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PREFACE

Why Play Dumb?


[image: Image]


Here’s what I don’t get:


You get up each day and go to work, which means you’re active in the job market.


You have a credit card, a car loan, or a mortgage, which means you’re active in the credit markets.


You own your home or rent, or perhaps live in a college dorm, which means you’re active in the real estate market.


You save for retirement, college expenses, or maybe nowadays a tank of gas, which means you’re active in the financial markets.


You shop for things: groceries, home goods, cars, summer vacations. This means you play the role of consumer in many, many markets each and every day.


How can you do all this, lead life in the twenty-first century, without a good understanding of how markets work, and how a market economy works? Aren’t you scared by the gyrations in stock prices and the ups and downs of interest rates? How do you judge whether you’re fairly paid or have a future in your current line of work? And how can you tell which political candidate has the better economic platform?


Or let’s take the high road here. Middle East politics. It’s about religion, race, and economic opportunity. The battle over immigration, which has shifted to the front burner recently, is about changes in our nation’s demographics, but it’s also about the very real fear that immigrants will take jobs away from people who were born here. Our growing reliance on all things made in China. What is that if not economics?


My point is that to live in this world of ours, you need to know more than just a smattering of economics. Now, knowing more economics may not make you richer or happier. Those are not things that I, or any other author, can legitimately promise you. But reading this book will make you better informed and considerably more comfortable wading through the decisions that fill your days, and hopefully let you sleep better at night. Which would you rather have: a better night’s sleep or a million bucks? Well, me too. I’d rather have the million bucks. Since that’s not an option, though, my advice is that you give this book a try. After all, why play dumb if you don’t have to?


What to Expect from This Book


I know that, for most people, economics is something you take in college. Or not. Preferably not. The word conjures up images of complicated graphs, high-powered math, and word problems that would make your high school algebra teacher blush. Unfortunately, all this is true. The formal study of economics does use a lot of algebra, geometry, and calculus, which is why few people actually understand economics.


Luckily, there is another way. You may not know that the early economists considered themselves philosophers. They wrote extensively about the way people lived out their lives, the way markets worked, and the reasons why some people and some societies were better off than others. These are all economic topics, but in the old days they were explained with words and logic rather than equations and graphs.


One of the secrets that we economists keep to ourselves (I may be excommunicated from the American Economics Association just for saying this) is that good economics is very close to common sense. Were you to read some of the writings of those early economists, you would shake your head in agreement with practically everything they said because it would all sound like common sense to you.


This is the key to my approach. You’ll find no math in this book (except for the price on the jacket, which I hope you paid in full). You will find economic common sense to answer important questions of our day, like these: How is it that OPEC (the Organization of Petroleum Exporting Countries) exerts such influence over oil prices? Why are jobs moving overseas and what can—and should—we do about it? Is foreign trade good or bad? How do I make the big decisions affecting my retirement or saving for my kids’ education? And many, many more.


Before we can tackle those questions, we’ll have to run through some basic economic concepts, things like supply and demand, consumption and production, and government finance. We’ll also need to understand the basics of personal finance and learn how the financial system works. Even if you think you have a pretty good understanding of some of these concepts, I encourage you to read these chapters anyway. Not only will you learn some new stuff, but you may unlearn some things you take for granted that aren’t quite right (and besides, I worked hard to write these chapters!).


Once the basic skills have been covered, we’re free to explore the issues that make the front page of the newspaper every day and affect your life very directly. So, sit back, get comfortable, and open your mind to the possibilities of seeing life from a different perspective—that of a somewhat irreverent, maybe occasionally witty, but experienced economist who’s been on the front lines, lived through the wars, and is ready to spill the beans on all she’s learned.














PART I
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Basic Skills














1
Supply and Demand:
The Foundation of All
Things Economic
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Imagine a white sand beach, turquoise water lapping gently on the shore, a bottle of the local brew chilling in an ice bucket at your side, and a staff of young men in uniform off in the distance, ready to cater to your every wish. (I know what you’re thinking: Hey, if this is economics, I’m going to like this.) I visited a place like this once on the Caribbean island of Anguilla, and let me say that luxury on this scale is every bit what it’s cracked up to be.


I’ve also vacationed on a park bench, or a series of park benches to be exact. It was a lovely day, I needed a break, so I spent a day off with a library book, bottled water, and a rotating cast of city characters.


Why do we take vacations? Frankly it doesn’t matter whether it’s Anguilla or Central Park, vacations give us an escape from the daily routine. The annoying boss, the bump and grind of the daily commute, the pressure to do the right thing—everyone has something he wants to leave behind.


