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INTRODUCTION

If you’ve ever wanted to understand the basics of the economy, this book is a great first step. From opportunity cost to economic institutions to inflation, understanding economics may appear a daunting task. And our economic theories continue to change: twenty-first-century theories like the New Growth Theory are still being introduced today. However, though things are always changing, your understanding of the principles of economics may keep your financial house in order.

In Economics 101, 2nd Edition, you’ll have a wealth of updated information that will help you understand economic policy, learn why the financial world works as it does, and keep track of your monetary health. Here, you’ll learn helpful information like:


	The imperfections behind the economy with information and behavioral economics

	How COVID-19 impacted supply and demand

	Why modern currencies (like cryptocurrencies) are changing the economic landscape

	The many varying key economic indicators, including ones you may not expect

	How economic institutions (like the World Bank) function



Each informative lesson in the pages of this book brings you closer to economic literacy. Plus, each section shows how real-world situations apply to the lessons they’re teaching. For example, you’ll learn how Trump tariffs affected international trade, and how COVID-19 brought about a short recession. These ideas will help you make better sense of the economy around you and why people behave as they do in financial matters. This book even broaches topics like the stock market and national debt, making you more aware of financial topics across the board. As you take the time to learn about economics, your life (and perhaps your wallet) will become enriched.

Ultimately, no matter your financial standing, Economics 101, 2nd Edition will help you on your quest to learn about economic theory and more. So, let’s begin!











WHAT IS ECONOMICS? Taking the Dismal Out of “The Dismal Science”




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. You never have enough of what you need or want. The fact is, you have plenty to eat and 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.


STUDYING SCARCITY

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.

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.


The Child of Philosophy

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.






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’re not that lucky, however. 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.


	Land is inclusive of all natural resources and not just some random piece of property. Trees, mineral deposits, fish in the ocean, groundwater, and plain old land are all included. Land can be divided into renewable and nonrenewable natural resources. Renewable resources, like pine trees and farmed chickens, are easily replenished. Nonrenewable resources, like oil reserves and Atlantic cod, are difficult to replenish. The payment for land and the resources it contains 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 who are paid wages to do repetitive tasks like make hamburgers or perform assembly-line production. Skilled labor refers to people who are paid wages for what they know and what they can do. Welders, electricians, plumbers, mechanics, and carpenters are examples of skilled laborers. Professional laborers are paid wages for what they know. Doctors, lawyers, engineers, scientists, and teachers are included in this category.

	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.
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allocation

Economists describe getting the right resources to the right people as allocation. Allocative efficiency occurs when marginal benefit (the maximum a consumer is willing to pay for something) equals marginal cost (the cost to manufacture one unit). When this condition is met, the greatest benefit accrues to society.











TRADE-OFFS AND OPPORTUNITY COST Making an Assumption Out of You and Me




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.


Implicit and Explicit Costs

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.





CONSIDERING OPPORTUNITY COST

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 chose 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’ll 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

Economists make certain assumptions when they’re talking about their favorite subject. They expect you to know (and agree with) these assumptions. The three big ones are:


	
1. Nothing else changes. 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 this book, remember that all statements about cause-and-effect relationships are made with the ceteris paribus assumption.

	
2. People are rational and behave rationally. 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.

	
3. People are selfish. The last assumption made by economists is that people are self-interested. First and foremost, people think of themselves whenever the time arrives 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. From a purely economic perspective, the benefit of saving his platoon was more than the cost of his life.



The assumptions economists make are subject to criticism and debate. Many critics believe that the field tends to be too abstract and theoretical to have any real-world value. Most economists predicted a recession in 2023 that never occurred, which seems to support the view that economics ignores human psychology at its own peril.

Economics is at a 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.
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consumption

Household spending on new domestic goods and services.











THE EMERGENCE OF FREE TRADE AND THE IMPORTANCE OF COMPARATIVE ADVANTAGE Why All Roads Lead to Rome




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, you must trade with others.


