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				Introduction

				This book is an introduction to the field of economics, presented in the form of 160 easily digested (but nutritious) topics, which cover both the long history of the subject – from ancient history to the present day – and its wide scope, from the market for gold to the market for complex financial derivatives.

			

		

		
			
				Why is economics important, how has it affected the world, and why is it relevant for you? Until fairly recently, introductory books on economics could answer these questions, and motivate their readers, by summarizing a basic history, which typically went something like this:

				Once upon a time, people used to exchange goods through barter. After a while they started using coins made of gold or silver, which made the market economy possible. For centuries, under systems such as feudalism, the size and scope of markets remained mostly small-scale, and our knowledge of economics was primitive. This changed in the eighteenth century as the Industrial Revolution powered economic growth, and economists beginning with Adam Smith argued that the “invisible hand” of the market drives prices to an equilibrium level, according to the law of supply and demand.

				During the twentieth century, economists used sophisticated mathematical tools to scientifically prove that, just as Smith had predicted, free markets do lead to an optimal outcome, though subject to a number of caveats. It can even be claimed that, as one pundit put it, “The invisible hand gives you the iPhone.”

				Today, people working in finance use models developed by Nobel-winning economists to predict stock markets and manage risk to a high level of scientific precision, while policy-makers and the public rely on economists for an accurate understanding of complex social issues. The field of economics is a broad church that encompasses diverse approaches, but it supplies a generally consistent framework for understanding not just the economy, but many aspects of life, from happiness to how to manage the environment. Economics has never been more important than it is today.

				Of course, we have now had time to absorb the lessons of the Great Financial Crisis (2007/8), so the above kind of narrative doesn’t hold up so well. In fact, every sentence is at best only partly true (except for the last).
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				Money started with ancient credit systems, not coins. People have been thinking about economics since ancient times, and many of their teachings – such as the question of a “just price” – have been neglected by modern economists but are especially relevant today.

				The “law of supply and demand” is not a law; there is no scientific proof of the invisible hand; engineers gave us the iPhone; prize-winning formulas came close to blowing up the economy; and there is a general sense that if economists can’t predict a financial crisis, they probably aren’t the best people to trust with preventing an environmental one.

				Most importantly, economics is not an objective science, but a human pursuit where economic theories both reflect and shape the existing social context. Economic models can therefore be read as a kind of story about the world, which often say as much about the storyteller as they do about reality (and sometimes the old stories are the best).

				This might be enough to put you off economics – but if anything it should do the opposite. Because economics really has never been more important than it is today.

				The world is faced with a number of overlapping and interconnected problems, each of which involve economics, and whose solutions require new kinds of economic thinking.

				One is inequality. As business leader and self-identified rich person Nick Hanauer warned his “fellow plutocrats” in a 2014 TED talk, “if wealth, power, and income continue to concentrate at the very tippy top, our society will change from a capitalist democracy to a neo-feudalist rentier society”. If that is the case, we might soon be returning to the economic teachings of a thousand years ago for advice.
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				Another problem is financial instability. One lesson from the crisis was that existing economic models didn’t just fail to predict the financial meltdown, they also helped cause it, by giving their users a false sense of security.

				Finally, the climate crisis asks a question that traditional economics, with its emphasis on growth, seems fundamentally ill-equipped to answer – namely, are there limits to growth?

				Fortunately, economics has historically made the most progress when faced with such crises. As we’ll see, the Great Depression of the 1930s led to a new kind of economics, and the most recent crisis is having a similar effect, as economics looks to a range of fields from complexity science to biology in the search for new approaches.

				This book will give an overview of economics that shows where conventional theory works, where it breaks down, and where alternative ideas are being used to address problems both old and new. The topics are divided into themes, and there is also a rough chronological order, but each is fairly self-contained so that readers can jump in anywhere.

				The Nobel laureate radiochemist-turned-economist Frederick Soddy saw economics as occupying the space between matter and soul. As he wrote in his 1920 book Cartesian Economics: “It is in this middle field that economics lies, unaffected whether by the ultimate philosophy of the electron or the soul, and concerned rather with the interaction, with the middle world of life of these two end worlds of physics and mind in their commonest everyday aspects.”

				For a series of short glimpses into that mysterious world, read on.
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				WHAT IS ECONOMICS?

				A traditional definition of economics is that economics is the science of scarcity.

			

		

		
			
				ENDS AND MEANS

				The English economist Lionel Robbins wrote in 1932 that “Economics is a science which studies human behaviour as a relationship between ends and scarce means which have alternative uses” and similar definitions still appear in modern textbooks. According to the Economist magazine, “The most concise, non-abusive, definition is the study of how society uses its scarce resources.”

