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STUDY QUESTIONS


		Can economics make you rich?

		Is economics a science? Why or why not?

		Does scarcity affect everyone?

		Do the laws of economics still work inside a maximum security prison?

		*Isn’t it just as important for the average person to understand particle physics, since much of the funding for this research comes from government grants?



*Difficult material.

**More challenging material.



NEW TERMS

Business cycle / boom-bust cycle: The regular pattern in market economies where a “boom” period—characterized by low unemployment and prosperity—is followed by a “bust” or recession period—characterized by high unemployment and business failures.

Countercyclical policies: Standard government and Federal Reserve policies that are supposed to counteract the movements of the free market. For example, Keynesian economists would justify government deficits during a recession as a way to stimulate total spending and to boost employment.

Macroeconomics: The subdivision of economics that focuses on economy-wide issues such as price inflation and the business cycle.

Capital consumption: Achieving a higher standard of living (temporarily) by failing to invest enough in the maintenance of capital goods. “Eating the seedcorn,” metaphorically speaking.



STUDY QUESTIONS


		Why is the business cycle sometimes called the boom-bust cycle?

		Explain: “[I]n a sustainable, market-driven expansion—where the interest rate falls because people are consuming less and saving more—the extra resources flowing into the new investment projects are coming from the sectors which are seeing a drop in sales.”

		*Do central banks typically lower interest rates by imposing a price ceiling (analogous to rent control)?

		*How does capital consumption give the illusion that an economy can have its cake and eat it too?

		How does an unsustainable boom lead to mass unemployment?





Glossary

Absolute advantage: Occurs when a person can produce more units per hour in a particular task, compared to someone else. (Lesson 8)

Anarchists: People who think there should be no government. (Lesson 15)

Arbitrage opportunity: The ability to earn a “sure profit” when the same good sells at different prices at the same time. (Lesson 7)

Austrian economics: A school of thought (inspired by Carl Menger and others who happened to be Austrian) that blames recessions on government interference with the economy and recommends tax and spending cuts to help the economy during a recession. (Lesson 2)

Axioms: The starting assumptions or foundations in a deductive system. For example, the method of constructing a straight line between two points could be an axiom in a geometry textbook. Axioms are not proved, but are assumed to be true in order to prove other, less obvious, statements. (Lesson 2)

Bank: A common credit intermediary, which takes deposits from many different lenders and makes loans to many different borrowers. (Lesson 12)

Bankrupt: The situation that occurs when a business has liabilities greater than its assets. (Lesson 14)

Barter: A situation where people exchange goods and services directly, rather than using money in an intermediary transaction. (Lesson 1)

Beggar-thy-neighbor policies: Policies (usually involving currencies and trade restrictions) that make other countries poorer, in the attempt to make one’s own country richer. (Lesson 19)

Benefits: The subjective enjoyments flowing from a course of action. (Lesson 4)

Black market: The system of illegal transactions that violate government regulations. (Lesson 18)

Bond: A corporation’s IOU, which is a legally binding promise to repay borrowed money plus interest. The buyer of a bond gives money to the corporation today, in the hopes of receiving back the principal plus interest in the future. (Lesson 12)

Borrowing / dissaving: The amount by which consumption spending is greater than income. (Lesson 10)

Budget deficits: The excess of government spending over tax receipts. The deficit is the amount the government must borrow to pay its bills in a given period. (Lessons 2, 18)

Business cycle / boom-bust cycle: The regular pattern in market economies where a “boom” period—characterized by low unemployment and prosperity—is followed by a “bust” or recession period—characterized by high unemployment and business failures. (Lesson 23)

Callable bonds: Bonds that the issuer (borrower) has the right to pay off ahead of schedule. (Lesson 14)

Calculation problem: The objection Ludwig von Mises raised against socialism, which points out that because socialist planners lack market prices for resources, they can’t determine if a particular project uses up more resources than it produces in goods and services. Even if the planners were angels, they would have no idea whether they were using scarce resources in an efficient way to best serve the citizens. (Lesson 15)

Capital consumption: Achieving a higher standard of living (temporarily) by failing to invest enough in the maintenance of capital goods. “Eating the seedcorn,” metaphorically speaking. (Lesson 23)

Capital goods: Producer goods that are produced by human beings; they are not direct gifts from nature. (Lesson 4)

Capitalism: A economic system relying on private property and free enterprise. No single person or group controls the system as a whole. (Lesson 5)

Capitalists: The people in a capitalist society who control (large amounts of) financial wealth. The very wealthy capitalists exercise a large degree of control over businesses. (Lesson 5)

Collateral: An asset that a borrower “puts up” when applying for a loan. If the borrower defaults, the lender may take possession of the collateral as compensation. (For example, if a borrower wants money to buy a house or a car, these items themselves can serve as the collateral, meaning that if the borrower fails to make his or her payments on schedule, the lender can take control of the house or car.) (Lesson 12)

Command economy / command-and-control economy / socialism: An institutional arrangement in which the government owns all the major resources, and directs labor, according to a unified central plan. (Lesson 15)

Communism: An economic and political ideology that seeks to gain government ownership of the means of production (in the name of the workers) through violent revolution. (Lesson 16)

Comparative advantage: Occurs when a person has the relative superiority in a particular task, when taking all other tasks into account. (Jim can have a comparative advantage in a certain task, even if Mary has the absolute advantage, because Mary might have an absolute advantage that’s even greater in something else.) (Lesson 8)

Competition: The rivalry that exists between entrepreneurs who have the option of hiring the same workers and buying the same resources, in order to produce goods and services to be sold to the same customers. (Lesson 9)

Complements: Goods (or services) that consumers use together. For example, hot dogs and mustard might be complements if someone goes to the store in preparation for a cookout. A change in the price of one good tends to cause a change in the opposite direction in the demand for a complement. (A reduction in the price of hot dogs will probably cause an increase in the demand for mustard.) (Lesson 11)

Consumer goods and services: Scarce physical items or services that directly satisfy a person’s preferences. (Lesson 4)

Consumer Price Index (CPI): The Bureau of Labor Statistics’ gauge of the “price level” affecting regular households. The CPI is an average (weighted by their relative importance) of the prices of gasoline, food, and other common items. (Lesson 21)

Corporate Stock: Partial ownership claims to a corporation. If there are 100,000 total shares of stock in a corporation, someone who buys 5,000 shares owns 5% of the corporation itself. (Lesson 14)

Corruption: In the context of the drug trade, the failure of police and other government officials to execute their duties, either because they are accepting bribes from drug dealers or because they themselves are trafficking in prohibited substances. In some cases police officers have simply robbed drug dealers (of cash) at gunpoint, knowing that they had no recourse. (Lesson 20)

Countercyclical policies: Standard government and Federal Reserve policies that are supposed to counteract the movements of the free market. For example, Keynesian economists would justify government deficits during a recession as a way to stimulate total spending and to boost employment. (Lesson 23)

Credit card: A device that allows the borrower to achieve virtually instant loans from the credit card company when making purchases. (Lesson 12)

Credit history: A person’s record of borrowing and repayment behavior. (Lesson 12)

Credit limit: The maximum amount of money that a person can borrow from a pre-approved source (such as a credit card). (Lesson 12)

Credit intermediary: A person or organization that is the “middleman” between lenders and borrowers. (Lesson 12)

Credit risk: The likelihood that a borrower will be unable to pay back a loan. (Lesson 12)

Credit score: A number that an agency will assign to a person based on his or her credit history, which helps potential lenders decide on the riskiness of lending money to the person. (Lesson 12)

Crowding out: The reduction in private-sector investment that results from government deficit spending. The government’s borrowing increases the demand for loanable funds, which makes the equilibrium interest rate higher than it otherwise would be. At the higher interest rate, private-sector businesses borrow less to fund investment spending. (Lesson 22)

Credit Transaction: An exchange where one person gives up something (such as money) today, while the other person promises to give up something (such as money) in the future. (Lesson 12)

Debasement: Government policies that weaken the money. When coins were valued because of their precious metal content, debasement meant melting the coins and re-minting them with baser (less valuable) metals added to the mixture. Under fiat money, debasement involves the rapid creation of new money, which reduces the value of a single unit of money. (Lesson 21)

Default: A situation when a borrower stops making repayments on a loan. (Lesson 12)

Delinquencies: Cases where borrowers are not in good standing with the lender (such as a bank), because they have not been keeping up with their required payments. (Lesson 12)

Demand: The relationship between the price of a good (or service), and the number of units that consumers want to purchase at each hypothetical price. (Lesson 11)

Demand curve: A graphical illustration of the demand relationship, with price placed on the vertical axis and quantity on the horizontal axis. Sometimes a generic demand curve is drawn as a smooth, curved line or even as a simple straight line. Demand curves are “downward sloping,” meaning that they start in the upper left and move down and to the right. (Lesson 11)

Demand schedule: A table that illustrates the demand relationship either for an individual or a group. (Lesson 11)

Depositors: People who give their money to a bank. (Lesson 12)

Depreciation: The wearing away or “using up” of capital goods during the course of production. (Lesson 4)

Direct exchange / barter: Trading that occurs when people swap goods that they directly value. (Lesson 6)

Discount: The percentage by which the value of a unit of money is reduced, because it will not be received until the future. (Lesson 12)

Disequilibrium: An unstable situation in which at least two people stand to benefit from an additional trade. (Lesson 6)

Disutility of labor: Economists’ term to describe the fact that people prefer leisure to labor. People only engage in labor because of its indirect rewards. (Lesson 4)

Dividend: A disbursement of a portion of a corporation’s net earnings to the stockholders. (Lesson 14)

Division of labor / specialization: The situation where each person works on one or a few tasks, and then trades to obtain the things produced by others. (Lesson 8)

Drug prohibition: Severe penalties that the government imposes on the consumption and especially the production and sale of certain drugs. (Lesson 20)

Economic democracy: An analogy to politics often used by (democratic) socialists to justify socialism. Most people would not like an aristocratic system in which a few elites made all the political decisions, but would instead prefer a democratic “one person, one vote” system. The socialists argue that their program simply applies this logic to the economic arena, taking power away from the small group of wealthy capitalists and showering it on the masses. (Lesson 15)

Economic problem: How to allocate society’s scarce resources (including labor) in order to produce the combination of goods and services that best satisfies people’s preferences. (Lesson 13)

Economies of scale: A condition in which output will increase more than proportionally as inputs are increased. For example, there are economies of scale if doubling the amount of inputs leads to a tripling in output. (Lesson 8)

Economize: The act of treating a resource with care because it is scarce and can only satisfy a limited number of goals or preferences. (Lesson 4)

Entrepreneur: The person in a market economy who hires workers and buys resources in order to produce goods and services. (Lesson 9)

Equilibrium: A stable situation after all disturbances or changes have worked themselves out. (Lesson 4)

Equilibrium position: A stable situation in which there are no further gains from trade. (Lesson 6)

Equilibrium price / market-clearing price: The price at which producers want to sell exactly the number of units that consumers want to purchase. On a graph, the equilibrium price occurs at the intersection of the supply and demand curves. (Lesson 11)

Equilibrium quantity: The number of units that producers want to sell, and consumers want to buy, at the equilibrium price. On a graph, the equilibrium quantity occurs at the intersection of the supply and demand curves. (Lesson 11)

Exchange rate: The “price” of one currency in terms of another, or how many units of one currency will trade for one unit of another currency. (Lesson 12)

Expectations: An individual’s forecasts of the future, which involve his or her understanding of “how the world works” and therefore guide current actions. (Lesson 4)

Expenses: The amount of money an entrepreneur spends on labor, raw materials, and other inputs during a period of time. (Lesson 9)

Exports: Goods (and services) that the people of a country sell to foreigners. (Lesson 19)

Face value of a bond: The amount of money the bond issuer promises to pay to the holder of the bond at the maturity date. (Lesson 22)

Fascism: An economic and political ideology that also seeks extensive government regulation of all resources in the service of the collective good, though fascism (unlike communism) allows private individuals to officially retain ownership of the factories and other capital goods. (Lesson 16)

Federal Reserve: The central bank of the United States, founded in 1913. The “Fed” is responsible for U.S. monetary policy, and has the dual mandate of providing stable economic growth (which implies full employment) and low price inflation. (Lesson 21)

Fiat money: Paper money that is not “backed” by anything. The only reason people accept fiat money in trade, is that they expect it to have purchasing power in the future. (Lesson 21)

Fixed costs: Monetary expenses that do not increase when a business expands output. For example, a barber shop’s monthly water bill will be roughly the same whether it provides 1 haircut or 100 haircuts per day, and so this is a fixed cost. (Lesson 20)

Flow variable: A concept that is measured over a period of time. For example, the flow rate of an irrigation pipe could be 100 gallons per minute. This measurement wouldn’t refer to the total amount of gallons contained in the entire pipe, but instead would refer to how many gallons passed through a particular section of the pipe every 60 seconds. (Lesson 22)

Fractional Reserve Banking: The typical practice where banks do not keep all of their customers’ deposits in the vault. In other words, all of the bank’s customers have more money on deposit, than the bank has cash in the vault. (Lesson 12)

Free enterprise: A system in which individuals can choose their own occupations and are free to start whatever business they wish. They don’t need special permission from anyone to enter an industry. (Lesson 5)

Free trade: An environment in which governments do not impose artificial restrictions on the flow of goods and services between their citizens and foreigners. (Lesson 19)

Gains from trade: A situation in which two people can both gain (subjective) benefits from swapping their property with each other. (Lesson 6)

