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      THE EVERYTHING® ECONOMICS BOOK

      Dear Reader,

      I remember my days as an undergraduate when people would ask, “what's your major?” and when I responded “ECONOMICS!” they would look disgusted. Some even turned green. I wondered why people reviled the subject as much as they did. As a veteran economics teacher, I have found that many of my students come in on the first day with the preconceived notion that economics is boring. They are turned off by the dry, technical language and “all this talk about money.” My goal has been to write a book that a person with no background in economics would find interesting. I am passionate about economics and I hope that my enthusiasm for the subject helps you to better understand this fascinating field. I wanted to write a book that would explain how the economy works without putting the reader to sleep. For most, economics is boring enough; it does not need my help. Are you still with me? WAKE UP! Economics has been given a bad rap, and I hope to help rectify the situation.

      Sincerely,

      
        [image: illustration]
      

    

  
    
      

      Welcome to the EVERYTHING® Series!

      These handy, accessible books give you all you need to tackle a difficult project, gain a new hobby, comprehend a fascinating topic, prepare for an exam, or even brush up on something you learned back in school but have since forgotten.

      You can choose to read an Everything® book from cover to cover or just pick out the information you want from our four useful boxes: e-questions, e-facts, e-alerts, and e-ssentials. We give you everything you need to know on the subject, but throw in a lot of fun stuff along the way, too.

      We now have more than 400 Everything® books in print, spanning such wide-ranging categories as weddings, pregnancy, cooking, music instruction, foreign language, crafts, pets, New Age, and so much more. When you're done reading them all, you can finally say you know Everything®!
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      Answers to common questions
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      Important snippets of information
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      Urgent warnings
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      Quick handy tips

      PUBLISHER Karen Cooper

      DIRECTOR OF ACQUISITIONS AND INNOVATION Paula Munier

      MANAGING EDITOR, EVERYTHING® SERIES Lisa Laing

      COPY CHIEF Casey Ebert

      ACQUISITIONS EDITOR Lisa Laing

      ASSOCIATE DEVELOPMENT EDITOR Hillary Thompson

      EDITORIAL ASSISTANT Ross Weisman

      EVERYTHING® SERIES COVER DESIGNER Erin Alexander

      LAYOUT DESIGNERS Colleen Cunningham, Elisabeth Lariviere, Ashley Vierra, Denise Wallace

      Visit the entire Everything® series at www.everything.com

    

  
    
      

      
        To my wife Courtney for loving me in spite of me. To my daughter Caty for reminding me that life is precious. To my son Colin for reminding me to have a sense of humor.
      

    

  
    
      Contents

      
        The Top 10 Things You Should Know about Economics
        

      

      
        Foreword
        

      

      
        Introduction
        

      

      
        
          01 What Is Economics?
        
        

      

      
        Economics
        

      

      
        Scarcity
        

      

      
        Trade-Offs and Opportunity Cost
        

      

      
        Marginal Analysis
        

      

      
        Assumptions in Economics
        

      

      
        
          02 Why Do We Trade?
        
        

      

      
        History of Trade
        

      

      
        Comparative Advantage: A Not So Obvious Theory
        

      

      
        The Gains from Trade
        

      

      
        International Trade
        

      

      
        Other Bases of Trade
        

      

      
        A Look at Trade Barriers
        

      

      
        
          03 That's Not the Way We Do Things!
        
        

      

      
        Different Economic Systems
        

      

      
        Traditional Economies
        

      

      
        Command Economies
        

      

      
        Market Economies
        

      

      
        Capitalism Versus Socialism
        

      

      
        Adam Smith, Karl Marx, and Human Nature
        

      

      
        
          04 The Story of Money
        
        

      

      
        Barter
        

      

      
        The Development of Money
        

      

      
        Money Throughout History
        

      

      
        The Gold Standard
        

      

      
        Welcome to the Matrix
        

      

      
        M1 and M2
        

      

      
        The Time Value of Money and Interest Rates
        

      

      
        
          05 Banks
        
        

      

      
        The Origin of Banking
        

      

      
        The Function of Banks
        

      

      
        Balance Sheets
        

      

      
        How Banks Create Money
        

      

      
        Banks as a System
        

      

      
        Bank Regulation and Deregulation
        

      

      
        
          06 Supply and Demand
        
        

      

      
        Markets
        

      

      
        Consumer Behavior
        

      

      
        Demand
        

      

      
        Supply
        

      

      
        A Price Is Born
        

      

      
        Finding Equilibrium
        

      

      
        Changes in Demand and Supply
        

      

      
        Markets Talk
        

      

      
        
          07 Competitive Markets
        
        

      

      
        Conditions
        

      

      
        Accounting Versus Economics
        

      

      
        The Production Function
        

      

      
        Cost, Cost, Cost
        

      

      
        Perfect Competition in the Short Run
        

      

      
        Perfect Competition in the Long Run
        

      

      
        From Competition to Imperfect Competition: A Continuum
        

      

      
        Monopolistic Competition
        

      

      
        
          08 Imperfectly Competitive Markets
        
        

      

      
        Oligopoly
        

      

      
        Collusion and Cartels
        

      

      
        Game Theory
        

      

      
        Pricing Behaviors
        

      

      
        Monopolies
        

      

      
        The Good, the Bad, and the Ugly
        

      

      
        
          09 Government in the Marketplace
        
        

      

      
        Price Ceilings
        

      

      
        Price Floors
        

      

      
        Taxes and Subsidies
        

      

      
        Market Failures
        

      

      
        Black Markets
        

      

      
        
          10 Financial Markets
        
        

      

      
        Loanable Funds Theory
        

      

      
        Liquidity Preference
        

      

      
        The Money Market
        

      

      
        Bond Market
        

      

      
        Interest Rates Revisited
        

      

      
        Stock Market
        

      

      
        So What's the Point?
        