And yet as great as vacations are, there is one thing that can’t be left behind: the need to make choices. I may have been brain-dead in Anguilla, but I still had to choose between spiny lobster and filet mignon for dinner; whether to tan with SPF 15 or 30; to nap in the hammock or on the balcony of my cottage. Even on vacation, life is filled with really tough choices.


Of course, when we’re not on vacation, the number of choices we encounter virtually explodes in our faces. There are all those decisions related to work, to be sure, but on top of that there are the decisions that allow our everyday lives to take shape: decisions regarding our families and friends, our health, our homes and cars, our finances and our time. Life in modern-day America is an often overwhelming stream of decision-making. No wonder we look so tired!


If there were anything I could do to get you a ticket to that ritzy resort in Anguilla, I would. Unfortunately, wishing ain’t enough. I can’t stop the never-ending barrage of decisions you face, either. But I can promise you that by the end of this chapter, you’ll relax more, wherever you are, because you’ll understand better the decisions you’re forced to make each day. You see, economics is the study of human choice. There are many definitions of economics out there, and you’ve probably never thought of economics as the study of choice. But this is the definition I like best, the one I think best fits our lives. To understand our decisions of consequence, their parameters and implications, that’s what economics—and life—is really all about.


A Day in the Life of Me


As my kids will attest, I have a habit of springing “grand experiments” on my family and friends every so often, just to keep things interesting. There was the year we vacationed on an island in Lake Winnipesaukee and rented a motorboat for transportation. The house was inhabited by roughly forty thousand spiders, a conservative estimate, of which I managed to kill only ten thousand; I bruised my back falling down the house’s narrow circular steps; and I scraped the bottom of the boat and its propeller repeatedly while trying to dock in shallow waters. The trip cost me a fortune and my lower back still hurts when I climb out of bed in the morning.


Another of my grand ideas was that we finish off our basement ourselves. Let me just say that the sheetrock still shows random trapezoidal holes that were cut in error. … Truth is, as hard as it is for me to admit, most of my grand experiments are flops.


On a recent Friday in May, I sprang another experiment on my family, this time a relatively small one involving nothing more dangerous than dinner. Over the previous few days, I had seen numerous articles, ads, even a banner across my Yahoo homepage, promoting the “new potato.” It turns out the new potato wasn’t a potato at all, but rather a larger and rather ugly vegetable called a rutabaga. According to the articles, rutabagas could be made to taste like potatoes, but they offered many benefits over the lowly spud, namely more vitamins and fewer carbs. I decided to give it a shot (a quick look at the author photo on the jacket flap, if you haven’t been there already, will explain my interest in food that packs fewer calories). As I picked up a few things at the grocery store that Thursday after work, I passed by the heaping display of the small potatoes that I usually buy, and instead grabbed one of the few remaining rutabagas on display in an out-of-the-way corner of the produce aisle.


I called my sister, who’s a terrific cook, and told her of my intention to serve rutabagas for dinner instead of potatoes. She offered to devise a recipe for me that would make me forget potatoes forever—or at least one meal. Lo and behold, my family loved Gingered Rutabagas & Carrots. Wow! Needless to say, the rutabaga was even invited back for a repeat appearance. Over the next few weeks, I even tried other new recipes: Some worked; others didn’t. On the whole, though, we became rutabaga eaters.


Gingered Rutabagas & Carrots
From Martha Moore
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Preheat oven to 450 degrees Fahrenheit (232 C).


Place rutabagas and carrots on baking sheet in a single layer. Mix with 2 tablespoons oil. Salt and pepper to taste. Roast for 45 minutes or until vegetables are tender.


Place remaining tablespoon of oil, garlic, ginger, and vegetables in a frying pan and cook over medium heat for 5 minutes.


Serves four as a side course.


Now, let’s deal with the economics of my decision. I hope you noticed my comment that at my market, rutabagas were in rather short supply when I went shopping that Thursday, while the supply of potatoes was more than ample. I shopped at different markets in the ensuing weeks, and the same was true at all of them. Obviously, I wasn’t the only cook who had read the positive spin about the ’baga, and mine wasn’t the only family who found the rutabaga a yummy yet sophisticated alternative to potatoes. Increased demand had depleted the shelves of rutabagas and reduced the amount of potatoes being bought.


What follows is a re-creation, for I did not talk with the produce manager of my store, or with Ned, my favorite potato farmer. But I’m sure the following series of events transpired as a result of my decision, and those of other consumers, to buy more rutabagas.


Scene 1: Day 1: The produce aisle. The high school kid who stocks the shelves complains to his boss that there is no more room “out there” for the new shipment of potatoes they just received. The store’s produce manager reviews the situation, realizes the kid’s not wrong, for once, and calls the head office to let them know that they’d better cut back on their potato order for the next few weeks. And while they’re at it, could they ship more rutabagas. What the heck is going on?