			

		

		
			
				THE DISMAL SCIENCE

				The nineteenth-century Victorian historian Thomas Carlyle famously called economics the “dismal science” (in an article defending slavery) and the emphasis on scarcity is one reason the label stuck.

			

		

		
			
				THE SCIENCE OF MONEY

				A simpler definition, which would apply to this book, is that economics is the study of transactions involving money.

			

		

		
			
				But some see economics as a method for analysing human systems in general. The economist Gary Becker echoed Robbins when he wrote that “Economics is the study of the allocation of scarce resources to satisfy competing ends”, but more generally he described the approach in 1976 as a combination of “maximizing behaviour, stable preferences, and market equilibrium, used relentlessly and unflinchingly”.

			

		

		
			
				As we’ll see, economics exists at the contested border between the sciences and the humanities, and combines a range of disciplines, including psychology, sociology, accounting, applied mathematics, and so on.

				Perhaps an easier question to ask is, what does an economist do?

			

		

		
			
				BASICS

			

		

		
			
				Basics

				What is economics?
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				WHAT DOES AN ECONOMIST DO?

				Economists analyse data, research trends, and evaluate economic issues. They may work for academia, businesses, governments, think-tanks, banks, and so on. They are also invited on news shows to try to explain the crisis that just happened.

			

		

		
			
				AN ECONOMIST’S LIFE

				Economists are well paid. In 2018, the median pay for an economist in the US was $104,340. That compares with $78,650 for social scientists in general, or $38,640 for all occupations.

			

		

		
			
				• Microeconomics: the behaviourof individuals and firms.

				• Macroeconomics: big-picture thingslike growth, unemployment,and inflation.

				• Econometrics: searching forcorrelations or trends in the data.

				• Finance: investments, markets, risk.

				• Industrial organization: the structure of firms and markets.

				• International economics: international trade,the impact of globalization.

				• Labour economics: employment and wages.

				• Public finance: government policies on tax, budgets, etc.

			

		

		
			
				THE MASTER-ECONOMIST

				As the English economist John Maynard Keynes wrote in 1924, “the master-economist must possess a rare combination of gifts. He 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 lie entirely outside his regard.” No wonder they are well paid!

			

		

		
			
				As we will see, economists may specialize in a number of different areas, including:

			

		

		
			
				invest

			

		

		
			
				supply

			

		

		
			
				demand
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				What does an economist do?
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				WHAT IS WEALTH?

				A basic question in economics is how to improve wealth – which presumes we know what that is.

			

		

		
			
				MATERIAL WEALTH

				One measure of wealth is our material well-being, which overall has seen enormous improvements, especially over the last three hundred years since the Industrial Revolution kicked off.

			

		

		
			
				We have also seen a massive rise in other measures of prosperity: we now own more stuff, and more sophisticated toys and machines, than at any time in history.

			

		

		
			
				In the early nineteenth century, life expectancy in England was about forty years (in part because of infant mortality). It is now about twice that.

			

		

		
			
				VIRTUAL WEALTH

				Economics also deals with another kind of wealth that is rather different, namely virtual wealth. This has more to do with the power to make something valuable through property rights. For example, Bill Gates became fabulously wealthy by exerting control over who can use the Windows operating system. Programmers who develop open-source code, such as the Linux software used to run computer servers, tend not to be billionaires.

			

		

		
			
				Economics operates at the interface between these real and virtual sides of wealth, which is mediated by money. The money system is a way to attach virtual numbers to real goods and services.

				While the prestige of economics grew alongside this explosion 

			

		

		
			
				in material wealth, we should remember that the profession plays only a supporting and explanatory role – the Industrial Revolution was driven by engineers, not economists! And, as seen later, economic growth doesn’t always translate into broader measures of progress.
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				ANCIENT ECONOMICS

				The word “economics” is from the Greek oikos (for “household”) and nomos (“law”), so means “household rule” or “home management”.

			

		

		
			
				PLATO

				In his Republic, Plato (427–347 bc) described a utopian society ruled over by philosopher kings known as “guardians”. In order to prevent corruption, these guardians “will not be allowed to own property or lay their hands on gold or silver, and will receive only a basic living wage. Their interest will therefore be for the wealth of the society as a whole, not themselves.”