The History of Trade in Sixty Seconds

From the beginning of human existence, trade was a simple matter. For example, families exchanged food with their neighbors. Over time, trade expanded as people were exposed to new, desirable goods from faraway places. As tribes evolved into 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, is better off if the value of a country’s exports is 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 The 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.

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 number 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 songwriters, 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.


Efficiency and Comparative Advantage

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.








COMPARATIVE ADVANTAGE AND ECONOMIC CHANGE

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, Indonesia, Thailand, and 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 freshmen about their post–high school plans sixty years ago and another group today, 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 opportunities 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, you may determine that they have more opportunities than the Bangladeshi. When Americans specialize in T-shirts, more potential doctors, nurses, teachers, engineers, mechanics, 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, and 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.









INTERNATIONAL TRADE AND TRADE BARRIERS Free Trade Without Borders




When trade is both voluntary and free, the buyer and the seller both benefit (if you buy a quart of milk, the dairy farmer gets money and you get milk without having to milk a cow). Because voluntary free trade is mutually beneficial, it creates wealth. 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 random object to which they assigned a value. Then the group traded their objects freely. Soon after, participants were again asked to assign a value to the object in their possession. The sum of the second set of values was greater than the first. Without anything new being added, wealth was (and is) created through the simple act of voluntary free trade.


INTERNATIONAL TRADE

When you trade with people in other countries, the same results of mutual benefit and wealth creation occur. Prior to World War II, trade agreements between nations were for the most part bilateral—that is, between the two parties—with special interests protected and trade barriers (such as taxes on imports and exports) common. The benefits of free trade were not realized, and nations drifted toward isolationism and protectionism.

Toward 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. The conference produced the International Monetary Fund (IMF) and the World Bank, but not a trade organization for encouraging international cooperation. 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 trade barriers so that member countries could equally enjoy the benefits of free trade.

The growth in international trade was accompanied by a rise in living standards among the members of the agreement. In 1995, the GATT became the World Trade Organization (WTO). Under GATT and later the WTO, more and more countries have become supporters of 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 European Union (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

Despite its obvious benefits, free international trade has many detractors:


	Environmentalists are concerned 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 toward 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.






A LOOK AT TRADE BARRIERS

From time to time, countries will seek to tax, limit, or even ban international trade. Why? Even though voluntary trade is mutually beneficial, the benefits are spread out over society, and 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 to benefit a certain segment of the economy. For example, the Trump administration imposed several tariffs in 2018, including tariffs on washing machines, solar panels, and hundreds of Chinese goods. The stated goal was to decrease imports and boost American manufacturing and jobs, but that didn’t pan out as expected. The solar panel industry lost approximately 62,000 current and future jobs, according to the Solar Energy Industries Association (SEIA). The tariffs also placed a burden on American businesses that imported parts, resulting in reduced US manufacturing. At the same time, those tariffs resulted in nearly $80 billion of additional tax revenue in 2018 and 2019. As of September 2023, the Biden administration has kept many of the unexpired tariffs in place.

Tariffs are not without their downsides:


	Protective tariffs can impose additional taxes on small businesses and consumers, driving up prices and limiting purchasing power.

	Revenue tariffs often fail to raise tax revenue because people stop buying the now-expensive imports.

	Export tariffs might give producers an incentive not to produce.






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, US 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.
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price

The monetary amount for which consumers and producers buy and sell some quantity of a good or service.



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 due to the limitations they place on imported goods, thus creating black markets.

	They 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 US currently imposes trade embargoes against countries including Cuba, North Korea, Syria, and Iran. Once again, you might consider who benefits from the trade embargo in order to understand why it is still in place.











TRADITIONAL, COMMAND, AND MARKET ECONOMIES That’s Not the Way We Do Things!




Why are some countries so rich and others so poor? Does the presence of abundant natural resources account for a country’s wealth? Why is there such a lack of economic development among different Indigenous groups around the world? How important is government to an economy and what are the government’s appropriate economic roles? A study of different economic systems will shed some light.