Going public: Allowing the general public to buy shares of stock in a corporation, as opposed to restricting ownership to those specifically invited by the owners. (Lesson 14)

Goods: Scarce physical items that an individual values because they can help to satisfy his preferences. (Lesson 3)

Graduated income tax: An income tax that applies higher rates to higher levels of income. (Lesson 18)

Gross profit / accounting profit: The excess of revenues over out-of-pocket expenses. This is what newspapers mean when they report on a corporation’s “profits” for a given time period. (Lesson 13)

Guilds: The organization of occupations in the medieval period, before the capitalist era. A person who wanted to become a blacksmith or a carpenter would first need to be accepted by other members of the guild. (Lesson 5)

Hazard pay: The higher earnings necessary to attract workers into an industry that is more dangerous than others. (Lesson 20)

Hyperinflation: Very severe inflation. There is no precise boundary between inflation and hyperinflation, but in a hyperinflation people begin buying anything at all in order to unload their money holdings which are losing value by the hour. (Lesson 21)

Import quota: A maximum limit on the amount of a particular good that can be imported during a certain time period. (Lesson 19)

Imports: Goods (and services) that the people of a country buy from foreigners. (Lesson 19)

Income: The flow of consumer goods and services that a person has the potential to enjoy during a specific period of time. (Lesson 4)

Income / earnings (business): Revenues minus expenses. (Lesson 10)

Income (individual): The amount of money that can be spent on consumption goods in a certain period, from the sale of labor and the earnings of other assets (such as stocks). (Lesson 10)

Income tax: A tax that applies to the earnings of an individual or a corporation. Income taxes are usually applied as percentages of the pre-tax dollar income. (Lesson 18)

Income Tax Brackets: The thresholds of income that are taxed at various rates. For example, the lowest tax bracket might include incomes ranging from $0 to $10,000, which is taxed at 3%, while the next bracket might include incomes ranging from $10,001 to $20,000, which is taxed at 5%. (Lesson 18)

Incorporation: Transforming a business into a corporation, so that its ownership is allotted by shares of stock. (Lesson 14)

Indirect exchange: Trading that occurs when at least one of the parties accepts an item that he or she does not intend to use personally, but instead will trade it away in the future to get something else. (Lesson 6)

Inflation: A term that originally referred to the creation of new money, but nowadays often means an increase in prices. (Lessons 18, 21)

Initial public offering (IPO): The auction of shares to the general public when a corporation first decides to go public. (Lesson 14)

Institutions: Social relationships and practices that allow people to interact with each other. Institutions provide a framework of predictability in society. (Lesson 5)

Interest: The income earned during a period of time from lending savings to others. Interest is usually quoted as a percentage of the principal (the amount of money originally lent) earned per year. For example, if someone lends $1,000 today and is paid back $1,050 twelve months later, then the principal is $1,000, the interest earned is $50, and the interest rate is 5%. (Lesson 10)

Interest rate risk: The risk bondholders face because rising interest rates will reduce the market value of their bonds. (Lesson 14)

Interventionism: The philosophy of the mixed economy, in which the government heavily intervenes in the capitalist system to regulate how individuals can use their private property. (Lesson 17)

Investment: Diverting resources or savings into projects that are expected to increase future income. (Lessons 4, 10)

Issuing debt: Raising funds by selling bonds to lenders. (Lesson 14)

Issuing stock / issuing equity: Raising funds by selling stock shares to investors. (Lesson 14)

Keynesian economics: A school of thought (inspired by John Maynard Keynes) that prescribes government budget deficits as a way to lift the economy out of recession and restore full employment. (Lesson 2)

Labor: The contribution to production flowing from a person’s body. (Lesson 4)

Land / natural resources: Factors of production that are gifts of nature. (Lesson 4)

Law of Demand: If other influences stay the same, then a lower price will lead consumers to buy more units of a good (or service), while a higher price will lead them to buy fewer units. (Lesson 11)

Law of Supply: If other influences stay the same, then a higher price will lead producers to sell more units of a good (or service), while a lower price will lead producers to sell fewer units. (Lesson 11)

Leisure: A special type of consumer good that results from using one’s body (and time) to directly satisfy preferences, as opposed to engaging in labor. (Lesson 4)

Leverage: Enhancing the potential returns from an investment by using borrowed money. (Lesson 14)

Loan sharking: The practice of lending money at high interest rates and using illegal methods to obtain repayment. (Lesson 20)

Loanable funds market: The market in which lenders give money to borrowers at an agreed-upon interest rate. (Lesson 12)

Logical deduction: A form of reasoning that starts from one or more axioms and moves step-by-step to reach a conclusion. (Lesson 2)

M1: A popular measure of the total amount of money in an economy. Ml includes the actual currency held by the public (in their wallets, purses, and cashiers’ drawers) but also the total amount of checking account balances. (Because of the fractional reserve banking system, Ml is larger than the number of dollars printed on green pieces of paper. If everyone tried to withdraw his or her checking account from the banks at the same time, there wouldn’t be enough currency to go around. This is why Ml indicates more total money than just the amount of paper currency.) (Lesson 21)

Macroeconomics: The subdivision of economics that focuses on economy-wide issues such as price inflation and the business cycle. (Lesson 23)

Marginal productivity: The increased revenues that result from hiring an extra worker. (Lesson 9)

Marginal utility: A technical economics term referring to the subjective enjoyments of one additional unit of a good or service. (Lesson 4)

Market economy: Can be a synonym for capitalism. It also refers to the collection of voluntary exchanges that occur in a capitalist system. (Lesson 5)

Maturity: The time duration of a specific loan, and the interest rate that applies to it. (Loans and their corresponding bonds can have shorter or longer maturities.) (Lesson 12)

Medium of exchange: An object that is accepted in a trade, not because the person receiving it wants to directly use it, but because he or she wants to trade it away in the future to acquire something else. Every indirect exchange requires a medium of exchange, which is the good through which the ultimate trade occurs. (Likewise, sound waves require a medium to travel through, in order to reach your ears. When it comes to sound waves, the medium will usually be the air, but it can also be water if you are in a pool with your head below the surface.) (Lesson 7)

Mercantilism: The economic doctrine that views the accumulation of wealth as the path to national prosperity. It encourages exports and discourages imports. (Lesson 19)

Minimum wage: A price floor on payments to workers. (Lesson 17)

Mixed economy: A system that allows private citizens to legally own resources, but in which government officials lay down rules that limit the choices the legal owners can make with their property. (Lesson 5)

Monetary inflation: An expansion in the total amount of money in the economy. (Lesson 21)

Monetary profit: The amount by which revenues are greater than expenses. (Lesson 9)

Monetary loss: The amount by which expenses are greater than revenues. (Lesson 9)

Money: A good that is accepted by everyone in the economy on one side of every trade. In economics jargon, it is a widely (or universally) accepted medium of exchange. (Lessons 6, 7)

Mortgage: A special type of loan in which the borrower buys a house (or other real estate) with the funds. Usually the property serves as collateral for the mortgage. (Lesson 12)

National debt / public debt: Usually refers to the total outstanding value of bonds issued by the U.S. Treasury. As of May 2010, the “public debt” was almost $13 trillion, but much of this consists of Treasury bonds held by other government agencies (such as the Social Security Administration’s “trust fund”). When economists compare the levels of debt owed by various governments, they usually net out the “intragovernmental holdings” and report only the government debt held by the public. As of May 2010, this figure for the U.S. Treasury was almost $8.5 trillion. (See http://www.treasurydirect.gov/govt/reports/pd/mspd/2010/opds052010.pdf.) (Lesson 22)

Net profit / economic profit: The portion of gross profits over and above the normal interest return on the invested capital. (Lesson 13)

(Opportunity) cost: The benefits of the next-best alternative to a given action. (Lesson 4)

Owner: The person who has legal authority to decide how a particular unit of a resource or good shall be used. The owner can usually transfer ownership to another person. (Lesson 5)

Paternalism: Overriding the desires of someone else because he or she is not considered competent to make the right decision. (Lesson 18)

Preferences: An individual’s goals or desires. Economists interpret a person’s actions as attempts to satisfy his or her preferences. (Lesson 3)

Price: The terms of a trade, meaning how many units of one item are given up to acquire a unit of a different item. (Lesson 6)

Price ceiling: A type of price control on a particular good or service that sets a maximum level on the amount a buyer can pay a seller. (Lesson 17)

Price controls: Policies that punish people who exchange goods and services at prices different from the acceptable range prescribed by the government. (Lesson 17)

Price floor: A type of price control on a particular good or service that sets a minimum level that a buyer must pay a seller. (Lesson 17)

Price inflation: A general increase in the prices of goods and services, quoted in units money. Price inflation is the same thing as a fall in the purchasing power of money. (Lesson 21)

Price supports: Government policies that maintain a desired minimum price not by threatening buyers who pay too little, but instead by having the government directly buy the good or service whenever its market price would otherwise fall below the floor. (The effects of price supports are different from the effects of price floors.) (Lesson 17)

Private property: A system in which resources are owned by people outside of the government. (Lesson 5)

Private sector: The portion of an economy that is controlled by people outside of the government. (For example, a grocery store is in the private sector.) (Lesson 5)

Producer goods / factors of production / means of production: Scarce physical items or services that indirectly satisfy preferences, because they can be used to produce consumer goods and services. (Lesson 4)

Productive debt: Debt used to finance investments. Ideally, the extra income from the investment spending will allow the borrower to make the interest payments resulting from the increase in debt, so that the extra borrowing “pays for itself.” (Lesson 12)

Productivity: The amount of output produced by a factor of production in a period of time, often used in reference to labor. (Lesson 4)

Productivity of labor: The amount of output a worker can produce in a certain period of time. (Lesson 8)

Progressive income taxation: A system that taxes individuals or corporations at higher rates based on the level of income. (Lesson 3)

Protectionism: The philosophy that uses government trade restrictions in an attempt to help workers within the home country. The rationale is that by restricting foreign imports, the government will encourage consumers to “buy local,” providing employment for local workers. (Lesson 19)

Public sector: The portion of an economy that is controlled by the government. (For example, the local police station is in the public sector.) (Lesson 5)

Purposeful action: An activity undertaken for a conscious reason; behavior that has a goal. (Lesson 2)

Raise capital: The process of obtaining funds for a growing business by selling partial ownership of the business to outside investors. (Lesson 14)

Reduction in demand / leftward shift in the demand curve: A situation in which a change besides the price of a good (or service) causes consumers to reduce the number of units they want to purchase, at various possible prices. On a graph, this change causes the demand curve itself to move to the left. (Lesson 11)

Reduction in supply / leftward shift in the supply curve: A situation in which a change besides the price of a good (or service) causes producers to reduce the number of units they want to sell, at various possible prices. On a graph, this change causes the supply curve itself to move to the left. (In a similar way, an increase in supply or a rightward shift in the supply curve, occurs when a change causes producers to increase the number of units they want to sell, at various possible prices.) (Lesson 11)

Refinancing (a mortgage): The situation that occurs when a homeowner gets a new mortgage from the bank (perhaps at a lower interest rate or with lower monthly payments) and uses it to pay off the current mortgage. (Lesson 14)

Rent control: A price ceiling placed on apartment rents. (Lesson 17)

Residual claimants: Refers to stockholders, who are entitled to the earnings of a corporation only after the other creditors have first been paid. (Lesson 14)

Revenues: The amount of money customers spend on an entrepreneur’s output during a period of time. (Lesson 9)

Rolling over debt: Paying off an old set of bondholders by issuing new bonds. (Lesson 14)

Sales tax: A tax that applies to goods and services as they are sold to the customer. Sales taxes are usually applied as percentages of the pre-tax dollar amount. (Lesson 18)

Saving: Consuming less than one’s income would allow; living below one’s means. (Lesson 4)

Savings: The amount by which income is greater than spending on consumption. (Lesson 10)

Scarcity: The condition of desires exceeding the available resources to satisfy them. Scarcity is a universal fact requiring people to make exchanges. (Lesson 1)

Service: A person’s performance of a task that another person values because it helps to satisfy preferences. Services are the “goods” that people create through their labor power. (Lesson 3)

Secured loan: A loan that has an asset (such as a house, car, etc.) pledged as collateral, in case the borrower defaults. The advantage to the borrower is that the interest rate is lower than it would be for a comparable unsecured loan. (Lesson 12)

Shirking: Deliberately working less than one’s potential. (Lesson 15)

Short sale: A transaction in which a person borrows an asset (such as a share of stock) from an existing owner, in order to sell it at the current price. The person eventually must buy back the asset to return it to the original owner. (Lesson 14)

Shortage: A situation where consumers want to buy more units than producers want to sell. This occurs when the actual price is below the market-clearing price. (Lesson 11)

Sin taxes: High sales taxes on goods such as cigarettes and liquor that are imposed not merely to raise revenue, but also to encourage people to reduce their purchases of these dubious items. (Lesson 20)

Slavery: A system in which some human beings are considered the legal property of others. (Lesson 5)

Slumlord: The unflattering term applied to a landlord who doesn’t maintain the quality of the apartments and who is generally unscrupulous. (Lesson 17)

Socialism: An economic system in which government officials decide how society’s resources shall be used to produce particular goods and services. (Lesson 5)

Sole proprietorship: A business owned by a single person. (Lesson 14)

Speculator: A person who buys an asset (such as a corporate stock) thinking its price will rise, or who sells an asset thinking its price will fall. (Lesson 14)

