of hours to get to and from the stadium. Why not, you might reason, watch the game from home and use the leftover money and time (the time you’d have spent in pre- and post-match traffic) to have dinner with friends? This – the alternative use of your cash and time – is the opportunity cost.


Another example is whether or not to go to university. On the one hand, years spent there should be richly rewarding, both intellectually and socially; graduates also tend to receive better job opportunities. On the other hand, there is the cost of tuition, books and coursework. However, this ignores the opportunity cost: for the three or four years you are at university you could quite easily be in paid employment, earning cash and enhancing your CV with valuable work experience.


‘From the standpoint of society as a whole, the “cost” of anything is the value that it has in alternative uses.’


Thomas Sowell, US economist


Forgone opportunities The concept of opportunity cost is as important for businesses as for individuals. Take a shoe factory. The owner plans to invest £500,000 in a new machine that will dramatically speed up the rate at which he produces leather shoes. That money could just as easily be put into a bank account where it could earn 5 per cent interest a year. Therefore the opportunity cost of the investment is £25,000 a year – the amount forgone by investing in the machinery.


For economists, every decision is tempered by knowledge of what one must forgo – in terms of money and enjoyment – in order to take it up. By knowing precisely what you are receiving and what you are missing out on, you ought to be able to make better-informed, more rational decisions.


Consider that most famous economic rule of all: there’s no such thing as a free lunch. Even if someone offers to take you out to lunch for free, with no expectation that you will return the favour or make conversation during the meal, the lunch is still not entirely free. The time you will spend in the restaurant still costs you something in terms of forgone opportunities.


Some people find the idea of opportunity cost immensely depressing: imagine spending your entire life calculating whether your time would be better spent elsewhere doing something more profitable or enjoyable. Yet, in a sense it’s human nature to do precisely that – we assess the pros and cons of decisions all the time.








Making money work for you


Most of us have experienced that sinking feeling when we’ve bet on the wrong team in a sports game or backed an investment that fails rather than making a million. That feeling is the realization of opportunity cost – of an opportunity missed. Consider the scenario of a pound invested in UK Treasury bills – a kind of government debt – in 1900. One hundred years later it was worth £140. A pound that had simply tracked inflation would have been worth just £54, but put it into UK equities – another word for shares – its value would have risen to £16,946. In this case the opportunity cost of failing to invest in shares was immense.


When it comes to buying a home, the opportunity costs are far more unpredictable. On the one hand, when house prices are rising fast, those who rent rather than buy may fear they are missing out on a possible money-spinner. However, they will be far better off when house prices are falling because they are immune from the impact. Just as importantly, when you put away a chunk of your income for a deposit, you are forgoing the possible gains you could make by investing that money elsewhere.









In the world of business, a popular slogan is ‘value for money’. People, it is said, want their cash to go as far as possible. However, another slogan is fast gaining ground: ‘value for time’. The biggest constraint on our resources is the number of hours we can devote to something, so we look to maximize the return we get on our investment of time. By reading this chapter you are giving over a small slice of your time which could be spent doing other activities – sleeping, eating, watching a film and so on. In return, however, this chapter will help you to think like an economist, closely considering the opportunity cost of each of your decisions.


Opportunity cost at home Whether we realize it or not, we all make judgements based on the idea of opportunity cost. If your pipes spout a leak at home, you could decide to fix the problem yourself, having worked out that even after you’ve paid for the tools, the book on plumbing and so forth you will still save a considerable sum compared with calling out a professional. However, the extra invisible cost is those things you might have done with the time spent undertaking the repair – not to mention the fact that a plumber would probably do a better job. Such an idea is closely tied in with the theory of comparative advantage (see Comparative advantage).


Opportunity cost in government Governments around the world similarly employ the opportunity cost argument when it comes to privatization. They reason not only that public utilities would often be better run in the private sector, but also that the money freed up from the sale could be used more effectively for public investment.


However, decisions taken with an eye on the opportunity cost can often go wrong. Back in 1999, British Chancellor Gordon Brown decided to sell off almost 400 tonnes – the vast majority – of the UK’s gold reserves. At that point, the gold had been sitting idle in the Bank of England’s vaults for many years, and its value had fallen, since many regarded gold as a poor investment. The same cash, had it been invested in securities such as government bonds, would have risen steadily in those previous years. So the UK Treasury decided to sell off the gold for an average price of $276 an ounce in exchange for various kinds of bonds.


‘The cost of something is what you give up to get it.’


Greg Mankiw, Harvard economics professor


Few could have foreseen that less than a decade later, the price of gold had climbed sharply, to just below $981 per ounce, meaning that the gold Gordon Brown had sold off for $3.5 billion would now have been worth some $12.5 billion. The UK government made some profit from investing the proceeds of the sale – but not a fraction of what it would have made had it left the gold where it was sitting and sold it later. This illustrates one of the perils of opportunity cost – it encourages you to believe that the grass is always greener.


the condensed idea


Time is money






	timeline






	1776

	
The Wealth of Nations by Adam Smith is published






	1798

	
Essay on the Principle of Population by Thomas Robert Malthus is published






	1817

	
Principles of Political Economy and Taxation by David Ricardo is published






	1889

	Friedrich von Wieser formalizes the concept of opportunity cost










05 Incentives


For years it was one of the best-kept secrets in Jamaica. Coral Spring Beach was among the whitest and most glorious stretches of coast on the Caribbean island’s north side. But then, one morning in 2008, developers building a hotel nearby arrived to discover something bizarre. The sand had gone. Thieves had been in under cover of night and stolen 500 truck-loads of the stuff.


Barrels of sand are more or less worthless in most parts of the world, but clearly not so in Jamaica. Who then committed the crime? Was it a rival in the tourist industry, who wanted the sand for their own beach; or was it a construction company planning to use it as a building material? Either way, one thing was clear: someone had taken desperate measures to get hold of the sand – someone with a serious incentive for doing so.


Rather like the detectives working on this case, an economist’s job is, all too often, to work out what drives people to take certain decisions. He or she must detach themselves from the moral, political or sociological questions behind why people do things and must instead empirically determine the forces that push them towards their decisions.
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