      

      
        
          11 Foreign Exchange and the Balance of Payments
        
        

      

      
        Exchange Rates
        

      

      
        Net Exports
        

      

      
        Net Foreign Factor Income
        

      

      
        Net Transfers
        

      

      
        Net Foreign Investment
        

      

      
        Official Reserves
        

      

      
        To Fix or Float? That Is the Question
        

      

      
        
          12 The Circular Flow of Economic Activity
        
        

      

      
        The Private Sector
        

      

      
        The Public Sector
        

      

      
        The Foreign Sector
        

      

      
        The Financial Sector
        

      

      
        The Financial Markets
        

      

      
        
          13 Keeping Score: The Gross Domestic Product
        
        

      

      
        Wealth and Income
        

      

      
        A Look Back at Circular Flow
        

      

      
        Counted or Not?
        

      

      
        The Spending Approach
        

      

      
        Income Approach to GDP
        

      

      
        Nominal Versus Real
        

      

      
        Real GDP Changes and the Business Cycle
        

      

      
        What GDP Doesn't Tell Us
        

      

      
        
          14 Where Did My Job Go?
        
        

      

      
        What Unemployment Is and What It Is Not
        

      

      
        Measuring Unemployment
        

      

      
        Falling Through the Cracks
        

      

      
        Types of Unemployment
        

      

      
        Full Employment
        

      

      
        Why Unemployment Is Bad
        

      

      
        Trends and Demographics
        

      

      
        
          15 Inflation
        
        

      

      
        What Is Inflation?
        

      

      
        Measuring Inflation
        

      

      
        Types of Inflation
        

      

      
        Who Gains and Who Loses from Inflation?
        

      

      
        Disinflation
        

      

      
        The Role of Expectations
        

      

      
        Deflation
        

      

      
        
          16 Putting It All Together: Macroeconomic Equilibrium
        
        

      

      
        Aggregate Demand
        

      

      
        Aggregate Supply
        

      

      
        Macroeconomic Equilibrium
        

      

      
        The Classical View
        

      

      
        The Keynesian View and Fiscal Policy
        

      

      
        The Inflation-Unemployment Trade-Off
        

      

      
        
          17 The Federal Reserve and Monetary Policy
        
        

      

      
        History of Banking Revisited
        

      

      
        The Federal Reserve System
        

      

      
        The FOMC
        

      

      
        Monetary Policy
        

      

      
        When Policies Collide: Fiscal/Monetary Mixer
        

      

      
        Monetary Policy in the Short Run and the Long Run
        

      

      
        
          18 Voodoo Economics
        
        

      

      
        Stagflation
        

      

      
        Thinking Outside the Box
        

      

      
        Supply-Side Economics
        

      

      
        Reagan, Cheney, and Laffer
        

      

      
        Challenges to Supply-Side Economics
        

      

      
        A Complete Toolbox
        

      

      
        
          19 Economic Growth
        
        

      

      
        What Growth Means
        

      

      
        Why Grow?
        

      

      
        Human Capital
        

      

      
        Physical Capital
        

      

      
        Research and Development
        

      

      
        The Rule of Law
        

      

      
        How Economic Policy Affects Growth
        

      

      
        The Downsides to Economic Growth
        

      

      
        
          20 The Great Recession of 2007–20??
        
        

      

      
        The Run-Up to the Meltdown
        

      

      
        Securitization
        

      

      
        Risk Management and Credit Default Swaps
        

      

      
        The Collapse of Investment Banking
        

      

      
        A Coordinated Policy Response
        

      

      
        Theory Versus Practice
        

      

      
        
          21 The Environment and the Economy
        
        

      

      
        Is Growth Sustainable?
        

      

      
        Tree Huggers and Money Grubbers — Can't We All Get Along?
        

      

      
        Tragedy of the Commons
        

      

      
        The Role of Incentives
        

      

      
        The Right to Pollute
        

      

      
        Appendix A: Economics Glossary
        

      

      
        Appendix B: Additional Resources
        

      

    

  
    
      

      Acknowledgments

      Thank you to all my students who taught me that I had better make economics interesting or they were going to pass out on their desks. Special thanks goes to my friends who supported me in prayer while writing this book. Thanks to Eric Dodge for making the opportunity to write this book possible. Thanks to my good friend, Mike Randolph, for his help with the illustrations. Most of all, I would like to thank my wife, Courtney, and kids, Caty and Colin, for their patience, love, and support while Dad wrote his book.