Spontaneous order: A predictable pattern that is not planned by any one person. Examples would include the rules of grammar in the English language, the style of clothing that characterized the 1970s disco clubs, and the use of money. (Lesson 7)

Spread: The difference between the interest rate that a credit intermediary (such as a bank) earns from its borrowers, compared to the interest rate it pays to its lenders or depositors. A positive spread allows the credit intermediary to earn income from its activities, so long as it has correctly estimated the likelihood of default by its borrowers. (Lesson 12)

Stock brokerages: Companies that help individuals buy and sell stocks. The broker will act on behalf of the client and execute his or her orders to buy and sell shares. (Lesson 14)

Stock exchanges: Particular locations or venues where stocks are traded. The most famous example is the New York Stock Exchange, located on Wall Street. (Lesson 14)

Stock of money: The total amount of money in the economy at a particular time. (Lesson 21)

Stock market: A special type of market in which buyers and sellers exchange shares of corporate stock. (Lesson 14)

Stock variable: A concept that is measured at a specific point in time. For example, a man’s weight at 9 a.m. on May 11,2010 could be 150 pounds. This measurement wouldn’t refer to the number of pounds the man had recently gained or lost, but instead would refer to his weight at that very moment. (Lesson 22)

Subjective: Unique to each individual; “in the eye of the beholder.” (Lesson 3)

Substitutes: Goods (or services) that consumers use for similar purposes. For example, Coke and Pepsi might be substitutes if someone goes to the store looking to buy soda. A change in the price of one good tends to cause a change in the same direction in the demand for a substitute. (A reduction in the price of Coke will probably cause a reduction in the demand for Pepsi.) (Lesson 11)

Supply: The relationship between the price of a good (or service), and the number of units that producers want to sell at each hypothetical price. (Lesson 11)

Supply curve: A graphical illustration of the supply relationship, with price placed on the vertical axis and quantity on the horizontal axis. Sometimes a generic supply curve is drawn as a smooth, curved line or even as a simple straight line. Supply curves are “upward sloping,” meaning that they start in the bottom left and move up and to the right. (Lesson 11)

Supply schedule: A table illustrating the supply relationship, either for an individual or group of producers. (Lesson 11)

Surplus / glut: A situation where producers want to sell more units of a good (or service) than consumers want to purchase. This occurs when the actual price is higher than the market-clearing price. (Lesson 11)

Tariff (duty): A tax levied on foreign imports. (Lesson 19)

Tax Deduction: A provision in the tax code that allows a particular expense (such as medical expenses or the purchase price of a new solar panel) to be subtracted from an individual’s taxable income. This means that tax-deductible items are paid for with “pretax dollars,” which allows an individual to buy more with his income. (Lesson 18)

Taxable income: The amount of income actually subject to the official tax rates for each bracket. Taxable income is the original income after all deductions and other adjustments have been made. (Lesson 18)

Taxation: The process in which the government takes ownership of portions of income or other assets from private individuals. (Lesson 18)

Time preference: The degree to which people prefer to consume sooner rather than later; a gauge of people’s impatience to receive enjoyments. (Lesson 12)

Trade deficit: The amount by which imports exceed imports, measured in money. (Lesson 19)

Trade surplus: The amount by which exports exceed imports, measured in money. (Lesson 19)

Tradeoffs: The unfortunate fact (caused by scarcity) that making one choice means that other choices become unavailable. (Lesson 1)

Unemployment: A surplus or glut on the labor market, meaning that some workers cannot find jobs even though they are willing to work for the same pay and can perform the jobs just as well as the people who are employed. (Lesson 17)

Unsecured loan: A loan that has no collateral serving as a backup. If the borrower defaults, the lender has no other options. The advantage to the borrower is that none of his or her other assets can be seized (or “repossessed”) in the case of default. (Lesson 12)

Usury laws: Price ceilings on interest rates. (Lesson 20)

Utility: A term common in economics textbooks to describe how much value a person gets from a good or service. (Lesson 3)

Zero-sum game: A situation in which the gain of one person (or country) corresponds to an equal loss of another person (or country). In a zero-sum game, mutually advantageous, win-win outcomes are not possible. There are winners and losers. (Lesson 19)



Notes

LESSON 3

1There are apparently rare cases in which even modern doctors would recommend blood-letting as an effective treatment, but clearly the earlier practice was not, in general, good for the patient.

2We’re not saying people are using language in a sloppy manner in everyday conversation, we’re merely pointing out that the term preferences has a very precise meaning in economics. By analogy, in physics the term work has a very precise, scientific meaning as well, and it doesn’t overlap perfectly with the everyday use of the term work in conversations.

3At this stage of the book, these examples may seem tedious, but it’s important for you to grasp the point now, before we explain how prices are formed in later lessons.

4To explain the difference in friendship rankings, we don’t even have to assume that Joe and Bill act differently depending on whether they are with Sally or Larry. Even if Joe and Bill are each “the same person” whether hanging out with Sally or Larry, it’s still perfectly sensible for them to be ranked differently because—you guessed it—preferences are subjective. Maybe Joe is always making gross noises with his armpit, and Sally thinks it’s disgusting while Larry thinks it’s hilarious.

LESSON 4

1Modern readers might identify more with Tom Hanks’s character in the 2000 movie Cast Away.

2If Crusoe burns the stick as kindling, then he can’t knock down coconuts with it. But gravity will still operate just the same, regardless of his actions.

3Notice that leisure doesn’t necessarily imply lounging around on the beach, and labor (or work) doesn’t necessarily imply physical exertion. Crusoe might love swimming in the ocean, which gives quite a good workout and can even leave his muscles sore the next day. But before he can enjoy himself in this activity, he first engages in the extremely boring—but physically undemanding—task of gathering small twigs for the night’s fire.

4Both components of this definition are important. If Crusoe created goods that were not factors of production, they wouldn’t be capital goods—they would be consumer goods. And if Crusoe had goods that were factors of production, but which he hadn’t created, then they wouldn’t be capital goods either—instead they would be natural resources.

5Logically speaking, the very first capital good ever produced in human history, must have been made when someone used his labor to transform the raw gifts of nature into a factor of production.

6Technically, gross income refers to the maximum amount of consumption during a specified time interval, whereas net income is the maximum amount of consumption possible, after sufficient investment has been made to maintain next period’s gross income at the same level.

7We can assume that the coconuts don’t taste nearly as good, but are still edible, by the tenth day after being knocked down from the tree.

8Notice that the sharp rock is a natural resource that Crusoe uses with his labor in order to produce a capital good, the sawed-off branch.

9Starting on his first day of using the pole, Crusoe has 30 coconuts in the stockpile. If he only consumes 15 out of his daily income of 20 coconuts, it will take him two full weeks to accumulate a stockpile of 100 coconuts. After that point—i.e., on the fifteenth day after he has constructed the pole—Crusoe can begin consuming the full 20 coconuts of his income per day.

10To make the story work out, technically Crusoe would have to use the fifth working hour of the seventh day, as well as the first working hour of (the next week’s) first day, in order to swap out the two battered end branches and retie the whole pole with the new vines. This complication comes from the fact that even though Crusoe takes 7 hours to repair a broken pole, he can’t spread that work out evenly as the last hour of each day for the course of a week, because the last tasks—swapping out the end branches and retying it all together—take more than an hour, according to the description we gave earlier. If you are a purist and really want to plot out exactly what Crusoe would do with his time for each day of the cycle, keep in mind that Crusoe has the option of devoting more than 4 hours of a given day to coconut collection (while still only consuming 20 that day), so that the stockpile temporarily exceeds 100. Then, on a later day when Crusoe needs to devote more than the fifth hour to pole maintenance, he can draw down on the stockpile. With proper planning, all the numbers work out: the stockpile never falls below 100, and Crusoe never needs to eat a coconut older than five days.

11Remember that with his pole, Crusoe can gather 5 coconuts per hour, which means he gathers 1 coconut every 12 minutes.

12In other words, if the watch had already been outside, Crusoe would have chosen to rescue the coconut.

13Remember that Crusoe works the first four hours of the day gathering coconuts. At that point, he has 20 hours remaining in his day. If he works a fifth hour gathering vines, than he only has 19 hours remaining for leisure—and that includes sleep.

LESSON 5

1At least in the United States, the term “private property” sometimes means, “Stay away!” For example, if you and your friends are wandering through the woods and come across a barbed wire fence with a sign saying, “Keep out! Private Property,” you probably don’t want to mess with the guy who posted the sign. But in terms of capitalism versus socialism, even the parking lot of a mall is “private property.” The owner(s) of the mall are simply giving blanket permission for all potential customers to use their property while they browse. Of course, if you and your friends are loitering in the parking lot and harassing customers as they park, the owners of the mall have the legal right to boot you from their property.

LESSON 6

1You may find some of the material in this section too difficult to fully understand. If that is the case, just read it and absorb as much as possible. The important take-away message is not for you to know exactly how economists can explain actual barter prices, but just to know that they can do so, if they know the preference rankings of the potential traders (and make a few assumptions).

2Alice would also want to engage in a further trade on these terms, moving her to the 6th most preferred combination of having 2 Snickers and 4 Milky Ways. From analyzing Billy’s point of view, we know that that won’t occur. Some economists might say that therefore the price ratio of 1 Snickers for 2 Milky Ways doesn’t lead to a true equilibrium, since Alice can only partially complete her desired transactions at this price. (Similar reasoning applies to Billy, for the hypothetical price ratio of 2 Snickers for 1 Milky Way.) This complication will make more sense to you after you study supply and demand curves in Lesson 11.

3On this point we again have to be careful because Alice can only partially complete her desired trades for the price of 1 Snickers for 3 Milky Ways. Although we didn’t show it because of space constraints, Alice could very plausibly prefer a combination of (2S, 6M) to (3S, 3M), meaning that she would have preferred another round of trading in the gray equilibrium.

LESSON 7

1Strictly speaking, the astute trader would keep his or her eyes open for an arbitrage opportunity, even in a monetary economy. Yet even here, the calculations would be much easier than in an economy with no single medium of exchange lying on one side of each transaction. One of the exercises in the Teacher’s Manual spells out this difference.

LESSON 8

1For example, Marcia might sell $50 of clothes at the retail price, but she in turn had to spend $30 (all things considered) for those clothes in terms of the original wholesale price, as well as the overhead expenses of renting the store space, paying the electric bill, etc. In a more advanced textbook you can learn the precise ways that businesses treat different expenses and calculate the earnings from a particular sale.

2The Teacher’s Manual contains an exercise explicitly illustrating the application of comparative advantage to international trade in Lesson 19.

LESSON 9

1In the real world, the distinction between entrepreneurs and capitalists is blurry. If a business loan were truly risk-free, then the capitalist would earn a guaranteed return on his or her loan and would be selling “services” for an agreed-upon price just as the utility company sells electricity to the entrepreneur. Yet in reality, the capitalist who lends to a new business always partakes in the entrepreneurial risk of the venture, regardless of the terms of the contract. It’s always possible that the business fails and the capitalist loses everything.

2We are referring to monetary profit and loss to avoid confusion with the broader concepts of subjective (or psychic) profit and loss, which are ultimately what the entrepreneur cares about. For example, if an entrepreneur spends 60 hours a week putting his heart and soul into a new business, and ends up with monetary profits of $100 per month, then he will probably abandon the business. Even though he is taking in more dollars than he pays out, his opportunity cost of using his labor in such a manner is quite high. The entrepreneur could earn much more than $100 per month by closing his own business and working for someone else—namely, a more successful entrepreneur!

3Once again, the distinction between these roles can be blurry in the real world. For example, a retired man might operate a Little League baseball field and charge the young children a modest fee to defray the expenses of hiring umpires and buying t-shirts, but the whole effort could be recreational for the man, who simply loves baseball. Especially if the man spent his own money to transform his (huge) backyard into a baseball field, it would be clear that the operation wasn’t really a for-profit business and that the man wasn’t looking for a certain monetary return on his investment.

4We have put “fair” in quotation marks because in a pure market economy, every transaction is voluntary and fair in a very important sense. Even if an entrepreneur sells a product for a price much higher than the amount of money he spent in procuring the item, the customer still values the product more than the money he spends on it—both the customer and the entrepreneur subjectively benefit from the trade.

5Again, we have put “fair” in quotation marks because every labor contract is fair in the free market, in the sense that it is voluntary and the worker subjectively values the wages more than the leisure he or she gives up by accepting the job.

6Things are not as simple as we made them sound in the text above. In some cases there are several factors that are indispensable for the final output, so it is difficult to isolate the “marginal productivity” of any one factor. (How do The Beatles split up the proceeds from their concert performances and record contracts? It wouldn’t really work to ask, “How much would sales fall if Paul McCartney didn’t play?” because then McCartney and Lennon would each seem to deserve more than half of the proceeds.) Another complication is that the addition of more workers can change the marginal productivity of the original workers, meaning that competition will have to change their wages too if they had previously been paid a “fair” amount. Finally there is the complication that workers won’t have the same marginal productivity in different businesses. For example, if Bob the busboy would add $12 to Rita’s operation, but only $10 to the next restaurant that needs a busboy, then competition really only ensures that Bob gets paid at least $10. You will need to consult a more advanced book on economics to learn the solution to these complications.

LESSON 10

1Note that because we are still in the section of the book describing a pure market economy, we are not discussing taxes. In the real world, various definitions of income account for pre- and after-tax calculations.

2Business firms too can invest in order to boost future earnings. We do not discuss this in the text, however, because it would quickly lead to many accounting technicalities that are beyond the scope of this discussion.