Scene 2: Day 2: Head office. The produce buyer gets similar calls from many of the chain’s stores, which leads to a call to Farmer Ned up in Putney, Vermont. As perplexed as the produce buyer is by this strange turn of events, he relates to Ned the switch in shoppers’ buying habits and he cuts back on his order for Ned’s taters.


Scene 3: Day 2: Ned’s Potato Farm, Putney, Vermont. Ned walks from his small office to the kitchen to tell his wife that the produce man from my store’s home office just called to reduce his order. Ned is truly perplexed. That’s the fifth call he’s gotten that day. Were some of his potatoes bad? Are these guys hiking his price without telling him, or cutting the price of Idahos? Ned’s wife calms him down, says she’ll do some research.


Scene 4: Day 3: Ned’s Potato Farm, Putney, Vermont. As the sun sets, Ned’s wife walks out to the fields to report to her husband on what New England potato farmers are starting to call the “rutabaga phenomenon.” Ned and his wife discuss what it means for them, with their fields already sown with this year’s potato crop. And they talk about the adjustments they could make to next year’s plantings if it turns out that this thing lasts. Ned and his wife agree to keep close track of orders and shipments over the next few weeks, and to investigate fully what it would take to switch over some of their fields to rutabaga farming. In the meantime, Ned’s wife suggests a nice Sauvignon Blanc to ease the pain, so the two walk arm-in-arm toward their vintage farmhouse.


My decision to put rutabagas on my kitchen table in place of potatoes, when combined with a similar decision by other consumers in my area, had a pronounced effect on our friend Ned. The harm we caused him was not intentional or personal, of course. Nevertheless, Ned’s business felt the effects of reduced sales. In the long run, that is, over the course of the next few growing seasons, Ned would have important decisions of his own to make: to continue growing the same kind and amount of potatoes; to diversify into other crops like rutabagas or squash; to spend more on marketing, perhaps in an effort to win back customers like myself who may not realize the nutritional bargain that potatoes represent. In the short run, it’s fair to say that Ned has more immediate problems to resolve. Should he lower his price to ensure that he sells out his entire crop? Should he begin selling to wholesalers, or kick up efforts to sell directly to a few of the high-end restaurants that he’d been keeping at bay? One thing’s for sure: If demand doesn’t change and Ned doesn’t change, Ned’s income is going to fall.


Who Can Resist That New Car Smell?


Let’s switch gears. Another one of the choices I made that Friday in May, arguably with a lot more riding on it than what I put on the table for dinner, was my decision to ditch my son’s old car and replace it with a new, safer vehicle. Obviously, this is not a decision I make every day, although each day in the United States thousands do reach a similar conclusion. The effect on car companies and their employees of such decisions should be pretty obvious. When more of us choose to buy a new car, car companies sell more cars, employment in the auto industry rises, and the general well-being of communities around the nation’s auto manufacturing plants improves. Conversely, when fewer of us choose to replace our old cars, the industry—and the neighboring communities—suffers.


Got that? Good, because I have another point I want to make with this example, and that is that I was free to do what was right for me with regard to my son’s old car. Oh sure, my son had a lot to say about it, but my congressman did not. Think back to the late lamented Soviet Union. Thirty years ago, you had to be an Olympic pole vaulter, and a damn good one at that, to get a voucher for a car in the USSR. Even today in a relatively open economy like Singapore, the government influences the people’s choice of cars by imposing astronomical taxes on older cars that are more likely to break down and clog traffic. Here in the United States, I am proud to say the decision was mine and mine alone.


Once my decision was made, I should add, I had no trouble finding cars to buy. Within a ten-mile (16 km) radius of my home in the suburbs of Boston are ten new car dealers and fifteen used car dealers selling over twenty different brands of cars. Inventory was not an issue for me. By contrast, the physically fit Russian thirty years ago had the choice between a Volga and a Volga.


Now, when I say that no one else affected my decision, I do not mean that there were no other influences on my car purchase. After all, I had to be able to afford the car I picked out with and for my son. My income acted as a very real constraint on my decision. Indeed, it was my income that prevented my son from getting the car of his dreams. (What do you expect? He’s eighteen—he wanted a Corvette.)


My income was a constraint that day, and virtually every economic decision I make every day.* Our lives may be filled with choices, in other words, but those choices are hardly unconstrained. We are constantly weighing our desires against the reality of our checking and savings account balances. That’s life as 99.9 percent of us know it!