    

  
    
      

      
      The Top 10 Things You Should Know about Economics

      1. Nothing is free. Costs are involved with every choice.

      2. All decisions are made by individuals. Individuals bear the cost of these decisions.

      3. Voluntary trade creates wealth for both buyer and seller.

      4. They do not set prices. We set prices.

      5. You can have too much of a good thing. Utility is diminishing.

      6. Unemployment by any other name is probably not unemployment.

      7. What is true in the long run might not be true in the short run.

      8. Policymakers who manage expectations can manage reality.

      9. If given a choice between inflation and deflation, choose inflation.

      10. Individuals are better at managing their finances than are governments.

    

  
    
      

      
      Foreword

      IT HAS BEEN SAID that economics is common sense made as difficult as possible. When most people hear that I teach economics, I can usually count on either a story about how much they disliked taking an economics class or a glazed look coming over their eyes, followed by a desperate attempt to find the nearest exit. To most people, economics evokes images of a dry and boring hodge-podge of financial numbers and indecipherable graphs. As a field, our disciples have done little to remedy this notion. Between the famously incomprehensible speeches of Alan Greenspan to the seemingly unending contradictory pronouncements made by “economic experts,” it is little wonder that when most people hear an economist start talking, they immediately tune out and let those “money people” deal with “money stuff.”

      But economics is so much more than just “supply” and “demand,” and more than just markets and numbers. At its heart, it's a social science, a study of people and what they do. Indeed, as I like to tell my colleagues in other fields, we are the most social of social sciences, which makes us a little sad that we are so misunderstood and frequently standing alone at cocktail parties. Sure, we can tell you why the economy went bust in 2007 if you are interested, but we also have far more interesting perspectives. For example, a basis of “rationality” (as economics define it) is that a rational person will consume up to the point where the benefit of that last bit of consumption is the same as the cost of that last bit of consumption. So if that cheesecake is free, stuffing yourself with “free” cheesecake is not rationalizing but outright rational! (What it will do to your waistline is another story.)

      The Everything® Economics Book is an apt title, because in reality everything is economics. It is the study of why people (and groups of people like households, businesses, and nations) do what they do and how they go about doing it. But if economics is everywhere, why do most people view economics as difficult? Well, it's because we economists think a little bit differently than all of you so-called “normal” people out there. We have a slightly different language and a different philosophy about life and how people live it. But when you break it back down into common sense, most people find (occasionally to their horror) that they really were economists all along.

      It all starts with a sad truth: we have a finite universe, but we are bound by human nature to always want more. Given these irreconcilable facts, how do we go about our lives? Why do we make the goods we do and why do banks fail? Why do politicians contradict each other over what would happen if taxes are lowered? How can a tree hugger and a money miser find marital bliss?

      The Everything® Economics Book gets you inside an economist's head and introduces you to thinking like one of us. The framework that we use (that is, how our brains see problems and how people respond to them) is laid out in a common-sense way that anyone can understand. These ideas are presented in real-life situations that make the concepts seem intuitively obvious, and make the answers to questions like those above come as easily as cocktail party banter. It has been my pleasure to introduce you to the book that will make you a part of our little club. And remember, if your knowledge of economics doesn't impress people at parties, you can always use it to scare them away from the table with all the nice cheeses.

      — Melanie E. Fox, PhD

    

  
    
      Introduction

      
      YOU HAVE TO LEARN economics! This subject will make you look at the world in ways that you would have never considered before. Your friends will be astounded and amazed at your capacity to understand the arcane comments made by politicians, talking heads, and central bankers. When interest rates change, you will find yourself doing mental gymnastics just thinking about all of the exciting ramifications. Not only will you be smarter, you will also sound smarter. Read this book, and the next time you are at a cocktail party start quoting it. Soon you will be the center of attention and the life of the party.

      Studying economics puts you in a league with some of the world's great thinkers. Adam Smith, David Ricardo, John Stuart Mill, Karl Marx, Friedrich von Hayek, John Maynard Keynes, Milton Friedman, Ben Stein, Mick Jagger, and of course, Arnold Schwarzenegger. Every time friends and family start suggesting things or complaining about the government not doing enough, you can sit back, smile, and remind them, “There is no such thing as a free lunch.”

      Economics lets you make connections between seemingly disparate things, like the rate of unemployment and dear old Dad's tendency to replace his underwear. You will wow people with the ability to shoot down anyone's argument with cold, calculated logic, and then turn around and shoot down your own argument with the same cold, calculated logic.

      When the world panics because of some catastrophic economic news, then you can explain to everyone why they are panicking as you panic right along. In economics, expectations become reality and money is just a social construct. Friends will no longer ask to borrow from you when they are in trouble because they will have heard you warn them of moral hazard. You will throw around new vocabulary like diminishing marginal utility, paradox of thrift, and everyone's new favorite, quantitative easing. If you really read the book, then you will even be able to define what they mean!

      Your boss will stand in amazement as you wax poetic on controlling variable costs and maximizing profits. Teachers and classmates will be spellbound as you explain the opportunity cost of not skipping third period. A meaningful discussion of stocks, bonds, options, mutual funds, and collateralized debt obligations will no longer sound like some strange dialect of Portuguese.

      Exchange rates and savings flows will be like child's play for you. Capital and investment will take on a whole new meaning. Constructing a CPI and deflating nominal GDP will be second nature to you. Your poet hippie cousin that lives in a van and plays guitar will be thrilled when you explain to him why he is technically not unemployed.

      Your out-of-work friends will find no comfort when you explain what a jobless recovery is. Every time you go out for dinner you will set the marginal benefit of your decision against the marginal cost in order to maximize your utility. Accountants will shudder in horror when you zero out their profits by adding implicit costs.