DIFFERENT ECONOMIC SYSTEMS

In order to survive, societies must make decisions about how to best use their scarce resources (land, labor, capital, and entrepreneurial ability). Economists have concluded that for societies to survive with their limited resources, they must answer three basic questions:


	
1. What to produce?

	
2. How to produce?

	
3. For whom to produce?



Throughout history, people have developed a variety of systems to answer these questions. Most primitive societies developed what economists refer to as traditional economies. With the development of civilization came command economies, and following the Enlightenment, market economies finally emerged. In addition, combinations of these primary systems developed, including communism, socialism, and capitalism (discussed later in the book).


The Other Reason to Remember 1776

The eighteenth century, also known as the Age of Reason, or the Enlightenment, saw a fundamental shift in the way people viewed their world. The year 1776 was especially important, for it not only was the year that Thomas Jefferson wrote the Declaration of Independence, but it was also the year that Adam Smith published The Wealth of Nations.




Traditional Economies

In a traditional economic system, the questions of what and how to produce for whom are answered by tradition. If you’ve seen a documentary on a primitive culture, then you’ve also seen a traditional economy in action. The Kalahari’s San people live in one of the world’s harshest environments, where even the most basic resources are in meager supply. In order to survive and have enough food, the San have developed a division of labor based on gender. Women perform the food gathering and men perform the hunting. The food is then shared with the whole tribe. In this type of system, stability and continuity are favored over innovation and change. The roles of the people are defined by gender and status in the community. In this system, the old, young, weak, and disabled are cared for by the group. The group shares the few possessions they have, and private property is an alien concept. For the most part, everyone in this system understands his or her relationship to the community, and as a result, life hums along in a fairly predictable way.





Command Economies

As hunter-gatherer societies grew and eventually exhausted their natural food supplies, some survived by becoming sedentary farmers. With the advent of farming came a need for an organized system of planting, harvesting, and storing crops. This required a greater amount of structure compared to a traditional economy. In order to ensure the survival of the society, decisions had to be made about what crops to grow and how much of the harvest to store. Over time, decision-making became centralized, and the command economic system developed. The key characteristic of the command economy is centralized decision-making. One leader (or a group of powerful individuals) makes the key economic decisions for the entire society.


At Your Command

During World War II, the United States practiced command economy when the government took over factories and planned production for the war effort. Every aspect of American life was in some way influenced by government involvement in the economy. Even today you can see the influence. The modern payroll withholding system was instituted during the war to provide the government with a steady stream of tax revenue.



Examples of command systems include most, if not all, ancient civilizations, plus the communist countries of today. The pharaohs of Egypt represent the centralized decision-making present in a command economy. The pharaoh and their various officials made the key economic decisions of what to produce, how to produce, and for whom to produce. The decisions might have gone something like this: “I command you to construct a big pyramid of brick and mortar using slaves for labor, and all of it is for me.” The advantage of this type of system is the ability for decision-makers to produce rapid changes in their society. For example, Soviet dictator Joseph Stalin’s five-year plans quickly transformed the Soviet Union from a peasant-based agrarian society into one of the world’s industrial superpowers.

History reveals the tragic downside of command economic systems. As previously discussed, the pharaohs used enslaved laborers, and Stalin’s five-year plans were only accomplished through the forced relocation of millions of people and at the cost of millions of lives. Rarely do the decision-makers meet the wants and needs of the common citizen. The citizens serve the economy and state as opposed to the economy and state serving the citizens. North Korea is a perfect example. Property belongs only to the state. Many workers have little personal incentive to produce, and those that do may have little regard for quality. Individuality, innovation, and variety are completely lacking in the command system.




Market Economies

In total contrast to the command economic system is the market economy. Market economies are characterized by a complete lack of centralized decision-making. As opposed to top-down planning, market economies operate bottom-up. Individuals trying to satisfy their own self-interest answer the questions of what, how, and for whom to produce. Private citizens, acting on their own free will as buyers or sellers, trade their resources or finished products in the market in order to increase their own well-being. Though it might appear counterintuitive, market economies achieve greater abundance, variety, and satisfaction than either traditional or command economic systems.