One-Half of the Equation: Demand


OK, in just a few short pages, I’ve laid the groundwork for understanding demand, one of the major building blocks of economics. What I’ve illustrated is that in our open and free economy, demand arises from a consumer doing what’s best for her and/or her family within the constraints imposed by her financial situation. As a result of those constraints, consumers typically buy more of something when it’s cheaper and less of the same product when its price is high. Common sense? You betcha! Good economics usually is.


I should add here that I could make this explanation of demand more complicated, but also more realistic, by introducing the notion of time. When we borrow, we spread out payments over a longer period of time. When we take out a mortgage to buy a house, for example, or a loan to buy a car, we spread the cost of the house or car over years; this allows us to buy something bigger than we could afford if we had only our monthly income to spend. Likewise, when we save, we give ourselves the option of spending our income over a longer period of time, which also lets us make major purchases that require more cash. Saving and borrowing—transactions that by their very nature involve time—are a good, if complicating, addition to our story, one that we’ll fudge for the moment. Even when the explanation of demand is complicated in this way, however, the essentials are still the same. We are, after all, rational human beings who make decisions pretty much the same way, day after day, year after year.



The American Businessperson:
A Wonder to Behold


So far we’ve been looking at things from the perspective of the American consumer, that is, me. Let’s jump to the other side of the cash register and contemplate life as a small business owner. Small businesses are the lifeblood of the U.S. economy. They account for most of the new jobs that are created each year, and obviously the vast majority of startups. Without the adventure- and profit-seeking mind-set of small business owners, our economy would be a faint shadow of itself.


I’ve been close to both small and big businesses in my time, and I have to tell you the decisions made by each of them are much the same. Bigger numbers, of course, with bigger businesses, but still the same decisions regarding hiring, cutbacks, new products, customer service, and the like. Oh, one more thing. I’ve noticed that the bigger the company, the bigger the mistakes!


If I weren’t a bit tired of potato farming, I would look at Ned’s business. Instead, let’s consider the local garden center where I bought two rosebushes one Friday night in May to replace those that had died in the harsh winter we New Englanders so love to hate. That the garden center had the variety of climbing roses I was looking for was no mean feat of business acumen. When the garden center owners finalized their orders for plants during the dead of winter, they had no way of knowing how bad or how long winter would end up being. They had no way of knowing how many people would choose to shop in their nursery instead of the new Home Depot down the road. Nor could they tell whether rose buyers like myself would want pink or yellow roses. They had to make an educated guess about these things and much, much more.


For the nursery owners, as for Ned the potato farmer, the stakes were high for getting it right. Have too much inventory on hand and it goes bad. Even if the goods don’t perish (cars, for instance), the business owner has to carry the excess stock on the firm’s books, which usually means absorbing the cost of financing.* Of course, just as awful as having too much inventory on hand is not having enough inventory. That means lost sales—ouch! I was satisfied with the selection and prices at the garden center, but I noticed that the store had run out of lilacs and had just a few straggly looking philodendrons left. The owners didn’t lose money, per se, from not making those sales, but they lost out on the opportunity to grow their profits. Ever meet a small business owner who wanted to stay poor? I rest my case.


If the consumer has a big cloud hanging over her head when she’s shopping—that being the waning balance in her checkbook—the business owner has a cloud over her head, too: risk. Because no one can predict the future with 100 percent accuracy, business owners live and work with niggling doubts about having made the right decisions with respect to ordering, pricing, hiring, advertising, hours—you name it. Risk is what takes the fun out of running a business.


Depending on your own experiences in life, you may realize that it is possible for businesses to share some of the risk they face. For example, a restaurant owner can purchase an insurance policy on his head chef to compensate the business if something awful were to happen to the cook (ptomaine poisoning, for example). Most retail stores will routinely buy property insurance to protect their shops from natural disasters and theft. In fact, there are many ways for business owners to share some types of risk.


Try as they might to mitigate risk, however, they can’t totally get rid of it. Nor do we want them to! I’m not being sadistic here (plenty of time for that later on). Risk may be the spoiler at the party, but it is also the reason why successful business owners make out so well financially. They’ve faced risk head-on and made good choices in the face of uncertainty. These folks deserve to be properly rewarded for having made good decisions. The body shop mechanic who correctly estimates how long and which parts it will take to fix the dent; the ticket scalper—oh, forgive me, ticket agent—who correctly estimates demand for the summer’s concerts; the football team that chose wisely at the draft. All these business people faced down uncertainty and they now drive BMWs to prove it. More power to ’em.


Of course, most business owners aren’t satisfied to take their just rewards for dealing successfully with risk. Most entrepreneurs and business executives dream of wealth on the scale of Bill Gates and Michael Dell. Again, this is a good thing. It’s plain that very few people in our day will be as wildly successful as Gates or Dell. But it is important for corporate presidents and CEOs to try their best to be as successful as these two. The profit motive is an integral part of the American economy. Without it, the economy simply wouldn’t function nearly as well.