      By the time you are finished reading this book, you will have become so logical that Mr. Spock from Star Trek will strike you as unbalanced, quirky, and unpredictable. You will hear yourself saying “on the other hand” so many times, you will wish you had a third hand. Put on your seat belt and get ready for a great ride.

    

  
    
      CHAPTER 1

      
      What Is Economics?

      You open the door to your fridge and gaze at the food inside and declare, “There's nothing to eat in this house.” Later, you walk into a closet full of clothes and then think, “I have nothing to wear.” You are faced with scarcity. There never is enough of what you need or want. The fact is, there is plenty to eat and there are many clothes to wear. You chose to ignore the options you faced then and there, but eventually you know you will relent and eat the apple next to the shriveled grapes at the bottom of the bin, and then put on the shirt and pants you hate. You are a creature of economics. Given scarcity, you look at the choices you face, evaluate, and then choose.

      
Economics

      Economics is the study of how individuals, institutions, and society choose to deal with the condition of scarcity. It is fascinating to see how people react to scarcity. Some create complex plans and systems to make sure that everyone gets their fair share of scarce resources. Others make things up as they go along. Everybody practices economics on a daily basis. From a single individual to the largest society on earth, people are constantly engaged in the struggle to survive, make ends meet, and even thrive given the relative scarcity they face.

      
        
          
            [image: illustration]
          
        

        Economics has been around a long time, though it has not always been known by that name. Philosophers studied scarcity and choice long before the field was so named. The father of modern economics, Adam Smith, was considered a moral philosopher, not an economist.

      

      The people who study these choices are economists. The field of economics is huge because people have an immense range of choices. Some economists study the decision-making of individuals and institutions; others study how nations handle scarcity. Economists develop theories to explain the behavior of whatever it is they are studying. Some of these theories are then tested against real-world data, and sometimes these theories are put into practice without ever being tested. Economists work for universities, financial institutions, major corporations, and governments.

      Microeconomics

      The field of microeconomics focuses its attention on the decision-making of individuals and businesses. Microeconomics is primarily concerned with markets for goods, services, and resources. Markets are central to understanding microeconomics. Whenever and wherever buyers and sellers come together to exchange resources, goods, or services, a market is created, and the behavior of these markets is of particular interest to economists. Are they functioning efficiently? Do participants have access to adequate information? Who and how many participate in the market? How do the decisions made in one market impact the decisions in a related market?

      Macroeconomics

      Macroeconomics is the study of how entire nations deal with scarcity. Macroeconomists analyze the systems nations create or allow for the allocation of goods and services. The questions they ask are varied and of great interest to individuals and policymakers alike. How do you measure the economy? Why does unemployment exist? How do changes in the amount of money affect the entire economy? What impact does government spending or tax policy have on the economy? How can you make the economy grow?

      
Scarcity

      Without scarcity there would be no need for the study of economics. For that matter, if scarcity did not exist, there would be no need for this book. You are not that lucky. Scarcity is the universal condition that exists because there is not enough time, money, or stuff to satisfy everyone's needs or wants. The stuff that everyone wants is made from resources. In an effort to make economics sound more “economic-y,” resources are referred to as the factors of production. The factors of production include land, labor, capital, and entrepreneurship.
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          Is there really scarcity in America, a land of plenty?
        

        Scarcity exists for everyone. From rich to poor, all face the condition. Scarcity in America looks different than scarcity in Somalia to be sure. Here, there is plenty of food and clean water, but in Somalia both are lacking. Scarcity isn't just a function of limited resources but also of unlimited wants, and that is something both America and Somalia share.

      

      Land is inclusive of all natural resources and not just some random piece of property. Trees, mineral deposits, fish in the ocean, ground water, and plain old land are all included. Land can be divided into renewable and nonrenewable natural resources. Renewable resources, like pine trees and chickens, are easily replenished. Nonrenewable resources, like oil and Atlantic cod, are difficult to replenish. The payment for land is referred to as rent.

      Labor refers to people with their skills and abilities. Labor is divided into unskilled, skilled, and professional. Unskilled labor refers to people without formal training that are paid wages to do repetitive tasks like make hamburgers or perform assembly line production. Skilled labor refers to people paid wages for what they know and what they can do. Welders, electricians, plumbers, mechanics, and carpenters are examples of skilled labor. Professional labor is paid wages for what they know. Doctors, lawyers, engineers, scientists, and even teachers are included in this category.
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        Economists describe getting the right resources to the right people as allocation. Allocative efficiency occurs when marginal benefit equals marginal cost. When this condition is met the greatest benefit accrues to society.

      

      Capital in economics does not refer to money but to all of the tools, factories, and equipment used in the production process. Capital is the product of investment. Stop. Isn't that confusing? Up until now you have probably lived a happy life thinking that capital was money and that investing is what you do in the stock market. Well, sorry. Capital is physical stuff used to make other stuff and investment is the money spent on buying that stuff. To make capital, you have to have capital. Because capital is always purchased with borrowed money it incurs an interest payment.