3In any period of time, investment can’t be higher than savings. Some economists would say that investment can be lower than savings, however. For example, if someone earns $100,000 in income, spends $80,000 on consumption, and invests $15,000 in stocks, then some economists would say the remaining $5,000 sitting in the bank account is part of savings but not part of investment. However, other economists would argue that investment is necessarily always equal to saving. In our example, they would say that the person had $20,000 of total savings, and invested $15,000 in stocks and the other $5,000 in “cash.” This hair-splitting debate is relevant when economists argue over whether an economy can get stuck in a situation where savings is higher than investment.

4In the tables, note that parentheses are an accounting convention to denote negative numbers.

LESSON 11

1Some economists view the “law” of demand as an empirical tendency, similar to a physicist who observes, “Gravity tends to make things fall.” In this view, there are occasional exceptions to the law of demand, because we can imagine someone buying fewer silver bars if their price were very low, or buying fewer units of a designer handbag if its price were too low and hence it ceased to be a status symbol. Other economists interpret the Law of Demand as just that—a law. For them, it is not an empirical tendency, referring to physical objects and sales figures. Rather, they prove the Law of Demand is true by thinking through the logic of economizing action. As a consumer buys more units of a good, each successive unit is less important, and so it is only natural that a consumer who spends his or her money in order to satisfy the most important goals, will necessarily buy at least the same number of units as a good’s price falls. The apparent counterexamples are explained away as “different goods,” because it’s not the physical properties of a designer handbag that matter, but the subjective happiness it gives to the buyer. In this book we won’t take a stand on this controversy, and will avoid any confusion by having all supply and demand schedules and curves obey their respective “laws.”

2Of course in the real world, different markets have different degrees of price “stickiness.” A gasoline station can actually change prices very quickly, even from minute to minute if need be. Other markets, such as housing, usually see much slower price changes. The same principles apply, but to be realistic the story would involve a home buyer lowering his or her asking price after (say) several months of finding no buyers.

3In reality, we could come up with complicated stories of why some oil purchasers—particularly speculators who might stockpile oil based on their estimates of future prices—might have their individual demand schedules change because of the OPEC announcement itself. However, this is a subtle mechanism and lies outside the scope of our basic discussion in the text. Clearly the OPEC announcement is much more about a supply shift than a demand shift.

4On the other hand, a complement is a good that goes hand-in-hand with another. For example, peanut butter is a complement to jelly. If other influences stay the same, a fall in the price of jelly will increase the demand for peanut butter. So the connection between price and demand for complements is the opposite of the connection in the case of substitutes.

5A standard economics textbook will usually distinguish between short-run and long-run supply curves. We will not go down this route because it would involve more graphical analysis.

6We say eventually the supply curve will shift left because it’s possible that the most paranoid of leather shoe owners try to unload their inventory the day of the announcement, at whatever price they can get. This technically would constitute a rightward shift in the supply curve. But in the text we are focusing on the more permanent situation, looking at producers who stay in business and continue to sell shoes months after the initial announcement.

7In other words, in a given exercise you will be able to decide (a) that the quantity definitely goes up, but you won’t know for sure which way the price moves,

(b) that the quantity definitely goes down, but you won’t know about the price,

(c) that the price definitely moves up, but you won’t know which way quantity moves, or (d) that the price definitely goes down, but you won’t be sure which way the quantity moves.

ADVANCED LESSON 12

1You can check that $95.24 x 1.05 = $100.00.

2Note that if a merchant allows a customer to buy merchandise “on credit,” you can break the overall transaction into two separate events: First the merchant lends money to the customer on certain terms, and then the customer uses the borrowed money to buy merchandise from the merchant.

3In modern times, most governments have institutionalized the practice of fractional reserve banking, in which banks really do create new money when they advance a loan. This is a complex topic that we will not discuss in this introductory book.

4Strictly speaking, the distinction between a secured and an unsecured loan doesn’t match up perfectly with the different types of borrowing behavior. For example, someone could get a secured loan with his car (which he previously purchased with cash) serving as the collateral, and then use the money to finance a vacation cruise. On the other hand, a dentist could use her personal credit card in order to purchase a new computer for her office receptionist. It’s still the case, however, that a person’s credit report will penalize him or her more heavily if a given amount of debt is unsecured, because there are no assets “backing up” the loans.

ADVANCED LESSON 13

1We are speaking loosely. Technically, a cold snap per se doesn’t cause prices to rise, and even a reduction in physical supply doesn’t cause prices to rise. More accurately, we should say that the cold snap changes the situation of the orange producers, and then their new subjective valuations interact with the original subjective valuations of buyers in the market, such that the equilibrium price of oranges is higher than it was before. But it is obviously much simpler to say, “Supply fell so the price rose.”

2As always, these examples should be interpreted as tendencies that will only lead to actual changes so long as other things remain equal. If the drop in orange supply were accompanied by a new report showing that orange juice causes cancer, then the price of orange juice might end up falling. On the other hand, even if the earnings of orthodontists rise because of a higher demand for braces, it’s still possible that fewer students go into the field if a popular movie depicts orthodontists as having dirty and unfulfilling jobs.

3We’re ignoring the slight complication that she can pay back most of the loan before 12 months have actually passed, in which case the interest expense would not be a full $500.

4Most economists would also include the implicit salary that the entrepreneur “pays herself” as an item to be subtracted from gross or accounting profit, to compute net or economic profit. But in the Christmas tree example, we assumed that the owner didn’t have to do any work except wait 12 months for the trees to mature.

5Of course, the owner might hire workers to run the theater while he stays home with his family. In this case, we have to understand why the workers find it “profitable” to agree to such a shift instead of spending all of Christmas Day with their own families.

ADVANCED LESSON 14

1We are ignoring such complications as the possibility that Acme’s bonds are callable, meaning that Acme has the contractual ability to pay off the $100 million earlier than the original ten-year schedule specifies, and hence avoid being locked into the 5% rate for the entire time.

2Note that the market value of Bill’s stock may very well increase because of the deal, even though his proportional share in Acme itself has fallen. It’s true that (loosely speaking) Acme’s assets now must be divided into 4 million pieces instead of 2 million, and in that respect the market price of each share would be expected to fall. On the other hand, the new stock issuance brought in an additional $100 million which Acme officials intend to use to make the corporation more productive. This would tend to drive up the stock price, and hence the market value of Bill’s 200,000 shares. Only time will tell if Acme’s decision is wise, but the point for our purposes is that existing shareholders do not necessarily find their financial interests hurt whenever a corporation issues new stock. Unfortunately financial press accounts often give this impression when a corporation in the real world issues new stock.

3Of course, corporate stock is riskier than bonds. The market price of a stock can be very volatile, whereas the return on a bond is contractually fixed, meaning the investor (lender) only must face the risk of the bond issuer defaulting. (Bond investors also face interest rate risk, which is the risk that interest rates will change and affect the current market price of the bonds they hold. But so long as the investor holds a given bond to maturity, his flow of cash payments is fixed, absent a default by the issuer.)

4Even here, the distinction is blurry. Someone might think a particular stock is underpriced because the company has such strong “fundamentals” and is likely to enjoy strong earnings in the future. Such a person could be classified as a speculator if he bought the stock, not because he wanted to partake in a long stream of dividend payments, but because he expected other investors to soon see things from his perspective, and bid up the price of the stock.

5Even speculators who originally own no shares of Acme can profit from a perceived overvaluation. They can engage in a short sale in which they borrow shares of stock from existing owners, sell them to collect the current market price of $40, and then buy the shares back at a lower price and return them to the original owners.

6Even very rich investors will likely hold a relatively small portion of Microsoft, if they are not knowledgeable in the computer industry. Rather than holding a large share of the company (and having to vote on important decisions affecting software development and so forth) such investors would probably diversify their savings among the stock of many other corporations, deferring to true experts in any particular one.

LESSON 15

1There are some socialist thinkers who are also anarchists, meaning they propose the abolition of the State along with the abolition of private property. Obviously this type of socialist does not advocate that the government seize control of all resources. To keep things simple we will continue to assume in the text that we are dealing with government control, but much of the economic analysis would apply to the “anarcho-socialist” proposals as well. You should be aware, however, that many self-described socialists would deny that their system entails State power over workers.

2The great Austrian economist Ludwig von Mises made this argument in his classic work Socialism, originally written in German in 1922 (Indianapolis: Liberty Fund, 1981, pp. 192–94).

3Even if this were to happen, the people in charge of compensating DMV branch managers wouldn’t themselves be able to pocket the extra revenues from issuing more licenses.

4Ludwig von Mises systematically laid out the calculation objection, which we are about to summarize in the text, in a 1920 article.

LESSON 16

1Barbara Demick, Nothing to Envy: Ordinary Lives in North Korea (New York: Spiegel & Grau, 2009), pp. 3–5.

LESSON 17

1Even though (in the short run) the physical number of apartment units doesn’t shrink, the number that owners put on the market for rent can definitely drop because of the new rent control law. Most obvious, homeowners who were willing to rent out a spare bedroom to a stranger at $800 per month, might keep it vacant (and available for their kids coming back on college breaks or for other out-of-town guests) if they can only charge $650. Even the owners of dedicated apartment buildings might prefer to rent out only some of the units at the lower price, to a group of tenants who have passed more rigorous background credit checks and so forth.

2There are also an additional 2,000 people who are frustrated because of the shortage, but in a sense they are not really losing out (except for their headaches and time spent searching fruitlessly for an apartment). If the price were allowed to rise to its market-clearing level, they would have fallen out of the market and not gotten an apartment in that scenario, either.

3Farmers are also beneficiaries of price supports, in which the government assures a guaranteed minimum price for certain agricultural products. However, typically the government establishes this floor by using tax dollars to artificially boost the demand for the privileged items. Rather than punishing people who pay less than $10 per bushel of wheat, the government steps in and buys up wheat (and stores it in silos) whenever the market price would otherwise fall below $10. The analysis of this type of “price floor” is much different from the situation we are analyzing in the text.

4Our analysis of a wage floor explicitly enforced by the government largely applies to the case where a union threatens violence or property destruction in order to raise the wages of its members above the market-clearing level. Many economists view this as a form of government intervention, because governments typically do not punish unions for criminal intimidation the way they would punish other attempts (by employers during labor negotiations for example) to disturb voluntary transactions. However in the text we will restrict the discussion to the purer intervention that comes directly from the government.

5Or at least, they will desire to do so, just as soon as contractual obligations allow. In practice there might be other constraints, such as the loss of employee morale if the boss lets 10% of the staff go in response to a minimum wage hike. Nonetheless, other things equal a minimum wage increase will reduce the profit-maximizing number of (low-skilled) employees for a given business.

6To say that the demand (not just the quantity demanded) falls in the long run means two things: First, at the constant minimum wage, the number of workers who can find jobs will fall. Second, even if the government eventually removed the minimum wage, the equilibrium number of workers hired (at that point) would initially be lower than the original number of workers before the imposition of the minimum wage.

7Note that at the original wage of $5 per hour, the renovation would only save the owner $15 an hour in reduced labor costs. Depending on the expense of renovation (properly accounting for interest and the depreciation of the new equipment), the minimum wage law could be the difference between designing a restaurant to be run by 8 employees versus 5.

LESSON 18

1Strictly speaking, the accountants wouldn’t be able to attribute the profitability (or lack thereof) to a specific decision that the management made. For example, suppose that a gambling scandal ruined the good name of Mickey Mouse, just at the same time that Disneyland built a new ride. It’s possible that ticket revenue drops by 10% after the new ride opens, when it would have dropped 20% had Disneyland not opened the new ride (and partially offset the impact of the scandal involving Mickey). Even so, the accountants can objectively declare whether the business is earning a monetary profit or loss in absolute terms.

2We acknowledge that we are violating are own rule of tying action to the individual: In reality, “the government” doesn’t build a library. Instead, certain people make decisions, which sets in motion certain repercussions because of who those decisionmakers are and the obedience they command from other people in the community. But for the sake of brevity we will often say “the government” spends money, raises taxes, etc.

3There is a subtlety to this claim: It very often happens that private individuals refrain from investments because they anticipate the government will step in. For example, if the government funds the construction of a new sports stadium, people will often say, “This wouldn’t have existed without help from the government.” It’s possible however that the reason private investors “needed” government help is that they knew they could shunt some of their expenses onto the shoulders of the taxpayers.

4Keep in mind that private-sector organizations can rely on charitable contributions and not just revenues from commercial sales. A pure market economy is perfectly consistent with soup kitchens, homeless shelters, and so forth. The crucial difference is that in a pure market economy, the owners of these institutions would need to solicit voluntary donations rather than receiving funding from the government, which ultimately was not derived in a purely voluntary manner.

5For example, there are situations where private enterprise may be deemed inappropriate, such as the provision of military defense. There are also situations where we can imagine a majority of people agreeing to be “forced” to contribute money to a certain cause, so long as everyone else is similarly forced. For example most residents of a city probably wouldn’t view it as “theft” if the local government took $10 a year from everyone in order to maintain “free” garbage cans (placed on busy street corners) and street lights. Because of these types of considerations, many economists who are aware of the flaws with government spending would nonetheless maintain that there is a scope for some government purchases.