The Other Half of the Equation: Supply


And so this brings us to the second building block of our economic system. As I explained earlier, economists use the word demand to represent the buying done by consumers, and I hope you understand that demand is the result of consumers doing what’s best for their families and for themselves in the face of very real financial constraints. Demand is only half the equation, however. To fill in the picture, I want you to envision a transaction for … anything, really. Roses, cars, rutabagas? Let’s make it simple: A bag of charcoal will do us fine. The consumer picks up a bag of charcoal at the store and goes to the cash register to pay for it. Watch it now: The consumer hands over the cash to the sales clerk who takes the cash and stores it in the register. Ever see a transaction where the consumer’s left hanging with his cash in hand? Not bloody likely, as the Brits would say. Transactions always have two sides: the buyer and the seller. There is always someone to fork over the dough and someone else to grab it off his sweaty palm.


Economists use the word supply to represent the actions of the seller in a transaction. And like consumers, sellers conduct transactions that are in their best interests. In most cases, this means they sell goods and services in order to make the highest profits they can, all while juggling the risks that are inherent in doing business. And because they want to earn the highest profit, suppliers prefer high prices to low prices. Just another example of good ol’ common sense, I hope you’ll agree.


Where Buyers and Sellers Meet: The Market


The U.S. economy, like most Western economies, is a market-based system. I’m sure you’ve read this somewhere, and it’s mostly true. So to truly understand economics, it is crucial for you to understand how markets work. Now, had this been three hundred years ago, the task of describing markets and their inner workings would have been relatively easy: Picture the town square on Saturday morning. Everyone in the town who has something to sell has arrived with their goods and wares, and all the townspeople have arrived to make their weekly purchases. They bargain, they haggle, they sell, they buy, and by midafternoon everyone’s done the business they came to do and the only folks left in the square are the teenagers flirting with one another while the street sweepers clean up the mess.


Well, needless to say, markets have changed. In most neighborhoods in America, your goods and wares can now come to you, instead of the other way around. In fact, you might very well have ordered a pizza to be delivered to your home when you sat down to read this chapter and you might be chomping on the crust of the last slice by now. (That is a good idea: Put down the crust, out of the dog’s reach, and go check on your teenager.)


As much as markets have obviously changed—the what, the who, the when, the where—amazingly enough, markets still function in much the same way they have for not just three hundred years but three thousand. The how, in other words, is much the same as it’s always been. For this reason, I’m going to begin this explanation of markets with a description of the Haymarket in Boston. If you’ve never been to the Haymarket, held near Fanueil Hall on Friday and Saturday mornings, no worries. Have you been to the Union Square Greenmarket in New York? The Dallas Farmers’ Market? The Hollywood Farmers’ Market in LA? No? Well, have you been to any kind of farmers’ market? Any such market will do.


What happens in the open at these farmers’ markets is something that sets my heart aflutter: Sellers and buyers meet face to face and trade at will. Let me describe it for you. The first to arrive, as a rule, are the sellers. As they set up their stands first thing in the morning, they covertly check out each other’s stalls, assessing both the quality and quantity of what’s been brought to market that day. After doing so, each farmer decides on the prices that work for him, that is, the prices that will land him the most money at the end of the day. Depending on the quality of his produce relative to that of the other sellers in the market, he may decide to price his peaches—which he’s mighty proud of—at the high end of the range he’s seeing in the market and his tomatoes—which he may have picked too early—at the low end of the range.Odds are, though, that he’ll stick within the range of prices he sees posted at the start of the market day.*


After the buyers arrive, the farmers will very soon get a good indication of whether the demand for their product is stronger or weaker than they had expected, and they will adjust their prices up or down to ensure a good day’s profits. In fact, good sellers will take stock of the market many times during the day and adjust their prices accordingly.


Most consumers arrive after the stalls are set up so that they don’t waste time. Upon arrival, savvy consumers will take a stroll around before buying, just to check on the quality and prices of the goods being offered. And then they’ll get down to business, searching out the best product at the cheapest price. Throughout the day, buyers will stream in and out of the market, resetting the conditions for sale.


Nothing is fixed in these markets. On the contrary, the market is in a constant state of flux. During the course of a day, the price of the average tomato or a banana might fluctuate by a penny, a nickel, or a dime, all depending on the appetite of buyers and the volume of produce that was brought to market by the sellers. Farmers have to monitor these price fluctuations carefully; otherwise, they may find themselves selling excellent quality produce for the price of lesser quality goods, or, equally bad, not selling their produce because the market price has decreased. Each minute in the market is different; each trade may be different. For me, the action of the marketplace is better than watching the Red Sox rip the Yankees, which is saying a lot.