      Unlike labor, when one ends up working for someone else, entrepreneurship actually creates businesses by combining land, labor, and capital in new ways to provide a good or service. Entrepreneurs are unique individuals who are willing to take great risks. These people are willing to risk their wealth in order to earn profits. Entrepreneurs include such well-known people as Bill Gates, Richard Branson, Oprah Winfrey, Ray Kroc, Mary Kay Ash, and that little girl down the street who sets up a lemonade stand when the weather gets hot.

      
Trade-Offs and Opportunity Cost

      Whenever you use a factor of production, a cost is going to be incurred. Why? The factors of production are limited, not limitless. As a result, whenever you choose to use land, labor, capital, or entrepreneurship for one purpose, you lose the ability to use it for another. Take a resource like labor — your labor. Say that you can spend an hour writing a book, teaching a class, or weaving a hammock. The choices you face are called trade-offs. Assume you choose to weave a hammock. You can neither teach a class nor write a book in that hour of time. If writing a book is your next best alternative, then economists would say that the opportunity cost of spending an hour weaving a hammock is the hour you could have spent writing a book. Opportunity cost is the next best alternative use of a resource.

      
        
          
            [image: illustration]
          
        

        Opportunity cost is sometimes referred to as implicit cost. For any productive activity there are explicit costs like labor, raw materials, and overhead, which are easily calculated, and there are the implicit costs, which are more difficult to assess.

      

      For example, suppose it's a beautiful Friday morning and you think to yourself, “I could go to work like I'm supposed to, I could stay home and sleep away the day, or I could fly to Cozumel and hang out on the beach and do some scuba diving.” Assume that you choose to take the trip to Cozumel, but going to work was your next best alternative. What was the cost of your trip? You paid for the taxi to the airport, the plane ticket, an all-inclusive hotel package, and a dive on Palancar Reef. Was that your only cost? No. You also sacrificed the money you could have made working. Opportunity cost is a bummer. Make sure to always count it when making a decision.

      
Marginal Analysis

      Economists like to think of people as little computers who always count the benefit of their decisions versus the cost of those decisions. Because you usually make decisions one at a time, economists refer to the benefit of a decision as marginal benefit. Marginal benefit can be measured in dollars or utils, whichever you prefer. Utils are the amount of utility or happiness you get from doing something. They can be converted into dollars easily.

      Say that you like to swim laps in the pool for an hour. How many utils do you receive from swimming laps? How much would you have to be paid to not swim laps? If your friend were to keep offering you ever increasing amounts of money to not swim in the pool, then it is probably safe to assume that the dollar amount you accept to not swim in the pool is at least equal to the amount of happiness or utility you would have received had you taken a swim. If it takes $20 to keep you from swimming, then you value swimming no more than $20. Swimming is worth 20 utils to you.

      Marginal cost is a related concept. Marginal cost is simply what it costs to either produce or consume one extra unit of whatever it is you are producing or consuming. Go back to the swimming example. Assume that swimming in the pool has a marginal cost of $5. If you earn 20 utils from swimming, would you pay $5 to earn $20 worth of benefit? Of course you would. Now assume that swimming in the pool costs $20.01. Would you spend $20.01 to earn $20 worth of benefit? Probably not. Economists conclude that you will swim as long as the marginal benefit exceeds or equals the marginal cost. For you that means you will swim as long as the marginal cost is less than or equal to $20. If the marginal benefit outweighs the marginal cost, you would probably do it. If the marginal benefit is less than the marginal cost, you probably would not do it. If the marginal benefit equals the marginal cost, it means you are indifferent.

      
Assumptions in Economics

      Whenever economists make an argument such as: “If income taxes fall, then consumption increases,” it should be understood as: “If income taxes fall and nothing else changes, then consumption increases.” Did you catch the difference between the two statements? And nothing else changes is also referred to as the ceteris paribus assumption. Loosely translated, ceteris paribus means “to hold all other things constant.” So as you continue reading the book, remember that all statements about cause and effect relationships are made with the ceteris paribus assumption.

      Another assumption made by economists, and a big one at that, is that people behave rationally. Economists assume that people's choices are made with all available information taken into account as well as the costs and benefits of the choice. Furthermore, economists assume that the choices make sense. The assumption that people behave rationally is subject to debate among different schools of economic thought, but for most economic decisions it is a useful assumption.
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        The twentieth-century economist, John Maynard Keynes, suggested that people do not always behave rationally. He argued that people are motivated at times by fear or hubris in what he termed the “animal spirits.”

      

      The last assumption made by economists is that people are self-interested. First and foremost, people think of themselves whenever it comes time to make a decision. Pure altruism is not possible in economics. Economists cynically assume that human behavior is motivated by self-interest. For example, a grenade is thrown into a trench with a platoon of soldiers and one soldier sacrifices his life by jumping on top of the grenade thus saving the others. To economists, this soldier instantly calculated the marginal benefit and marginal cost of the decision, determined that the marginal benefit of saving his fellow soldiers outweighed the marginal cost of his life, and jumped on the grenade as an act of utility, maximizing self-interest. He saved his friends in order to maximize his utility as a soldier.

      The assumptions economists make are subject to criticism and debate. Many critics believe that the field has a tendency to be too abstract and theoretical to have any real-world value. The failure of most economists to predict the most recent economic downturn seems to support the view that economics ignores human psychology at its own peril.

      Economics is at turning point as a field of study, and the assumptions that economists hold dear need to be carefully examined. Instead of being tidy, abstract, and mathematical like physics, economics must become a little more messy, complex, and organic, like biology.