Although they cannot be classified as pure market systems, Hong Kong, the United States, Australia, and New Zealand are representative of market economies. In each you will see a greater variety of goods and services being produced than anywhere else. Also, because the focus is not on serving the state, individuals are free to choose their vocation, own private property, and determine for themselves how to best use the resources they possess. Markets reward innovation, productivity, and efficiency but discourage complacency, idleness, and waste. If markets have a downside, it is that those who are unable or unwilling to produce because of either circumstance or choice are often sidelined and unable to enjoy the benefits of the system.
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productivity

The amount of output produced with a given number of resources.













MODERN ECONOMIC THEORIES This Isn’t Your Parents’ Economics




Today’s economic theories look at the traditionalists in compelling new ways as our society and economy change. They take challenges like CEO vs. worker pay, the exorbitant costs of child care, and the ways people behave in real life into account, rather than just consulting the same old economic models. Psychology and behavior play key roles in these new ideas, which better reflect how people’s thoughts and emotions influence their economic actions (like what, when, and how much they buy).


THE MINSKY MOMENT

In his 1975 paper “The Financial Instability Hypothesis,” American economist Hyman Minsky identified the triggers signaling sudden economic collapse, such as when bubbles burst or markets tumble abruptly after a long stretch of bullish sentiment. Stability breeds instability was his mantra: When the economy is stable, it will probably become unstable very soon. This predictive premise all hinges on debt accumulation.

His main theory, the Financial Instability Hypothesis, defines what leads up to a sudden economic fall, shining a light on past economic difficulties and predicting probable future problems. This hypothesis gave birth to the famous Minsky Moment, which describes that abrupt shift from stability to instability, based on changes in lending and borrowing behavior. According to Minsky, there are three stages of credit lending that predict what will happen next:


	
Hedge

	Speculative borrowing

	Ponzi



Minsky believed that the system is designed to suffer periodic shocks in predictable cycles that will lead to bubbles bursting and economic fallout.


Hedge

The hedge phase occurs when the market is recovering from a market collapse and beginning to restabilize. People and institutions remain financially cautious and risk averse. Tight credit policies limit lending to the highest quality borrowers, who borrow only as much as they can easily afford to repay.




Speculative Borrowing

As business profits, stock market indicators, and the general economy improve, lenders become lax with their guidelines. Additionally, borrowers ask for as much money as they can get. Payments are often just beyond the comfort zone of borrowers, though they can still meet at least the interest portion comfortably.




Ponzi

This is the final phase before the downfall. Continued economic optimism leads to riskier decisions, powered by “irrational exuberance,” a feeling that things are good and will stay that way. Asset values—like home prices and stocks—keep growing. People and businesses take on more and more debt, along with higher levels of risk. Borrowers feel the strain of making their payments and often have difficulty meeting their obligations, leading potentially to economic collapse, burst bubbles, and recession.






NEW GROWTH THEORY

New Growth Theory encompasses many new ideas and takes a fresh perspective on what drives economic growth: people. Unlike traditional and neoclassical (updated versions of older work) economic theories that focus on supply and demand, production costs, and diminishing returns, New Growth Theory (NGT) posits that people’s wants and needs are the key drivers of prosperity. A key founder of this theory, Paul Romer, highlighted his endogenous growth theory in the late 1980s and early 1990s. The NGT basically states that per-person gross domestic product (GDP) will always grow because people continually pursue more wants, needs, and profits.

NGT emphasizes four core ways that people actively impact the economy:


	
1. Knowledge: People access all the information they need to make informed decisions that will affect the economy.

	
2. Technology: People innovatively use and create technology to gain greater access to the economy and generate profits.

	
3. Entrepreneurship: People pursue their personal and financial desires by investing and generating money that allows them to meet their needs.

	
4. Innovation: People continually invent new products and processes, increasing competition and maximizing profitability.





Human Capital

NGT highly values human capital, considering it any economy’s most valuable asset. Human capital encompasses the knowledge and skills that workers of every level bring to the table. According to NGT, governments should support new ideas and innovations to further economic growth. They can do this by providing access to better education and by encouraging research and development in the private sector.
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