By the end of market day, there’s very little left. Unless a seller posts a price that’s out of whack with either the quality of his goods or the going prices in the market, he’s likely to sell what he brought. And unless a buyer is especially cheap, refusing to pay the going price for a particular item, she’s unlikely to go home empty-handed. The reason these markets work well is that there are few or no restrictions on the action, and prices are free to rise and fall, as need be. No one’s there to tell a seller what his produce should sell for; the market itself—that is, the interaction of buyers and sellers—decides the value of his goods. Should the seller want to set a higher price than the guy at the next stand, he’s free to do so, knowing that if his goods don’t justify the higher price, his return trip might be a bit heavier than planned. If he wants to set a lower price and sell out quickly, that’s also his decision. Likewise, no one tells a buyer what she should pay for a basket of mushrooms; she offers what she wants and the seller is free to refuse. The price listed on the chalkboard is a suggested price, the price the seller thinks is fair for the market that day, but there’s nothing to stop a bloke from haggling.


In open-air markets like the Haymarket, we all do what we want and, amazingly enough, it all works out pretty darn well. This notion—that each of us acting in our own best interests will, if prices are flexible, result in the best-case scenario—is at the core of modern-day economic thinking. When consumers act in their own best interests and sellers individually strive to generate the most profits, then the result is a set of prices in the economy that best allocates scarce resources. It’s what the eighteenth-century philosopher Adam Smith called the invisible hand. If everybody does what’s in his best interest—the consumer and business owner alike—then, as if an invisible hand were guiding us, our economy will reach optimal levels of production, income, employment, and well-being.


By what miracle does this happen? The key is flexible prices. It’s prices going up and down, being rejected and accepted by the participants in the market, that does this.* Prices tell consumers what a good or service is worth in the economy, and then the consumer determines whether it’s worth it or not for her. Prices tell companies what consumers are willing to pay for an item, and then the company’s managers determine whether they are willing to produce the item to sell at that price. No master planner. No Politburo chief. Each of us makes up our own mind, acts in our own self-interest, and the result is the best possible allocation of goods and resources. Pretty neat, huh?


One More Time


The role that prices play in a free market economy is so crucial that it’s worth another example to drive the point home. This will also give us the opportunity to focus in on the way free markets allocate resources. Let’s consider a modern market of interest to many, many people: college prep tutoring.


Any of you who have children in high school or college know that getting a kid into college today is awfully hard work. Competition is stiff at the most competitive schools, as it has always been, but it’s even hard getting kids into the large state universities these days.


Thirty years ago, as a senior in high school, I took an SAT prep course from Kaplan that promised to improve my scores (it did, by the way). Most of my friends did not take the course. Today, it’s just the opposite. It’s the rare kid who doesn’t take a course, work through practice tests, or get private tutoring for this potentially life-changing event.


There are a number of outfits out there to prepare kids for the SATs. Kaplan is still around, bigger than ever, but today it’s joined by Princeton Review and a host of smaller mom-and-pop operations. Obviously, parents are willing to spend big bucks to help their kids secure a place at the right college.


How did SAT prep get to be a billion-dollar industry? Organically. As Kaplan’s classes filled and sold out, the company expanded its locations and course times. Kaplan could have charged more and kept the number of seats in its classes unchanged, but the owners reasoned correctly that they’d take in more money by making a reasonable profit on an ever larger chunk of America’s one million graduating seniors each year. Kaplan’s success spurred firms like Princeton Review to expand from book production to class instruction. To staff its centers, Kaplan and Princeton Review hired more and more educators. (Interestingly, many more secondary teachers today take a second job as tutors or college prep teachers.) And then the inevitable happened: The strongest and most profit-minded of these teachers started their own firms, drawing on local name recognition and strong word-of-mouth referrals. The end result is an industry today that has a few big players and many small ones.


The college prep industry is a good example of consumers sending out a message of interest that was correctly interpreted by “manufacturers,” who then created more “product” for sale. If Kaplan’s courses had not sold out, if Kaplan had not made a profit thirty years ago, then the industry would never have grown. But Kaplan’s profits enticed Princeton Review and others to get in the game, and now they are all profitably sharing in the industry’s growth. We might say that the drive for profit led to an increase in the nation’s resources being allocated for this purpose, correctly so.


All this goes back to Adam Smith’s invisible hand. If consumers do what’s in their best interests and companies act to maximize profits, then in a free market prices will send the right signals and resources will be allocated well. Look, it may not always be enough to ensure everyone a good night’s sleep, but let me assure you, optimal resource use is as good as an economy can get—and right here, right now, we’re pretty darn close.