    

  
    
      CHAPTER 2

      
      Why Do We Trade?

      Which leads to a higher standard of living, dependence on others or complete self-sufficiency? Before you answer the question, consider which approach better represents your life. Do you have a job and pay all your own bills, or do you live at home with your parents while they foot the bill for your upkeep? If you are on your own, you most likely consider yourself to be self-sufficient. If you are still living at home with your parents, you probably consider yourself to be somewhat dependent. The truth, however, is, whether you are on your own or living at home, you are highly dependent on others for the food you eat, the clothes you wear, and the roof over your head. In order for you to get what you need and want and enjoy a higher standard of living, then you must trade with others.

      
History of Trade

      For as long as there have been people, there has been trade. At first, trade was a simple matter. For example, people in a family exchanged food with their neighbors. Over time, trade expanded as people were exposed to new goods from faraway places and developed a taste for them. As tribes became kingdoms and kingdoms became empires, trade grew in importance. This growth in trade led to the emergence of the influential merchant class. These merchants braved hardships in search of profit, and their activities helped to form the modern world. Although the scale of trade has grown incredibly throughout history, what has not changed is that trade always occurs between individuals.

      Mercantilism

      One early theory of trade was mercantilism, which dominated seventeenth- and eighteenth-century European trade policy. Mercantilism is founded on the idea that a country and, therefore, individuals, are better off if the value of a country's exports are greater than the value of its imports. Under mercantilism, the more gold a country amassed, the wealthier it became. As a result, countries competed to import cheap natural resources and then convert them into more expensive manufactured goods for export. It is easy to see why the countries of Europe were eager to compete against each other in order to colonize and exploit the newly discovered and resource-rich Americas.

      Mercantilism had an obvious flaw. If a country is always trying to export more than it imports and everyone else is playing the same game, then someone is going to lose. In order to maintain a country's export advantage, governments enacted many laws and taxes that distorted the flow of goods without necessarily making the people better off. In the end, mercantilism created a win/lose condition that harmed more than it helped.

      Free Trade

      The insights of eighteenth-century Scottish thinker Adam Smith were influential in bringing an end to mercantilism. He and others at the time saw governments' mercantilist policies as misguided and prone to influence by special interests. He argued in Wealth of Nations that if a country specialized in what it produced best and freely traded those products, then society would be better off. Adam Smith saw wealth as being the sum total of all that the people of a nation produced. In his view, free trade led to greater wealth, even if it meant that sometimes you imported manufactured goods from people in other countries.

      
Comparative Advantage: A Not So Obvious Theory

      One argument used in support of the idea of free trade is the theory of comparative advantage. Whereas Adam Smith had argued for a country to specialize in what it does best and then trade with others, another influential thinker, David Ricardo, argued that it is better for a country to specialize in what it produces at the lowest opportunity cost, and then trade for whatever else it needs. These two concepts are referred to as absolute advantage and comparative advantage.

      Absolute Advantage

      An absolute advantage exists if you can produce more of a good or service than someone else, or if you can produce that good or service faster than someone else. An absolute advantage implies that you are more efficient, that is, able to produce more with the same amount of resources. For example, Art can write one hit song per hour, whereas Paul can write two hit songs per hour. Thus, Paul has an absolute advantage in songwriting.

      Comparative Advantage

      A comparative advantage exists if you can produce a good at a lower opportunity cost than someone else. In other words, if you sacrifice less of one good or service to produce another good or service, then you have a comparative advantage. In the example given earlier, Art and Paul are song-writers, but what if both are also capable of performing complex brain surgery? If Art and Paul can both successfully complete two brain surgeries in an hour, then which has a comparative advantage in songwriting, and which has a comparative advantage in brain surgery?

      To calculate the comparative advantage, you must determine the opportunity cost that each person faces when producing. In Art's case, for every hit song he writes, he sacrifices two successful brain surgeries. In an hour, Paul can produce either two hit songs or two brain surgeries. This means that Paul sacrifices one brain surgery for every hit song he writes and, therefore, has the comparative advantage in songwriting. Art, on the other hand, has the comparative advantage in brain surgery because for every brain surgery he performs he only sacrifices half of a hit song, compared to Paul who sacrifices a whole hit song for the same surgery. In conclusion, Art should specialize in brain surgery and Paul in songwriting because that is where they find their comparative advantage.
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        It is easy to overlook comparative advantage when determining who should produce what. Just because one person might be more efficient than another does not always mean that that person should be the one doing the task. Remember to always count the opportunity cost.

      

      The theory of comparative advantage allows you to better understand how the American economy has changed over the last sixty years. In that time period the United States transitioned from a low-skilled, manufacturing economy to a high-skilled, diversified economy. Sixty years ago, most of your clothes would have been produced domestically, but today the tags on your clothing indicate that they were manufactured in places as diverse as Vietnam, Bangladesh, Honduras, Morocco, and, of course, China.

      In the same time period, a great wave of technological innovation and other cultural advances have taken place. For example, if you were to poll a group of high school freshman about their post–high school plans sixty years ago and another group today, then you would likely discover that today's students are far more likely to pursue higher education than they were in the 1940s and 1950s. In the past, dropping out of high school and working at the mill or the factory was the norm; today, dropping out of high school is cause for concern. There are more jobs as well as more job titles than there were sixty years ago. In other words, there are greater opportuni ties today than there were sixty years ago. Of course, this comes with one major catch. You must have the education or training in order to take advantage of the opportunity.