6Actually the move to “flatten” the sales tax would probably bring in more total revenue, because more sales would occur at the lower rates, and because in the original scenario consumers would have shifted their purchases away from the 10%-taxed goods towards the 0%-taxed goods. Therefore, in the new situation (when all goods are taxed uniformly at 5%), the actual number of sales on taxable items would probably more than double relative to the original scenario, which would more than offset the halving of the sales tax rate. (Note that we are just discussing general tendencies; we could invent specific numerical examples where the “flat” 5% sales tax brought in less revenue than a particular 10% sales tax on half the items. For example, if the 10% tax rate originally applied to food and cigarettes, while the 0% tax rate originally applied to yachts and diamond earrings, then switching from that system to a flat 5% sales tax on everything would probably bring in less total tax revenue.)

7Note that the 20% rate applies only to the $90,000 in income falling in the second bracket’s range; the higher rate doesn’t apply to the whole $100,000 of income. This is why (under normal circumstances) you can’t actually see your take-home pay drop after a pay raise that “puts you into a higher tax bracket.”

8People often say the mortgage interest deduction gives an incentive to buy a home rather than to rent, but prices adjust to eliminate much of this impact. If an entrepreneur buys a house and then rents it to tenants, any interest on borrowed money is a business expense and hence tax deductible too. Competition among entrepreneurs in the housing rental market would tend to lower rents to tenants to reflect this feature of the tax code. At the same time, home prices are probably higher than they otherwise would be, if homeowners weren’t able to deduct their mortgage interest payments. So although people often assume that the mortgage deduction gives a huge bias toward homeownership versus renting, the distortion on this decision is not as severe as it may first seem.

LESSON 19

1Of course, countries per se don’t import or export goods; people within a country do. But it is difficult to convey the essence of mercantilism without speaking of various countries as collective units regarding trade.

2For example, if France exported 100 gold ounces’ worth of wine to Great Britain, while it only imported 80 gold ounces’ worth of books from Great Britain, then (if these were the only transactions) there would be a net flow of 20 ounces of gold out of Britain and into France.

3If you are an advanced reader, we should make the technical point that a given country (such as the United States) can have a trade deficit with one country (such as China) while simultaneously running a trade surplus with another country (such as Australia). However, these deficits and surpluses need not cancel out, for any particular country. The United States, for example, runs a net trade deficit with the-rest-of-the-world. This is possible because people outside the United States can invest in American assets. For example, if a Japanese investor buys a corporate bond issued by IBM, this purchase “returns dollars to the U.S.” and helps balance out the net flow of dollars to Japan resulting from the trade deficit in goods and services. (Note that financial assets—such as stocks and bonds—do not form part of a country’s exports.)

4We added the qualifier “(on average)” because technically, imposing a trade barrier can make some people in a country better off—namely, the people who compete with the imports that are now being penalized. But as we’ll see in the next section in the text, the possible gains to the protected producers are more than offset by the losses to everyone else in the country.

5To be clear, we are here focusing on general economic arguments for and against free trade. If someone argues that, say, U.S. producers of ballistic missiles shouldn’t be allowed to trade with people living in North Korea, that is not a specifically economic argument, but rather a military claim. In the text we are dealing with the very popular—but misguided—belief that trade barriers make a country richer by stimulating the domestic economy.

6We are calling it the economic case for free trade to distinguish it from other types of arguments. For example, someone versed in natural law theory might claim that even if free trade made countries poorer, it would still be the correct policy because the government has no right to restrict how people use their private property.

7We have to add the qualifier “(per capita)” because in theory, we can imagine particular individuals being hurt by the removal of trade barriers. We know that if China pursued a free trade policy, total Chinese production and consumption would rise, meaning that on average people in China would benefit from the move. But if there were particular producers who benefited from the trade barriers and were put out of business by foreign imports, their individual losses as producers could conceivably be larger than their gains as consumers when they had far more options (and lower prices) in the stores. We stress this point mainly so that you better understand the economic case for free trade. In the real world, a complete move to free trade—rather than removing individual barriers one at a time—would probably make just about everyone better off, especially in the long run.

8A technical note: From the Japanese producers’ point of view, American demand for their cars has dropped. That is, at the same (Japanese) price of $10,000 per car, suddenly Americans don’t want to buy as many Japanese cars as they did the day before the tariff was erected. To keep things simple, we are assuming that this drop in U.S. demand for imported vehicles doesn’t lower the equilibrium price of $10,000 for Japanese cars in the world market. If you go on to study more advanced economics, you will learn that this subtlety can give rise to the theoretical possibility of there being an “optimal tariff” in which a large country such as the U.S. could conceivably gain (while hurting the rest of the world) through the strategic use of low tariffs. In practice this is a slippery argument, if for no other reason than that politicians couldn’t be trusted to stick to the “optimal” tariff structure. But if you are going on in economics, you should be aware of this technicality.

9The new tariff also hurts some other American producers, as we’ll see in the text.

10In practice, if the new tariff caused the (pre-tax) market price of Japanese cars to fall, then in a sense the payment of tariff revenues would be shared among American consumers and Japanese producers, because the out-of-pocket price of an import to Americans wouldn’t rise by the full tariff charge per car. Even here, though, it’s worth stressing that it is U.S. consumers who actually spend the money collected by the tariff.

11The one possible exception to this rule is that the unemployment rate could drop. In other words, it’s possible for one industry to expand, while others maintain their original levels of employment, if the newly hired workers come from the ranks of the unemployed (or come from sectors which then replenish the lost workers from the ranks of the unemployed). In Lesson 23 we’ll explore the business cycle and see that this complication doesn’t change the conclusions in the text above.

12What about the $1,000 tariff payments sent to the U.S. government for every Japanese car that Americans still decide to purchase? Well, if the government spends that money, then this constitutes an additional distortion to the pure-market outcome, for the reasons outlined in Lesson 18. The best case for the protectionist is to assume that the government uses the tariff revenue to reduce other taxes on Americans. In the text we are ignoring this complication because we want to focus on the other distortions caused by the new tariff.

13We have added the qualifier “in the long run” because an individual household could run up its debt by consuming more than it produces, at least for a while. By the same token, a country as a whole can run a net trade deficit if foreigners are willing to invest in its financial assets (such as buying stocks or bonds from corporations in the country running the trade deficit). But even here, what is really happening is that the country running the trade deficit is effectively borrowing against its future production.

LESSON 20

1As with our analysis of other types of government intervention, in this lesson we are interested in pragmatic arguments by looking at the consequences of drug prohibition. We ignore arguments (for or against) based on a specific code of morality, or a view of property rights and the proper scope of government action. These viewpoints are definitely important, but they lie outside the scope of a textbook on basic economics.

2We should clarify, the likelihood of a professional drug dealer being arrested is much higher than for one of his customers were it not for bribes (“protection money”) regularly paid to the police. We are trying to understand how drug prohibition alters the original market outcome, and then we will see the scope for corruption.

3See http://www.whitehousedrugpolicy.gov/drugfact/cocaine/cocaineff.html#extentofuse. Regarding marijuana, a survey conducted between 2006 and 2007 found that more than 10% of the U.S. respondents reported using the drug within the last year. See http://economix.blogs.nytimes.com/2009/08/11/drug-use-across-the-united-states-or-rhode-island-needs-more-rehab/.

4The Eighteenth Amendment was actually ratified in 1919, but alcohol Prohibition did not take effect until 1920.

5A loan shark refers to someone who makes short-term loans at very high interest rates (which may violate usury laws) and popularly resorts to physical punishments in order to ensure repayment.

6Indeed, if drug dealers could conduct major transactions using electronic payments routed through a universally respected third party, the number of violent drug deals “gone bad” would plummet. Rather than bringing suitcases of cash (along with heavily armed bodyguards) to parking garages in the dead of night, a cocaine retailer could deposit $1 million with a reputable financial institution, which would agree to transfer the funds to a Colombian wholesaler once the retailer had received his goods. (The process could unfold in stages if the Colombians wanted to make sure they weren’t double-crossed.) The reason drug dealers currently can’t operate in this fashion isn’t that they fear a bank will steal their money and then the drug dealers won’t be able to call the police. The first time that happened, nobody—even people unconnected with the drug trade—would use that bank again. In reality drug dealers can’t use the simple mechanism we’ve described because of the risk that the government would seize their funds as “drug money.” So we see that it is not government neglect, but government enforcement of drug laws, that makes violence more appealing in the drug trade.

7Death statistics and Will Rogers quotation from Mark Thornton, “Alcohol Prohibition Was a Failure,” Cato Institute Policy Analysis No. 157, July 17, 1991, at: http://www.cato.org/pubs/pas/pal57.pdf.

LESSON 21

1Some economists would say that the term inflation refers to an expansion of the amount of money and credit in the economy. This is a very technical issue having to do with the fact that banks are legally allowed to grant more loans than they actually have cash in the vault. This arrangement is described as a fractional reserve banking system. We will ignore this complication.

2Throughout this chapter, we will use the term stock of money rather than the more usual money supply, in order to avoid confusion. When people are comparing money to prices, they almost always mean how many actual units of money are in the economy; they are not referring to the “supply curve of money,” a concept that would actually be difficult to even define in modern economies where the government has intervened so heavily in the area of money.

3If you are a math whiz, we point out that we have calculated the average compounded annualized growth rates. In other words we didn’t simply take the total percentage growth and divide by 5, but rather we accounted for the exponential growth involved (multiplying percentages by percentages).

4Note that even without debasement, gold coins would not be pure gold, because they would be too malleable. Some amount of baser metal would be added to keep the coins durable and useful as money.

5The history of gold and silver legislation in the early United States is quite complicated and lies outside the scope of this introductory book. The important point is that even before the Constitution was written, the colonists were using gold and silver coins as money. Americans began using pieces of paper connected to the U.S. government only because originally these were claim tickets on the preexisting commodity monies.

6Strictly speaking, the U.S. government and the Federal Reserve don’t have complete control over the quantity of U.S. dollars, if we include checking account balances as part of the total. The willingness of commercial banks to grant loans, and of private individuals to borrow money, plays a role here as well. But for all practical purposes, the U.S. government and its agency, the Federal Reserve, control the “dollar supply curve.”

7Even here, the “collapse” of the gold money would be a mixed blessing, not an unmitigated disaster. It’s true that it would be very disruptive to the world economy if its money—gold—all of a sudden saw its value fall quite sharply because of the alchemists’ discovery. On the other hand, it would be wonderful if the alchemists made such a discovery, because of all the new gold. Besides the fall in prices for beautiful jewelry, consumers would benefit from much cheaper dental work (gold fillings etc.) and arthritis treatments (which inject gold into the body), as well as the industrial applications. Unlike a fiat currency, a market-based commodity money is actually useful for reasons other than its status as a medium of exchange, and so sudden increases in supply are beneficial in that respect.

8We should point out that technically, economists have imagined a fiat money even in a pure market economy, and have written books and articles describing the mechanics of such a system. In the text above we will ignore this complication and assume that fiat money is always the result of government intervention in the market economy. Whether this is true even in theory is a controversial issue among economists, but the connection between governments and fiat money is certainly correct in practice.

9Things became so absurd in Zimbabwe that its central bank eventually issued 100 trillion dollar bills. At a conference in the spring of 2010, someone humorously gave the author of this textbook a “tip” which was a “FIFTY TRILLION DOLLARS” note issued by the Reserve Bank of Zimbabwe. The jokester had acquired this piece of currency—which has a “5” followed by 13 zeroes printed on it—very cheaply on eBay. According to Steve Hanke, by November 2008 Zimbabwe was suffering from a monthly price inflation rate of 79.6 billion %. At this inconceivable rate, prices in Zimbabwe were doubling every 25 hours! (See http://www.cato.org/zimbabwe)

10Keep in mind that the government’s injection of new money might prop up prices that would otherwise have fallen. For example, the government might print up new money and buy goods for which the (private sector) demand had fallen. In this case, the monetary inflation still causes price inflation, but from a lower starting point, as it were. Thus the observed prices might not rise, but it would be wrong to conclude that the monetary inflation had no effect on prices.

ADVANCED LESSON 22

1The finances of the U.S. federal government are usually recorded by fiscal years, which do not coincide with calendar years. For example, Fiscal Year 1990 ran from October 1, 1989 through September 30,1990. The $221 billion deficit thus refers to the mismatch between federal receipts and expenditures during these two dates.

2There are different items that could be included in this figure, which would make the “federal debt” greater or smaller. For example, a smaller figure of the debt might refer exclusively to the actual bonds issued by the U.S. Treasury. A much broader figure would include not just the bonds, but also the federal government’s expected future liabilities in programs such as Social Security, in which the expected payouts will at some point exceed the “contributions” from workers and will thus constitute a drain on general tax revenue, contributing to the government’s overall indebtedness.

3The U.S. Treasury is the financial arm of the federal government. The Treasury collects taxes and disburses funds. When the federal government runs a deficit, it borrows money from lenders by having the Treasury sell bonds.

4In the text we are restricting our attention to “zero coupon” bonds, which apply to Treasury debt that is one year or shorter in maturity. If the government (or another entity) issues long-term debt, it will often involve periodic interest payments (“coupons”). In this case, the lender hands over the full face amount of the bond upfront, because the interest earnings are handled separately. (But for bonds that carry no coupon payments, the investor must earn his interest through a discount initially paid for the bond.)

5If interest rates fall then the government could enjoy lower interest payments even as its debt grows.

6It’s true that investors will take this dynamic into account when lending money to the government; they will insist on a higher yield (interest rate) knowing that the purchasing power of the dollar will likely fall over time. Even so, it is still true that when the Federal Reserve causes inflation, it makes it easier for the federal government to service its pre-existing debt. If the Federal Reserve were to suddenly stop inflating altogether, it would be harder for the government to service its debt compared to the expected scenario.