Profit Is Not a Four-Letter Word


As easy as it is for me to write about a healthy profit motive, I know there are many of you out there who distrust my point about the importance of profits to the smooth functioning of our economy. Well, read my lips: You’re wrong.


Why did my local grocery chain start carrying gourmet salads and organic chicken? To improve the health of my family? No. They did so to compete with the new organic market in town. Profit motivated their decision, and I am the beneficiary, because now I can buy bubble gum–flavored toothpaste for my daughter and healthier chicken for dinner at the same store.


Why did the Yankees offer [image: image]67 million to buy out the remainder of A-Rod’s contract with the Texas Rangers before the start of the 2004 season? Was it to bust the chops of the Red Sox owners? Well, yeah, maybe. But mostly it was for a few more exciting years. That, the Yankees knew, would translate into sold-out games and higher ad revenues. Who knows, maybe A-Rod will deliver the pennant back to New York, in which case the Yankees will reap even greater rewards. The decision was motivated by profits (it is the Steinbrenners we’re talking about here), and Yankees fans are the beneficiaries as well as the team’s owners. Come to think of it, why did the Red Sox pay [image: image]51 million for the right just to talk to Daisuke Matsuzaka in late 2006? Was it to bust the chops of the Yankees? You betcha! That and another title.


Why did Texaco/Shell decide to stop funding the Saturday afternoon radio broadcasts of the Metropolitan Opera from New York? Clearly, the company couldn’t trace enough benefit from the roughly [image: image]6 million it was donating each year to keep the program on the air. Now, this was bad news for opera fans in Toledo, Ohio, and indeed for anyone who relied on the broadcast to hear first-rate opera live (all ten of them). But it was good news for shareholders of Texaco/Shell who invested in the company with the expectation that their firm would strive to generate the highest profits possible in their line of business. Since Texaco/Shell is an energy company, not an opera or broadcasting company, their decision made good business sense.


Is it a good thing that I should have to make two or three stops just to feed my family a healthy meal? Of course not. Should Texaco/Shell betray shareholder interest simply to carry on a tradition that benefits the highest-income audience of any musical or theatrical genre? Of course not. Should A-Rod have played for the Montreal Expos who couldn’t even fill the box seats along the baselines? I won’t even deign to answer that!


When money/profit is the motivating force behind business decisions, then valuable resources like my time, A-Rod’s bat, and Texaco/Shell’s charitable contributions will be allocated to their best use. That’s capitalism. And that, my dear friends, is a very good thing because it means our economy is operating efficiently. Economies that use resources inefficiently (think Cuba or Venezuela) simply aren’t as strong as ours.


And yet, it’s also clear from my examples that American business today generates winners and losers. I think this is what turns many people off about capitalism. Yes, capitalism does create losers. But in all fairness, every economic system creates losers. We can’t all have everything we want, after all. The key is how the system chooses between winners and losers. In the American economy today, no one loses because the authorities decree that they should lose, or because one person or company wields unfair advantage over another, or because the losers are prevented from entering into a business transaction. In the American economy today, the losers lose because they are either unwilling or unable to meet the price set by the free market. Ultimately, price is the least damaging way to allocate resources. Any other way is more arbitrary, deceitful, and far more damaging. I feel so strongly about this that I challenge you to find an economic system at any point in history that allocated resources (e.g., chose winners and losers) in a more fair or efficient manner. Go ahead, think. I’ll wait.


I’m waiting.


I’m still waiting.


A Note to the Morally Offended


I don’t want to gloss over a very real issue for many of us, namely that in America today many people cannot afford things they need, and therefore go without. Major challenges like health care, education, and inner-city poverty stem from the unfairness that capitalism leaves in its wake. The fast-rising cost of diagnostic tests, hospitalization, and prescription drugs is making it impossible for a growing number of Americans to get adequate health care. As much as a college degree is becoming required for employment, there are still large numbers of teenagers who can’t afford to attend college on anything but a very parttime basis. Many older citizens don’t have enough to live on; many, many young families are finding it hard to scrape by. Our dirty little secret is that not only are the poor in this country losing ground, but the number of poor people is growing. So, no, capitalism is not perfect.


More than any other economic system known to woman or man, capitalism does the best job of allocating resources in an economy. But it’s no hop, skip, or jump from there to the fairest economic system in the world, if by fair you mean an absence of poverty, or access to health care and education, or any number of other excellent measures of a nation’s standard of living. To say that we have a near-optimal usage of the resources at our disposal—and we do—is not to say that our system doesn’t hurt some people some of the time. As good economists, as good Americans, our job is to work on solutions to the problems our systems cause unintentionally. Luckily, there are many good people doing just that. You’ll see.