			

		

		
			
				ARISTOTLE

				Plato’s student Aristotle (384–322 bc) noticed that merchants often became rich, not through producing anything of value themselves, but simply through the act of exchange, or through usury (the lending of money for interest). In Politics, he therefore distinguished between two types of exchange: the “natural” type that aims to satisfy genuine needs, and the “unnatural” that aims only to make money.

				As we’ll see, ethical issues such as corruption and speculation are still an important challenge for economics.

			

		

		
			
				XENOPHON

				One of the first books on the subject was by the philosopher Xenophon (431–c.360 bc), who was a contemporary of Plato. His tract Oikonomikos described “the business of the good estate manager”. Writing in a time when Athens was growing rapidly in terms of both size and complexity, he argued that complex tasks are best approached through division of labour – an idea later championed by Adam Smith.

			

		

		
			
				HISTORICAL OVERVIEW I

			

		

		
			
				Historical overview I

				Ancient economics
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				SCHOLASTIC ECONOMICS

				In the Middle Ages, the school of economic thought known today as scholastic economics combined Aristotle’s ideas with Christian theology, and focused on questions of ethics.

			

		

		
			
				THE FIRST UNIVERSITIES

				Aristotelean philosophy formed the core of the curriculum for the first universities, such as Bologna (founded in 1088), Paris (c.1150), and Oxford (1167).

			

		

		
			
				AQUINAS

				The Dominican friar Saint Thomas Aquinas (1225–74), who taught in Paris and Cologne, emphasized the rationality of Greek philosophy, writing that “Reason in man is rather like God in the world.” He argued that transactions should be at a “just price” in the sense that neither the buyer nor the seller is acting under duress, or trying to take advantage of the other person.

			

		

		
			
				ethical questions

				Such questions are of course still very relevant. One study from 1986 asked the following question of a random sample of Canadians:

			

		

		
			
				“A hardware store has been selling snow shovels for $15. The morning after a large snowstorm, the store raises the price to $20. Rate this action as: completely fair, acceptable, somewhat unfair, or very unfair.”

			

		

		
			
				Eighty-two per cent of the respondents chose “somewhat unfair” or “very unfair”. Consumers don’t like being taken advantage of any more today than they did in the Middle Ages.

			

		

		
			
				HISTORICAL OVERVIEW I

			

		

		
			
				Scholastic economics
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				FEUDALISM

				Economics is always shaped by prevailing social structures and beliefs, and scholastic economics was in part a product of the feudal system in Europe, where what counted was not money, but land and power.

			

		

		
			
				LORDS OF THE LAND

				Sovereigns granted land to their lords, who in turn granted plots to their vassals in exchange for work on the estate, military service, and a portion of the land’s agricultural yield. Large areas of land were reserved as collectively managed commons and 

				were used for purposes such as animal grazing and collecting firewood. The most powerful landlord was the Church, which also dominated most of the thinking about money and economics.

			

		

		
			
				ETHICS

				The focus was not on efficiency, but on ethics. As Thomas Aquinas wrote, “Charity is the mother of all virtues, inasmuch as it informs all virtues.” Avarice was treated as a deadly sin.

				We no longer live in a feudal system, but many of the same concerns arise today. For example, the question of how to successfully manage common areas, e.g. the 

				Earth’s atmosphere, has become especially urgent in recent times. And instead of monopolistic landowners, we have monopolistic owners of intellectual property, in what has been called digital feudalism.

				Since the Great Financial Crisis of 2007/8, there have also been increasing calls for economics to engage again with ethical issues.

			

		

		
			
				HISTORICAL OVERVIEW I

			

		

		
			
				Feudalism
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				ISLAMIC ECONOMICS

				As with the Christian Bible, sacred Islamic texts such as the Koran include statements that apply to the economy. Islamic law prohibits the trading of debt, the charging of interest, and gambling. Islam also requires every financial asset to be backed by a real asset.

			

		

		
			
				IBN KHALDUN

				The founder of Islamic economics is generally considered to be the scholar Ibn Khaldun (1332–1406). Many of his ideas prefigure those of Adam Smith. 

				For example, he showed how division of labour during a harvest creates surplus value: “Through cooperation, the needs of a number of persons, many times greater than their own, can be satisfied.”

			

		

		
			
				TAX POLICY

				Khaldun is also credited with developing a version of a labour theory of value (discussed later), and the theory of supply and demand. His views on tax policy were even paraphrased by Ronald Reagan. As Khaldun wrote: “It should be known that at the beginning of the dynasty, taxation yields a large revenue from small assessments. At the end of the dynasty, taxation yields a small revenue from large assessments.” Reagan added that “we’re trying to get down to the small assessments and the great revenues”.