7If you are a sharp reader you might think that this isn’t truly printing up new money just to close a budget shortfall, because the federal government still owes interest and the return of principal to the holder of the bonds it issued. But guess what? The Federal Reserve is the recipient of these payments (since the Federal Reserve bought the bonds from the private dealers), and as standard operating procedure the Federal Reserve remits all of its excess earnings back to the Treasury. In other words, after the Federal Reserve pays it electric bill, employees, and so forth, any extra money it has, it sends back to the Treasury. So even though technically speaking the Treasury didn’t get those new dollars with no strings attached, for all practical purposes it did, since its interest payments on the debt held by the Federal Reserve will (largely) come right back to the Treasury, and because the Federal Reserve will likely roll over the principal on its outstanding holdings of Treasury debt. For an analogy, if you could always borrow money from your parents (at a contractual interest rate) when you spent more than your job’s paycheck, and if you knew you never had to pay back the principal, and if you knew your parents would always increase your birthday and Christmas gifts to give you all the “interest payments” on these loans right back to you, then the process of signing a loan contract with them would be a farce. You would spend with reckless abandon, which is exactly what the D.C. politicians have done and continue to do.

8Things get more complicated if we consider that foreign investors might be the ones financing the U.S. government’s debt. In that case, present Americans would indeed be living above their means and in the process force future Americans to live below their means. But if we take “the present generation” to mean all humans, and “future generations” to mean all future humans, then we’re back to the analysis in the text above.

9Some economists would argue that in the grand scheme, government deficits are largely irrelevant, because rational taxpayers will realize that they need to set aside more money to pay for future debt service. In other words, these economists say that when the government shifts out the demand for loanable funds, people in the private sector rationally respond by shifting out the supply curve as well. Thus the market interest rate stays the same, and what the government hands out to taxpayers with its right hand, it borrows back from them with its left hand. However, in practice this view can’t be right, because otherwise deficit spending wouldn’t be as popular as it is.

10Recall our thought experiment from Lesson 18: If the government enacted ridiculously high income and sales tax rates, virtually all economic activity would go underground and the government would take in virtually no tax revenue. But clearly these policies would be very harmful to the economy, despite the apparently low “burden” as measured by tax receipts. This principle explains how the true damage of an extra $100 billion in taxes (needed to pay down the government debt) is greater than the simple extraction of that amount of money from taxpayers.

ADVANCED LESSON 23

1In this common analogy, the economy is likened to an engine, where “overheating” means high price inflation and apparently irrational increases in stock prices and other assets.

2If you are curious in reading further, we are here presenting the basics of the so-called “Austrian business cycle theory,” developed by economist Ludwig von Mises and elaborated by Friedrich Hayek.

3In terms of diagrams, the supply curve of loanable funds shifts to the right, pushing down the equilibrium interest rate.

4Strictly speaking, if the false boom allows for an increase in consumption, then total investment—correctly measured—must drop, since the printing press doesn’t give society the ability to create more goods and services. However, “total investment” is a subtle concept that requires market prices to be calculated. During the artificial and unsustainable boom, the producers of many types of capital goods can see their output increase, even though the economy as a whole is not investing enough in its capital structure to offset depreciation. For example, a factory owner may defer his normal practice of stopping production every month in order to lubricate the machinery etc., because “on paper” he is making more profits by cranking out orders for his customers. Yet in a few months, when his equipment is worn down from the hard usage and he needs to buy replacement units, he finds to his shock that equipment prices have skyrocketed. Up until that point, the factory owner would have thought he was increasing his wealth and hence his “stock of capital,” but in reality he was consuming capital because his increased output of capital goods (the product of his factory) wasn’t enough to offset his failure to engage in maintenance on his equipment.


LESSON 2

How We Develop Economic Principles

In this lesson you will learn:


		The difference between a purposeful action versus mindless behavior.

		The difference between a social science and a natural science.

		Why the methods used to develop basic economics are different from those used in physics or chemistry.



Purposeful Action versus Mindless Behavior

When we look at the world and try to make some sense of it, one of the most basic and crucial distinctions we all make—usually without even realizing it—is the difference between purposeful action versus mindless behavior. When describing the trajectory of a baseball, we might mention things like mass, velocity, and air friction. We don’t say that the baseball “wants to move in a parabola,” or that the ball “gets bored with flying and eventually decides to land.” This would be nonsense talk to modern ears, and would strike us as very unscientific. But suppose that instead of a baseball, we are describing the motions of a jet aircraft. In that case, we would have no problem saying that the pilot “wants to avoid the turbulence” or that he “is running low on fuel and decides to land.”

This difference in how we describe the two events reflects a fundamental decision we make when interpreting the world around us. When we observe events, we can either attribute them to natural laws, or we can explain them (at least in part) by reference to the intentions of a conscious being. In short, we can choose whether to believe that another mind is at work.

We are here touching on some very deep philosophical questions, and obviously we are not going to give you “the final word” in this short lesson. But in order to make sense of economic theory, to give it a solid foundation, we need to be aware of the distinction between purposeful action versus mindless behavior. The laws of economics apply to the former, not to the latter. As we will see in Lesson 3, economics always involves the operation of at least one mind, meaning an intelligence that has conscious goals and will take steps to influence the material world in order to achieve those goals.

The difference between purposeful action versus mindless behavior is not simply the difference between human beings and “inanimate” matter. Various movements of a human being’s physical body can be examples of mindless behavior, too. For example, if I tell you, “I’ll give you $20 if you raise your right leg,” then we would interpret your subsequent behavior as an intentional response, where you purposely moved your leg because you wanted the money. But if your doctor whacks your right knee with a hammer to test your reflexes, the resulting movement in your leg would not be an example of purposeful action. Although your nervous system and brain were involved, we wouldn’t really say that your mind was involved. (Note that brain and mind are very different things, and that difference is crucial to this lesson.)

The lessons in this book apply to purposeful actions performed by conscious people who have goals in mind. Sometimes the boundary line between what is “conscious action” and “reflexive behavior” can be blurry, but that won’t really detract from the principles in this book. It’s true, a baseball outfielder might not be fully aware of the mental operations he performs when throwing the ball to second base. But he is very definitely trying to throw out the runner, because he wants his team to win the game. Even if he “miscalculates” and overthrows the base, all the lessons in this book apply to his intentional action, because he is a conscious being trying to exchange one situation for a different one that he thinks will be more desirable.

The economic principles in this book are not confined to “perfectly rational people.” The lessons in these pages apply to real people who use their minds to make exchanges in the real world every day.

The Social versus the Natural Sciences

Economics is a “social science,” meaning that it studies people and aspects of society. Other social sciences include psychology, sociology, and anthropology. The natural sciences, on the other hand, study aspects of the natural world. The natural sciences include physics, chemistry, biology, astronomy, and meteorology.

Because of their different subject matter, the social sciences focus on purposeful action, as described in the preceding section, while the natural sciences focus on mindless behavior. Even though he might not even be aware that he is doing it, the social scientist’s explanations and theories at least implicitly rely on the hypothesis that there are other minds at work, influencing events. In sharp contrast, with the notable exception of biology, the natural scientist typically doesn’t refer to a conscious intelligence when explaining events in his field of expertise.

This awareness of other minds, and the fact that other thinking humans have their individual motivations, pervades the social sciences. It’s not confined to the formation of theories to explain events, either: Even the raw “facts” of the social sciences are themselves mental things, and not purely natural or physical. For example, a sociologist might come up with a theory relating an increase in the crime rate with the increase in the rate of divorce. But in order for the sociologist to even collect data to test this theory, she needs to “get inside other people’s minds” in order to know which events should be classified as crimes and divorces in the first place; these are not mere brute facts of nature.


Even the “Facts” of the Social Sciences Are Related to the Mind

Take such things as tools, food, medicine, weapons, words, sentences, communications, and acts of production.... I believe these to be fair samples of the kind of objects of human activity which constantly occur in the social sciences. It is easily seen that all these concepts... refer not to some objective properties possessed by the things, or which the observer can find out about them, but to views which some other person holds about the things. These objects cannot even be defined in physical terms, because there is no single physical property which any one member of a class must possess.... [T]hey can be defined only by indicating relations between three terms: a purpose, somebody who holds that purpose, and an object which that person thinks to be a suitable means for that purpose.

—Friedrich A. Hayek, Individualism and Economic Order (Chicago: University of Chicago Press, 1948), pp. 59–60



For example, if Sally runs her car over Joe and he dies, this may or may not count as a homicide. If Sally had a heart attack five seconds before the crash, it was probably not a crime, but rather just an accident. On the other hand, if the cops arrive at the scene to hear Sally yelling, “That’s the last time you’ll cheat on me!” then it’s time to read Sally her rights. Notice that ultimately it is Sally’s mind that makes the difference; the sociologist needs to make guesses about what Sally consciously intended in order to know if a crime occurred. No amount of physical description per se can decide the matter, except insofar as the description sheds light on what Sally was thinking when the car struck Joe. Her mental will has the power to transform a regular car into a murder weapon. To stress the point one last time: Nothing physical changes in the composition of the car during this transformation; the physicist and chemist wouldn’t notice anything happening to the molecules forming the car. On the contrary, when we say that Sally “turned the vehicle into a murder weapon,” we are rendering a judgment concerning the intangible, directly unobservable state of Sally’s mind. The physical movements of Sally’s hands and feet as she controlled the car are not the crucial issue; it is her conscious intentions that determine whether we need to add one more homicide to the running total.

As the example of Sally hitting Joe with her car illustrates, even the “raw facts” of the social sciences are tinged with our understanding of other people’s minds. In contrast, typically in the natural sciences neither the raw facts, nor the theories developed to explain them, rely on an appreciation of the intentions of other thinking beings. The natural scientist can look out upon the physical world and try to come up with explanations of its “mindless” behavior.

The Success of the Natural Sciences versus the Social Sciences

There is a sharp difference between sciences such as physics, chemistry, and biology on the one hand, versus sciences such as psychology, sociology, and anthropology on the other. People refer to the former as “hard” and the latter as “soft,” and—especially among the hard scientists!—there is a general feeling that the so-called hard sciences are more rigorous and indeed “scientific” than the so-called soft sciences. Generally speaking, the smartest and most celebrated scientists in the world are found in the hard sciences; besides the obvious icon of Einstein, the physicists Richard Feynman and Stephen Hawking have also captured the popular imagination. In contrast, it is not nearly as prestigious to win awards in psychology, and few people could even name the top sociologists of the last century. While some people might condemn the particular physicists who helped create atomic weapons, even so the overwhelming majority support physics itself. Yet in another sharp contrast, many people are skeptical and even hostile to some of the social sciences, particularly economics and psychiatry.

What is going on here? If we hadn’t known the answer already, we might have expected things to be the reverse, where public opinion revered the scientists who studied people and not mindless particles.

One possible answer is that the social sciences have justified some pretty awful things, such as electroshock therapy for people incarcerated against their will, and the government-sponsored slaughter of millions of pigs during the Great Depression while Americans starved. So maybe these types of episodes are the reason many people distrust psychiatrists and economists. But again, why don’t people also tend to blame physicists for Hiroshima, or the chemists for gunpowder?

We suggest the reason is that the physics and chemistry behind powerful weapons are right. The physicists said to the military, “If you drop this object from an airplane, it will induce a fission reaction that will release an incredible amount of heat.” And the physicists were perfectly accurate in their predictions. In sharp contrast, the psychiatrists told the courts, “Give us authority to imprison people we think are mentally ill, and allow us to inject them with drugs and perform other experiments on them. This will make them well, and yield a society with adjusted people who do not exhibit aberrant, anti-social behavior.” Many of the supposedly top-notch economists too told governments during the 20th and 21st centuries: “Give us control of the printing press, and we will spare the world any more ravaging depressions and rampant price inflation.” Obviously, the track record of the psychiatrists and most influential economists is not nearly as laudable as that of the natural scientists.

For some reason, it seems that even the most accomplished geniuses in the social sciences can lead their disciplines down dead-ends, where more and more of the experts in the field (as well as the general public) begin to suspect that the “state of the art” is a waste of time. Many people would agree that “psychiatry was doing all right... until Sigmund Freud,” or that, “Economics took a major wrong turn when John Maynard Keynes came on the scene.” Yet almost nobody would say, “Isaac Newton did a lot of great work in physics, until that nutjob Einstein came along and ruined it.”

One important reason for this gulf between the success and prestige of the natural sciences on the one hand, versus the mediocre results and hostility to the social sciences on the other, is that the objects of study in the natural sciences are fairly simple, and their behavior seems to be governed by a concise set of rules. Consequently, the hard sciences can (typically) rely on controlled experiments to evaluate their theories. This is why it’s much less likely that physics will go down a cul-de-sac the way many people think Freudian psychology or Keynesian economics did. Physical theories make predictions about objects in the material world. It would be very difficult for a newfangled yet ultimately inferior theory to sweep the profession in a hard science (such as physics), because its inferiority would be demonstrated repeatedly in experiments. Einstein famously resisted some of the philosophical implications of quantum theory but no physicist (including him) could argue with the accuracy of the theory’s predictions about experimental measurements made on subatomic particles.