      So what does this have to do with comparative advantage? An example might help. Consider 100 typical American high school students and then consider 100 young people of the same age in Bangladesh. In which country is the opportunity cost of producing a T-shirt higher? If you look at the American students, then you would have to agree that they have more opportunities than the Bangladeshis. When Americans specialize in T-shirts, more potential doctors, nurses, teachers, engineers, mechanics, fire fighters, police officers, business managers, machinists, and social workers are sacrificed than in Bangladesh, where the majority of workers will most likely become subsistence farmers. The opportunity cost of producing T-shirts is much lower in Bangladesh than in America; therefore, Bangladesh has a comparative advantage in producing T-shirts. Even though the United States has the capacity to produce T-shirts more efficiently (absolute advantage), from an economic standpoint, it makes sense to trade pharmaceuticals, refined chemicals, capital equipment, and know-how for T-shirts.

      
The Gains from Trade

      When trade is both voluntary and free, the buyer and the seller benefit. As an informal proof, consider what happens when you visit the grocery store to purchase milk. As you check out of the store, the cashier often thanks you for your business, and you do something that in other situations is quite peculiar, you thank the cashier right back. Why do you do that, instead of the customary “thank you…you're welcome,” exchange? It is because trade benefited both of you. The cashier gets paid, and you get milk without having to milk a cow. This thank you-thank you exchange is typical of voluntary free trade and reminds you that it is a win-win, mutually beneficial exchange.

      Because voluntary free trade is mutually beneficial, it is wealth-creating. Be sure to remember this important insight. Wealth is nothing more than the collective value of all you own. In an interesting experiment from the Foundation for Teaching Economics, a group of participants were each given a brown paper bag containing a random object. Participants were instructed to keep the object hidden and secretly assign a value to it on a scale from one to ten. Participants recorded the value and submitted the information to the researcher, then the group was given a brief opportunity to reveal their objects and trade freely amongst each other. Soon after the trading occurred, participants were once again asked to assign a value to the object in their possession. As you can probably already guess, the sum of the second set of values is greater than the first. Without anything new being added from the production process, wealth is created through the simple act of voluntary free trade. The experiment not only explains the benefits of free trade amongst individuals in a group, but also the benefits for an entire nation of individuals that trade with individuals in other nations.
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        The benefits of free trade were well known to the framers of the United States Constitution. By eliminating internal barriers to trade and making the regulation of interstate commerce a federal function, the United States became one of the largest free trade blocs in history.

      

      
International Trade

      When you trade with people in other countries, trade becomes international trade. The same rationales for domestic trade apply to international trade. Mutual benefit. Win-win. Thank you-thank you. Wealth creation. Yet, international trade is questioned by many. The benefits are often obscured by news reports of job losses due to foreign competition. The pain felt by displaced workers is real and worthy of your attention. However, the benefits of international trade are real and should be considered.

      The Case for Free International Trade

      Prior to World War II, trade agreements between nations were for the most part bilateral, that is, between the two parties. Under this framework, nations played favorites, which often resulted in unfair treatment for some. The result of all of these bilateral agreements was an international patchwork of high tariffs aimed at protecting certain industries, raising revenue for governments, and meeting the desires of special interests. In the end, the benefits of free trade were not realized and nations drifted toward isolationism and protectionism.

      Towards the end of World War II, representatives from much of the industrialized free world gathered in Bretton Woods, New Hampshire, to address the economic issues that were often the cause of international conflict. Although the conference was able to produce the International Monetary Fund (IMF) and the World Bank, it was unable to produce a trade organization for encouraging international cooperation that was satisfactory to the United States. In 1947, many nations, including the United States, came together and formed the General Agreement on Tariffs and Trade (GATT). The goal of GATT was to reduce tariffs and other trade barriers so that member countries could equally enjoy the benefits of free trade. Through a series of negotiations, or rounds, often lasting years, tariffs were significantly reduced and international trade expanded in the latter half of the twentieth century.
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        Several organizations have been developed to encourage free international trade. The European Union (EU) and the North American Free Trade Agreement (NAFTA) are notable examples. Both have been effective in increasing trade among their various members.

      

      The growth in international trade was accompanied by a rise in living standards amongst the members of the agreement. In 1995, with a successful end to the Uruguay Round of GATT negotiations, the GATT became the World Trade Organization (WTO). Under GATT and later the WTO, more and more countries have become supporters of lower tariffs and fewer barriers to trade. As a result, international trade has continued to expand and many nations have reaped the benefits. For example, since joining the EU and opening itself to international trade, Ireland has gone from being one of Europe's poorest countries to one of its wealthiest.

      The Case Against International Trade

      Free international trade has many detractors. Among these are environmentalists, labor unions, human rights activists, and politicians concerned with sovereignty. Many sincere individuals concerned with the environment have reservations about international trade. The chief concern is that as countries specialize, production will concentrate in countries that have fewer regulations to protect the environment from pollution and habitat destruction. Labor unions oppose free trade on the grounds that production will shift towards low-wage countries that have little or no union representation, and therefore negatively impact their membership. Human rights activists often oppose free trade as production shifts toward countries where working conditions are miserable and often inhumane, and where workers are not afforded the same rights and privileges as in industrialized nations. Politicians and their constituents concerned with loss of national sovereignty often oppose free trade agreements on the grounds that decisions affecting the nation are being made by an international body not directly subject to the people. All of these detractors voice their concerns and have become influential in WTO negotiations.