				Islamic finance gives a different view of our modern financial system, which involves the trading of massive amounts of debt, charging of interest, and gambling on derivatives that are not backed by anything real.

			

		

		
			
				HISTORICAL OVERVIEW I

			

		

		
			
				Islamic economics
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				DOUBLE-ENTRY BOOKKEEPING

				The growing role of money in the fifteenth century required a way to keep track of it. Having been used for over a century by merchants, the accounting method known as double-entry bookkeeping was codified by the mathematician and Franciscan friar Luca Pacioli, in his 1494 book Summa de arithmetica.

			

		

		
			
				ASSETS AND LIABILITIES

				The technique is so named because every transaction is entered in two different accounts, once as a debit and once as a credit. For every asset on one side, there is a liability on the other.

				The method helped detect errors, since the sum of credits over all accounts should be balanced by the sum of debits.

				Of course, even with such checks and balances, accountants can still find ways to cook the books, or at least improve their flavour. One reason the UK travel firm Thomas Cook went bust in 2019 was because it was forced to write off intangible assets under the umbrella heading of “goodwill” to the tune of £1.1 billion.

			

		

		
			
				PROFITS

				It also gave a quick snapshot of profitability. As Mr Micawber said in Charles Dickens’ 1849 novel David Copperfield: “Annual income £20, annual expenditure £19.19.6, result happiness. Annual income £20, annual expenditure £20.0.6, result misery.”

			

		

		
			
				HISTORICAL OVERVIEW I

			

		

		
			
				Double-entry bookkeeping
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				MERCANTILISM

				By the time of the Renaissance (fourteenth to seventeenth centuries), a doctrine known as mercantilism emerged, which was dedicated to building and maintaining the reach and power of nations – not so much by increasing economic activity, but by accumulating as much “treasure” as possible, in the form of precious metal.

			

		

		
			
				USURY

				Restrictions on usury were gradually relaxed. One result was the rise of the bankers, as epitomized by the phenomenally rich and powerful Medici family in Italy.

			

		

		
			
				As Columbus wrote from Jamaica in 1503, “Gold is a wonderful thing! Whoever possesses it is master of everything he desires. With gold, one can even get souls into paradise.”

			

		

		
			
				NEW WORLD

			

		

		
			
				ZERO-SUM GAME

				In this view, the economy was a zero-sum game. As Thomas Mun (1571–1641), who was a director of the East India Company, put it: “One man’s loss is another man’s gain.” Adam Smith later wrote that the doctrine taught nations that “their interest lies in beggaring all their neighbours”.

				Today, countries including the US and China are sometimes accused of pursuing mercantilist, beggar-thy-neighbour trade policies.

			

		

		
			
				Technological advances in shipping, and expeditions by explorers such as Columbus, led to the establishment of new trade routes and an explosion in world trade. And the discovery of apparently limitless supplies of gold and silver in the New World meant that countries such as Spain suddenly found themselves flooded with riches (though inflation was a concern).

			

		

		
			
				HISTORICAL OVERVIEW I

			

		

		
			
				Mercantilism
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				THE INDUSTRIAL REVOLUTION

				Prior to the mid-eighteenth century, human economic output had remained fairly stable. That changed with the Industrial Revolution, which saw the emergence of new manufacturing processes in Europe and the United States.

			

		

		
			
				MECHANIZATION

				Hand production shifted to steam-powered machines and then to mechanized factories.

			

		

		
			
				NEW INSTITUTIONS

				The Industrial Revolution also saw the development of economic institutions such as trade unions, which were legalized in Great Britain in 1824, and corporate law.

			

		

		
			
				TIMELINE

				1760 The textile industry in Great Britain begins to mechanize, leading to a vast increase in productivity

				1781 James Watt patents an improved steam engine, which is soon used to power factories, steam boats, and trains

				1793 The revolution crosses the Atlantic, as Samuel Slater opens the first textile mill in Rhode Island

				1793 Eli Whitney invents the cotton gin, to mechanically separate cotton fibres from their seeds

				1811 The Luddites attack factories in Great Britain to protest against the use of machinery

			

		

		
			
				Industries affected include textiles, chemicals, iron production, transportation, and so on. The revolution touched every aspect of people’s lives, but especially the economy.

			

		

		
			
				Mechanization led to large increases in income and standards of living, as well as an increased rate of population growth. There was also a power shift from those who controlled land, to those who controlled capital, in the forms of machines and factories.
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