Since subatomic particles don’t (as far as we know) have minds, in order to understand their behavior—in order to “explain” subatomic particles—a theory in physics can’t be asked to do anything more than to predict, with greater and greater precision and accuracy, what these particles will do in various circumstances. Now we should point out that in actual practice, things are not so simple in day-to-day physics. One theory may yield better predictions in a few experiments, while another theory may be simpler and more elegant. Some physicists may “believe in” the more elegant theory, and search for possible flaws in the experiments that cast doubts on their preferred theory. Even so, in the long run a theory in the hard sciences that systematically and unambiguously yields better predictions will eventually displace its rivals.

Most professionals in the social sciences think that the same method—the “scientific method”—should be used in their fields as well. However, the problem is that, quite literally, the objects of their study have minds of their own. It has proved fiendishly difficult to come up with a set of concise laws that accurately predict the behavior of people in various circumstances. In the social sciences, especially economics, things are so much more complicated that in many cases it is simply impossible to perform a truly controlled experiment.

To illustrate this important difference between the natural sciences and economics, first suppose two groups of physicists are arguing about the strength of the electric charge on a certain particle. After conducting an experiment using a clever new technique, one group in Australia announces that the previous estimate needs to be revised. However, the rival group of physicists argues that the Australian experiment is flawed, because the laboratory’s proximity to the South Pole distorted the measurements. They settle the dispute by conducting the same experiment at several different latitudes, to see if the measured results move closer to the previous estimate as the laboratory gets closer to the equator. The crucial assumptions behind all of this research are that the underlying laws governing the particles are the same, and that the experimenters can hold every other (relevant) factor constant while isolating the effects of the magnetic charge emanating from the earth’s poles. The story we just told gives an idea of why physics seems to “work” so well; there really is good reason to suppose that over the years, the physicists will develop theories with greater and greater accuracy in predicting how the physical world works.

Things are not nearly as straightforward when two groups of economists argue over rival theories. For example, one group of economists—the Keynesians—believe that the Great Depression was caused by a collapse in “aggregate demand,” and that President Herbert Hoover and then Franklin D. Roosevelt should have pushed through massive government deficits—spending borrowed money—to counteract the slump. A different group of economists—the Austrians—disagree strongly, and instead think that the initial crash in 1929 was caused by a preceding “boom” engineered by the Federal Reserve, which is the U.S. central bank established by the government. According to the Austrians, Hoover and Roosevelt made the Depression drag on for more than a decade with their misguided interventionist policies. The Austrians dispute the Keynesian deficit theory, pointing out that Hoover and FDR ran what were at the time record high (peacetime) budget deficits during their administrations, which coincided with the slowest and most agonizing recovery in U.S. economic history. The Keynesians counter that, large as the deficits were, the government “obviously” didn’t borrow and spend enough, as proved by the lingering unemployment.

At this early stage of the book, we have not yet mastered the concepts to proceed further with this actual dispute. (In subsequent lessons, you will learn the tools you need to better appreciate the two sides of the argument.) For now, the point is that the dispute remains unresolved, even though professional economists have been arguing about the causes of the Great Depression for more than seventy years. The controversy won’t die, because the exact conditions of the world economy in the late 1920s were unique. Economists can’t test the Keynesian theory by, say, holding everything else constant except doubling the U.S. federal budget deficit in 1932, in order to observe the effect on the unemployment rate.

Federal Budget Deficits vs. Unemployment, 1930 – 1939
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Sources: The American Presidency Project (http://www.presidency.ucsb.edu/data/budget. php) and the Bureau of Labor Statistics


Economists Can’t Agree on the Right Medicine

[T]he proper injunction to government in a depression is cut the budget and leave the economy strictly alone.

–Austrian School economist Murray Rothbard

Just as we saved our way into depression, we must squander our way out of it.

–Business Week economist Virgil Jordan, writing in 1932

Quoted in Robert P. Murphy, The Politically Incorrect Guide to the Great Depression and the New Deal (Washington, D.C.: Regnery, 2009), pp. 52, 57



It is no doubt true that economists who, for moral or political reasons, endorse larger government spending, will tend to subscribe to the Keynesian arguments about the causes of the Great Depression. It is also true that opponents of “Big Government” will tend to be attracted to economic doctrines that stress the benefits of low taxation and slim government budgets. But it is the inability to perform controlled experiments that allows the persistence of such diametrically opposed economic theories, with both camps firmly convinced that they are right and their opponents are either dishonest or sloppy. These passions are on a much tighter leash in the hard natural sciences, because in those disciplines the facts “speak for themselves” to a much greater degree than in the social sciences.

Fortunately, all is not lost. Even though the methods of the natural sciences are of limited use in economics, there are other ways of discovering economic principles or laws, relying on techniques that are not available to the physicist or chemist. As you master the lessons in this book, you will gradually develop a new framework for interpreting the world. Things that seemed incoherent before will make perfect sense to you. And as you will see, the lessons in this book will not appeal to experimental or even historical results to prove their validity. Once you have grasped the essential points of each lesson, they will be yours forever. You may decide that the concepts are more or less useful to you, but you will never need worry that newly published economic research will render them false. How is this possible? We explain in the next section.

How We Develop Basic Economics

As we discussed above, economic theorists face two huge problems: the objects of their study have minds of their own and it is much harder to perform a controlled experiment in economics than in a natural science such as chemistry. These differences partly explain why the so-called hard sciences enjoy a much better reputation for objectivity and success than the soft sciences, including economics.

However, the economist does have one enormous advantage over the natural scientist: the economic theorist is himself a thinking being, with conscious goals. Because he has an insider’s view of acting in the economy, the economist can more easily understand the motivations and constraints faced by other actors in the economy. In contrast, the particle physicist doesn’t have any idea “what it’s like to be a quark,” and so the physicist must rely exclusively on the familiar empirical techniques to gain insight into the behavior of quarks.

Earlier in this lesson we focused on the important distinction between purposeful action versus mindless behavior, because this difference is key to developing useful economic principles. The economic principles we will develop in this book are all logical implications of the fact that there are other people with minds who try to achieve their own goals. In other words, if we as social scientists decide to commit to the “theory” that there are other minds operating in the world—just as each of us can directly experience his or her own mental awareness—then that “theory” starts spitting out other pieces of knowledge that are consequences of it. You will probably be surprised in Lesson 3 when we show just how much of economics is packed into the simple observation that, “John Doe is acting with a purpose in mind.” Right now we won’t list any of these results, because you should first understand exactly what it is you’ll be doing as you work through Lesson 3.

Rather than looking to physics or chemistry for guidance on how to develop good economic principles, a much better role model is geometry. In standard (i.e., “Euclidean”) geometry, we start with some basic definitions and assumptions that seem reasonable enough. For example, we define what we mean by a point and a line, we explain what we mean by the angle formed at the intersection of two lines, and so forth.

Once we have our starting definitions and assumptions in hand, we can use them to start building “theorems,” which is a fancy word for the logical deduction of the consequences of our original definitions and assumptions. A geometry textbook will start with the most basic theorems, and then use each new result to deduce something even more complicated. For example, early on a simple theorem may run like this: “If we start out with four lines that form a rectangle, then we can draw a new, fifth line that divides the rectangle into two identical triangles.” Once that (very simple) theorem is proved, it can be added to the toolbox, and subsequent, more difficult theorems can invoke this earlier theorem in one of their steps.

The procedure or method of geometry is quite similar to what we’ll do in this book to build up basic economic principles. In the next lesson we’ll define some concepts (such as profit and cost) and show their relation to our basic assumption that events in the social world are driven by purposeful actions. As we go through the lessons, we will continue to add new insights, by building on the previous lessons and by introducing new scenarios where we can apply our earlier results.

At this stage, there are two important observations you should make about the example of geometry First, notice that it doesn’t make sense to ask a mathematician to go out and “test” the theorems in a geometry textbook. For example, consider the Pythagorean Theorem, which is probably the most famous of all geometrical results. The Pythagorean Theorem says that if you have a triangle with a 90-degree angle, and you label each side with a letter, then the following equation will hold:
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a2 + b2 = c2

Once you have seen an actual proof of the Pythagorean Theorem, you understand that it must be true. To amuse yourself, you can take a ruler and a compass (used to measure angles) and “test” the theorem out on triangles that you draw on a piece of paper. However, you’ll find that in practice the theorem won’t appear to be exactly true; you might find that the left-hand side of the equation adds up to 10.2 inches while the right-hand side comes out at 10.1 inches. Yet if you get such “falsifications” of the theorem, and point them out to a mathematician, he will explain that the triangle you were measuring did not really have an exactly 90-degree angle after all (maybe it was 89.9 degrees), and the ruler you used to measure the lines was an imprecise tool, since it only has so many notches on it and in practice you were “eyeballing” how long each line was to some extent. The important point is that the mathematician knows that the Pythagorean Theorem is true, because he can prove it using indisputable, step-by-step, logical deductions from the initial assumptions.

This is a good analogy for how we derive economic principles or laws. We start with some definitions and the assumption that there is a mind at work, and then we begin logically deducing further results. Once we have proved a particular economic principle or law, we can put it in our back pocket and use it in the future to help in proving a more difficult result. And if someone asks us whether the data “confirm or reject” our economic principle, we can respond that the question is nonsense. An apparent “falsification” of the economic law would really just mean that the initial assumptions weren’t satisfied. For example, we will learn in Lesson 11 the Law of Demand, which states that “other things equal, a rise in price will lead to a drop in the quantity demanded of a product or service.” Now if we try to “test” the Law of Demand, we will certainly be able to come up with historical episodes where the price of something rose, even though people bought more units of the good. This finding doesn’t blow up the Law of Demand; the economist simply concludes, “Well, ‘other things’ must not have been equal.”

We now move on to the second important observation you should take away from our discussion of geometry: Just because something is logically deduced from earlier definitions and assumptions (sometimes called axioms), the resulting proposition might still contain important and useful information about the real world. We stress this point because many people think that a field of study can be “scientific” and provide “information about the real world” only if its propositions can, at least in principle, be refuted by experiments or measurements. This requirement is obviously not fulfilled in the case of geometry, and yet everyone would agree that studying geometry is certainly useful. An engineer who sets out to build a bridge will have a much better shot if he has previously studied the logical, deductive proofs in a geometry class, even though (in a sense) all the theorems in the textbook are “merely” transformations of the information that was already contained in the initial assumptions.

The same is true (we hope!) for the economic principles and laws contained in this book. You will not need to go out and test the propositions to see if they’re true, because any apparent falsification would simply mean that the particular assumptions used in the proof were lacking at the time of the “test.” However, you will find that gaining this “armchair knowledge” through careful introspection and logical reasoning, will actually allow you to make sense of the real world in all its complexity. You will do much better navigating the economy, and making sense of its outcomes, once you have mastered the logical (yet un-testable) lessons in this book.




Lesson Recap...


		A purposeful action is performed by a conscious being with a mind, who is trying to achieve a goal. Mindless behavior refers to motions in the physical world that are the result of “mere nature” and not the intentions of another thinking being.

		The natural sciences include fields such as physics, chemistry, and meteorology. They study the natural world and try to deduce the “laws of nature.” The social sciences include such fields as sociology, psychology, and economics. They study different aspects of human behavior, including our interactions with each other in society.

		The natural sciences develop theories that try to predict the behavior of mindless objects with better and better accuracy. They enjoy success because these objects seem to obey a constant set of fairly simple rules, and because in many settings they can perform controlled experiments. In the social sciences, including economics, the objects of study have minds of their own, and controlled experiments are much more difficult to perform. To develop economic principles, the economist relies on his own experience of purposeful action, and deduces the logical implications from it. In this respect economics is closer to geometry than to physics.







NEW TERMS

Purposeful action: An activity undertaken for a conscious reason; behavior that has a goal.

Keynesian economics: A school of thought (inspired by John Maynard Keynes) that prescribes government budget deficits as a way to lift the economy out of recession and restore full employment.

Budget deficit: The amount the government must borrow when it spends more than it collects in taxes and other sources of revenue.

Austrian economics: A school of thought (inspired by Carl Menger and others who happened to be Austrian) that blames recessions on government interference with the economy, and recommends tax and spending cuts to help the economy during a recession.

Logical deduction: A form of reasoning that starts from one or more axioms and moves step-by-step to reach a conclusion.

Axioms: The starting assumptions or foundations in a deductive system. For example, the method of constructing a straight line between two points could be an axiom in a geometry textbook. Axioms are not proved, but are assumed to be true in order to prove other, less obvious, statements.



STUDY QUESTIONS


		If someone sneezes when pepper is thrown in his face, is that a purposeful action?

		Does “purposeful action” include mistakes?

		*Are brain and mind interchangeable terms?

		Can we perform controlled experiments to test economic theories?

		**Would you classify Intelligent Design theory as a natural or social science?





LESSON 3

Economic Concepts Implied By Action

In this lesson you will learn:


		Why only individuals, not collectives, can make choices.

		How economists use preferences to explain individual choices.

		The proper way to think about preferences.



Introduction

In the previous lesson we stressed the distinction between purposeful action versus mindless behavior. Economics studies the former; everything in economics is ultimately connected to the fact that we, as outside analysts, are imputing conscious motives behind the events we are trying to describe. We can’t even classify a physical object as “money”—let alone give an explanation of its purchasing power—unless we “get inside the heads” of the people who are passing around various pieces of this object. (After all, people pass germs around too, but we don’t classify them as money!)