      
Other Bases of Trade

      In addition to comparative advantage, other theories have been proposed to explain how and why people in different countries trade. These theories have expanded on David Ricardo's theory of comparative advantage and help to better explain the trade patterns that exist today. Eli Heckscher and Bertil Ohlin proposed a theory in the 1920s that looks at the differences between countries with respect to their available capital and labor. Paul Krugman proposed a theory that better reflects the realities of trade today and is based on a country's preference for diversity in consumption and industry's tendency to cluster.

      The Heckscher-Ohlin theory says that if two countries have different mixes of labor and capital and specialize according to their mix, then they will benefit more from trade than two countries with similar mixes of labor and capital. As an example, assume that Vietnam has much labor but little capital and that Germany has much capital but not as much labor. Further assume that clothing manufacturing is labor-intensive and that automobile production is capital-intensive. Based on Heckscher-Ohlin theory, if Viet-nam specializes in clothing and Germany in cars, and both countries trade, then the gains will be greater than if they had traded with countries that were more similar to their own.

      Paul Krugman looked at trade patterns between countries and observed that Ricardo's theory of comparative advantage and the Heckscher-Ohlin theory did not always explain existing international trade patterns. For example, both Italy and Germany produce cars, and yet they freely import and export cars with each other. This allows consumers to enjoy some diversity. Sure, you might be a proud German, but there is just something about a Ferrari.
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        Since the late 1960s, worthy economists have been awarded the Sveriges Riksbank Prize in Economic Sciences in Memory of Alfred Nobel. Both Bertil Ohlin and Paul Krugman were awarded the prize for their work on international trade theory, with Ohlin receiving his in 1977 and Krugman in 2008.

      

      Krugman also observed that much of the trade that occurs between nations stems from intraindustry trade. Industries tend to cluster together. For example, computer motherboard manufacturers in Taiwan may trade with computer manufacturers in Malaysia and China, which in turn export complete systems to Japan and the United States.

      
A Look at Trade Barriers

      From time to time, countries will seek to tax, limit, or even ban international trade. Why would governments do this if voluntary trade is mutually beneficial? The answer lies in the fact that even though voluntary trade is mutually beneficial, the benefits are spread out over society, but the costs are sometimes borne directly by a specific group. People might have a strong interest in preserving their industry, raising tax revenue, saving the environment, or even creating social change. At times a country might limit trade in order to punish another country. Tariffs, quotas, and embargoes are a few of the tools that a country will use in order to accomplish these other interests.

      Tariffs

      A tariff is a tax on trade. Tariffs can be used to raise revenue for the government or in order to benefit a certain segment of the economy. You might pressure Congress to enact a tariff on imports if your industry is subject to foreign competition. For example, for years the United States' steel industry was protected from cheap foreign competition by protective tariffs. In 2007, India proposed a tariff on rice exports in order to prevent food shortages. The Smoot-Hawley Tariff Act of 1930 was intended to protect American industry and raise much needed tax revenue for the government.
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        The United States Constitution has some things to say about tariffs. In Section 1 Article 8, Congress is given the power to collect a tariff on imports, but in Section 1 Article 9, Congress is forbidden from placing a tariff on exports.

      

      Tariffs are not without their downsides. Protective tariffs often have the effect of preventing competition and encouraging waste and inefficiency. Revenue tariffs often fail to raise tax revenue because people might stop buying the now expensive imports. Export tariffs might give producers an incentive not to produce. The Smoot-Hawley tariff had the effect of not only reducing foreign imports but also of reducing exports as other countries established tariffs in retaliation, preventing the much-needed tax revenue from materializing. Before politicians consider establishing a tariff, it would be wise to look back at history and see if there might be some unintended consequences.

      Quotas

      Quotas are limits on trade. Instead of a tax on imports, you might use a quota to limit the number of imported goods coming into your country. In the 1970s and 1980s, U.S. automobile manufacturers and labor unions supported government quotas on foreign car imports to limit competition and preserve American jobs. The result was higher prices and lower quality. Eventually, Japanese and German firms bypassed the quotas by establishing their factories in the United States. In the end, domestic producers faced more competition at home and labor unions suffered as foreign firms established their factories in states where unions had less power.

      Quotas create other problems as well. They do not generate tax revenue for the government, but do create more responsibility. They provide an incentive to smuggle goods illegally in order to avoid the quota, thus creating black markets. In addition, quotas may be manipulated by foreign firms to limit competition from other foreign firms. For example, if there is a quota on German cars imported into the United States, then the German firm that first fills the quota has effectively blocked other German firms from competing in the American market.

      Embargoes

      An embargo is a ban on trade with another country. The purpose of an embargo is usually to punish a country for some offense. The embargo you may be most familiar with is America's embargo against Cuba. In the wake of the communist revolution, and later the Cuban Missile Crisis, the United States enacted an embargo that banned all trade with the island nation. Even though the events are now far in the past, the embargo persists. Once again, you might consider who benefits from the trade embargo in order to understand why it is still in place.
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