* Let me say that as frustrating as this may be on a personal level, it’s this constant struggle that makes the whole shooting match so interesting when seen from a distance. Faced with very real budget constraints, I make one decision while my neighbor makes another. Understanding the decisions we all make and being able to predict what the aggregate of our decisions will be is, in large part, what economists do. It’s challenging and interesting work, and if we economists do that work well and communicate it to you effectively, we’ll find our rightful place in heaven for having enriched your lives. That’s my goal, at least.


* Typically a car dealer does not pay for all the cars on the lot out of his own pocket. Rather he takes out car loans (or should I say cars loans) to finance the purchase from the manufacturer. Those loans cost the dealer money (interest) every day that a car sits on the lot. Dealers get such loans from the car manufacturer, or sometimes from a local bank.


* If there were no differences in quality, then there would be no price range, but rather a single price for each good, e.g., [image: image]1.95 per pound for peaches, [image: image]2.25 for a pint of blueberries, and so on. Every farmer would adopt those prices unless he wanted either to go home with less money than he could have earned or go home with his van full of unsold goods. This type of market, where there’s uniform quality and a single price for each good, is a perfect example of a competitive market. Farmers’ markets, like the real world, are slightly less perfect.


* To be perfectly correct about this, flexible prices are necessary, but a truly optimal situation also requires—in addition to flexible prices—that everyone has the same information, that people are free to enter and leave markets at will, that there are many players on both sides who, therefore, possess no special power over prices, and finally, that the goods sold are of similar quality. Now, these conditions rarely exist, if only because most products we buy are slightly different from the others on sale, whether they be ripe, juicy peaches or laundry detergent. Our economy does not produce truly “optimal” results, then, but rather near-optimal results. I’ve used the term best possible because I don’t think there’s an economic system in the modern age that can do better.
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Time Is on Our Side:
Money, Credit, and Wealth


[image: Image]


If you were stranded on a desert island, you’d look to the sky and ask for … what? Food, shelter, clothing, company, beer, aspirin? You’d probably ask for at least some, if not all, of the above.


If you were stranded in the middle of Manhattan or Los Angeles, you’d look to the sky and pray for … money! It can’t be eaten, it can’t be worn, it won’t talk to you or back at you, it won’t cure a headache, and it hardly hits the spot on a hot day. Still, you’d want money. So would I.


Money is an incredible invention. We all agree to use it when we buy and sell things to each other. It doesn’t rot or go stale. And we can use it to describe the value of things, everything from chocolate bars to space stations.


In the United States, our money is called dollars. So the value of everything here is described in terms of dollars. That watch cost [image: image]100; your father-in-law’s estate is worth [image: image]3 million (you wish!). Outside the United States, people call their money different things: euros or pounds or shekels or yen. No matter—that’s their choice. We call our money dollars—and the more the better!


There comes a point, when someone has the good fortune of acquiring too many dollars, when it’s simply inconvenient to walk around with all of them tucked into pants pockets. Let’s pretend this has happened to you. You could leave your money at home, but that might be unsafe—what if a burglar came while you were out buying lunch? The better choice is to let someone else safeguard those dollars so you have some freedom. That’s what banks do: They take your dollars and store them for you. Anytime you want your money back, just come inside and they’ll give it to you—that’s part of the agreement you make with a bank when you drop off your cash. I should add, just so you know, that the bank doesn’t actually keep the dollars you drop off, but hands them over to its bank for safekeeping. That’s OK with you, isn’t it?


Of course, you don’t always have to hit the bank before you make a purchase. The bank has given you little permission slips, called checks, that you can write on. When properly filled out and signed by you, these slips give the owner the right to get an exact amount of dollars from your account at the bank. Checks make life much easier: Instead of handing over cash, you simply write a check.


Or nowadays, you don’t even have to do that. Most banks offer their clients ATM or debit cards. These are plastic cards, with a magnetic strip and often a silicone chip, that serve the same purpose as checks. Just give someone your card or card number, authorize the amount of dollars in the transaction, and you’re done. You’re no longer required to carry dollars to a store. You can even sit at your computer and move millions of dollars with a single click.


There’s one more thing you should know about money. As much as a lot of money is a good thing for an individual, too much money spread across the country is a bad thing. If you were to win the lottery, dropping let’s say a cool [image: image]4 million into your account at the bank, you would be a lot richer than you are now. That’s because everything else stayed the same except your bank account. But what if everyone in the country—man, woman, and child (sorry, no pets)—got a [image: image]
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