Economics is the methodical, or scientific, study of exchanges. An exchange—in the sense that we use it in this book—is very definitely a purposeful action. In this lesson, we are going to spin out some of the logical implications of our decision to study exchanges. To repeat the message from the previous lesson: Note that we are not going to make a bunch of predictions from our “theory” that people engage in conscious exchanges, and then go test these predictions against our observations of the world. No, you’ll see that all we’re really doing in this lesson is unpacking the knowledge that was already contained in the very notion of “purposeful action” in the first place. If you buy into the claim that we can usefully describe other people as engaging in goal-seeking behavior, then you will naturally understand our elaborations of that idea in the present lesson. On the other hand, if you tried to apply the concepts in this lesson to a purely mechanical process, such as a rock falling off a cliff, then it would be nonsense—because it just doesn’t seem helpful to explain a rock’s behavior as due to purposeful action.

Only Individuals Act

If we as economists are going to explain an event by referring to a purposeful action, this obviously implies that there is some individual performing the action. After all, to say that a conscious intelligence influenced events, implies that there must be some intelligent being to whom the consciousness belongs.

Now we don’t have to actually know the precise identity of the individual, in order to conclude that an individual has taken a purposeful action. A detective can look at a blood-soaked kitchen and say, “Somebody killed this poor woman—that butcher knife didn’t stab her through some freak accident.” The detective can thus explain the physical arrangement of the kitchen, by supposing that some other, intelligent individual consciously chose to act to kill the victim. This is a perfectly good hypothesis, even though the detective (as yet) doesn’t know anything else about the actual killer. But he does know that the killer had a goal in mind—no matter what the extenuating circumstances may be, nobody is going to believe him if he says, “Sure I was holding the knife when this happened, but believe me it was an accident.”

Just to make sure you really understand the concept, we note that the “individual” behind an action doesn’t necessarily need to be a human being. There are plenty of people who claim that their best explanation for what happened to them was that they were abducted by aliens and subjected to all sorts of unpleasant sensory experiences. Again, our rule holds: These people aren’t blaming “nature” for what happened, they are instead saying that intelligent beings influenced events. For whatever reason, the aliens had the goal of probing Billy Bob as he drove his pickup truck home one dark night, and the aliens acted on that desire. For a different example, a religious person might interpret the sudden remission of her cancer as due to the intervention of God. In this case, she too is explaining events in the physical world by reference to the purposeful action of an intelligent individual—one who in this case doesn’t possess a physical body.

When we decide to interpret an event as a purposeful action, we are necessarily supposing that there must be an intelligent individual carrying out the action. (There can’t be an action without an actor.) So the connection between an action and an actor is a logical one, flowing out of the very concept of “purposeful action” itself. Now in practice, our attempt to link up a specific action with a specific actor is based on more than simple logic. For example, when the detective decides “this is a homicide,” he is logically implying that there must have been (at least one) killer. But he might use faulty DNA tests to end up arresting the wrong guy. So we see, there is more than a logical deduction involved, when trying to arrest the actual killer. But the important point for our purposes is that the detective’s decision to classify a bloody kitchen as a crime scene necessarily means that there must be a killer (or killers). But going from this logical conclusion to the next step of identifying a particular person as the killer, requires more than mere logic.

To drive home the subtle interconnections of logical and empirical reasoning, we can consider a more fanciful example. Suppose a psychiatrist can see the left hand belonging to one of his patients as it grabs a pen and begins spreading ink onto a check. The psychiatrist classifies this as a purposeful action, and thus logically he must also believe that there is some conscious individual performing this action. However, the psychiatrist might think, “That’s my sweet patient Sally paying me for this week’s services as I help her with her split personality syndrome,” when in reality it is Sally’s alter-ego, Snippy, who isn’t filling out the check at all but instead is writing “YOU ARE TOO NOSY!!” on the paper before handing it over to him. In this example, we again have to keep in mind the limits of logical deduction. Once the psychiatrist decides to interpret the movements of the hand and pen as purposeful action—as opposed to a mere reflex—then he logically must conclude that there is an intelligent being with a motive who is moving the pen in order to achieve some goal. However, if the psychiatrist jumps to the conclusion that the intelligent being is the personality he knows as “Sally,” and that she is moving the pen in order to give him payment for his services, then the psychiatrist is going beyond the range of logical deduction, and he might be wrong.

As these examples illustrate, in everyday life we do a lot more than simply rely on logical deductions once we decide to interpret an event as a purposeful action. We use all sorts of empirical evidence to refine our understanding of what we observed. But economic theory focuses on the knowledge we can deduce merely from the fact of purposeful action itself, without the other empirical evidence in a given case that may or may not lead us to a fuller explanation.

Barring odd cases such as multiple personalities or hypnotic control, generally speaking we associate each human body with one specific mind (and vice versa). So when we see the physical body associated with “Bill” pouring a can of soda down its throat, we naturally describe this by saying, “Bill was thirsty so he decided to drink something.” Although we don’t usually stop to think about it, when we talk like this we are referring to an intangible, conscious will called “Bill” that tries to get its way by influencing the components of the glob of cells that we label, “Bill’s body.”

We are brushing up against deep philosophical issues once again, which go far beyond the scope of a book on economics principles. In this section, we only need to make one more point: Because a purposeful action is associated with a single individual (namely, the actor), it means that when an economist tries to explain an event by reference to purposeful actions, he ultimately must break it down into the motivations or goals of the individuals involved. This statement sounds obvious, but it is surprising how casually people—even respected social scientists—ignore the rule.

For example, an historian might write, “In 1941 Japan attacked the United States.” Strictly speaking, this is nonsense. “Japan” isn’t an individual and so can’t take purposeful actions (such as bombing Pearl Harbor). Individual Japanese pilots flew planes and attacked ships belonging to the U.S. Navy. The statement “Stalin occupied East Germany” is at least sensible (since Stalin is an individual), but it’s nonetheless misleading if interpreted literally. Really what happened is that Joseph Stalin gave orders to his subordinates, who in turn relayed them to their subordinates and so on, such that many many soldiers chose to obey those orders and carried out purposeful actions that resulted in a new (and scary) political situation for the people living in East Germany.

In many cases this sloppy use of language is fine; there is no danger of confusion when a sports fan yells out from his office cubicle, “Chicago just kicked a field goal to tie the game!” Everyone knows what he means by that statement; no one will be misled into believing that somehow a lifeless geographical location managed to block burly men long enough to propel a pigskin between two posts.


Only Individuals Act

The first truth to be discovered about human action is that it can be undertaken only by individual “actors.” Only individuals have ends and can act to attain them. There are no such things as ends of or actions by “groups,” “collectives,” or “States,” which do not take place as actions by various specific individuals. “Societies” or “groups” have no independent existence aside from the actions of their individual members. Thus, to say that “governments” act is merely a metaphor; actually, certain individuals are in a certain relationship with other individuals and act in a way that they and the other individuals recognize as “governmental.”

—Murray Rothbard, Man, Economy and State (Auburn, Ala.: Ludwig von Mises Institute, 2004), pp. 2–3



However, in many cases this sloppy use of language is very dangerous, leading people to reach the wrong conclusions about the world. For example, many people would endorse the following statement: “Man our government is so incompetent and dumb! On the one hand it pays farmers to grow tobacco, while on the other hand it pays ad agencies to develop anti-smoking campaigns. Make up your mind!”

In reality, there is no such thing as “the government” that has a mind of its own and can perform purposeful actions. Instead, there are individuals—politicians, judges, bureaucrats, etc.—belonging to the government who enjoy special privileges because of their status. Different combinations of (some of) these individuals make conscious decisions to steer tax dollars toward tobacco farmers and anti-smoking campaigns. The simplistic approach to viewing these programs as actions taken by “the government” is not only technically inaccurate, but it is actually dangerously misleading. After reading the lessons in this book, you will realize that there are perfectly sensible reasons for the actions of government officials. Their actions often don’t make any sense when compared to the official justifications given for the actions, but there’s a simple explanation for that too: government officials routinely lie. (Notice that lying is itself a purposeful action.)

Individuals Have Preferences

Besides the (obvious) point that an action requires an actor, we can draw further deductions. When we say that an individual performs a purposeful action, we mean that he has a purpose or a goal in mind. Remember, we don’t say that the baseball “wants to fall back to the ground.” But we would say, “The pilot landed the helicopter because he wanted to use the bathroom.”

So we see that when we discuss purposeful, intentional actions by others, we are implicitly saying that they have opinions or desires about how the world should unfold. In economics, we use the word preferences to describe these feelings; people act the way they do because they prefer the world to unfold one way, rather than another. For example, when we say, “Bill drank the soda because he was thirsty,” we are automatically also saying (even if we don’t speak the words), “... and Bill prefers to not be thirsty.” After all, it wouldn’t make much sense to say, “Bill drank the soda because 2+2=4.” The reason it does make sense to say, “Bill drank the soda because he was thirsty,” is that we can read between the lines, as it were, and fill in the unspoken claim that Bill is unhappy with his condition of being thirsty.

As you may have noticed, there is another unspoken truth that is packed into our simple statement about Bill’s chugging of the soda. When we decide to classify his behavior as a purposeful action, we are also deciding that Bill himself must believe that drinking soda can relieve thirst. After all, if a case of soda fell out of an airplane into a primitive village, the people who discovered it might have no idea that puncturing the hard shells and pouring the dark liquid into their mouths would relieve the unpleasant feelings of thirst. (And they certainly wouldn’t realize how much it would rot their teeth.) Instead, they might consider the cans sacred (since they fell from a giant flying object that they had never seen before), or their musicians might incorporate them into other forms of purposeful action, having nothing to do with thirst.

It’s important to realize that a person’s beliefs can be wrong, and yet still motivate a purposeful action. For example, if we went back in time and observed doctors in the 1800s placing leeches on patients, we would say, “They are doing that on purpose, because they prefer the patients to be healthy rather than sick, and because they believe that blood-letting is an effective treatment.” (On the other hand, someone armed with more accurate medical knowledge might place leeches on his enemy because he prefers him to be weak and he believes that drawing away blood will achieve this goal.)1

We will develop the point more fully in the next lesson, but here we mention that people use parts of the world in order to achieve their goals. Philosophers describe this by saying people use means to achieve their ends. Economists describe this by saying people use goods and services to satisfy their preferences.

Preferences Are Subjective

Because preferences are tied to specific individuals, we say that preferences are subjective. Loosely speaking, the difference between a subjective versus an objective statement, is akin to the difference between an opinion versus a fact. It makes sense to say, “Mary prefers vanilla ice cream to chocolate, but John prefers chocolate ice cream to vanilla.” These two statements are perfectly compatible, because preferences (in this case, preferences for ice cream flavors) are subjective and can differ from person to person.

In contrast, it does not make sense to say, “The ice cream has 300 calories for Mary, but 280 calories for John.” The number of calories in a serving of ice cream is an objective fact; it can’t differ from person to person. Mary and John might disagree with each other about how many calories the ice cream has, but in that case at least one of them is simply mistaken. Yet both of them could be simultaneously “correct” when Mary says, “Vanilla tastes better than chocolate,” while John says the opposite. To repeat, Mary and John can disagree with each other about which flavor of ice cream tastes better—with neither one nor the other being wrong—because preferences are subjective. There is no “fact of the matter” concerning which ice cream tastes better, the way there definitely is an objective way to demonstrate how many calories are in a serving.

Warning! Many critics of economics—both from the progressive “left wing” as well as the religious “right wing”—totally misunderstand what economists mean by saying that preferences are subjective. These critics think that economists are somehow endorsing moral relativism, or that they are saying no one can judge the actions of anyone else. But these complaints are without merit, because economists aren’t saying those things at all!

Remember, we are simply tracing out the logical implications of our decision to classify observed behavior as purposeful action. If we see Mary go up to the counter and choose vanilla ice cream, while we see John go up to the counter and order chocolate, we won’t get anywhere in our understanding unless we realize that Mary and John have different tastes when it comes to ice cream flavors. As we will see more clearly in Lesson 6, the only satisfactory way to explain market prices is to first recognize that preferences are subjective. This recognition in no way condones the preferences of particular individuals.

For example, an economist can’t possibly explain the price of tobacco without acknowledging that some people prefer to spend their money on cigarettes, rather than on other products. After the economist states this fact, he can—with perfect consistency—then ground his teenage son when he catches him smoking in the garage with his hooligan friends. If you’re still not seeing the distinction between professional analysis versus personal beliefs, forget about economics and consider an FBI profiler. To track down a serial killer, the profiler needs to “think like the killer,” and try to understand what desires are causing the killer to act the way he is. Obviously this analysis doesn’t mean that the profiler is neutral with regard to the actions the killer takes, or that murder “is a personal choice.”

To sum up: When people engage in purposeful actions, they are motivated by desires that are not necessarily identical from person to person. In order to explain exchanges, economists must recognize that preferences are subjective.

Preferences Are a Ranking, Not a Measurement Using Numbers

Because preferences are tied to a person’s exchanges, the preferences can only reveal a ranking of goals. When Mary chooses vanilla over chocolate ice cream, this purposeful action only indicates that she prefers vanilla. We can’t determine “how much” Mary prefers vanilla over chocolate; indeed, that statement doesn’t even make sense in terms of strict economic logic.

In everyday conversation, we all know what it means to say that “Mary really prefers vanilla over chocolate but her sister Jane only slightly prefers vanilla to chocolate.” But it’s important for you to see that this type of talk makes no sense in terms of the preferences that we use in economic reasoning.2

After all, what does it really mean—from the standpoint of pure economic logic—to say that Mary has a preference for vanilla over chocolate? All it means is that, faced with a choice between the two flavors, Mary would pick vanilla. But that is the same thing we can say about her sister Jane, whose friends would testify that she has only a “slight” preference for vanilla. Jane too, when faced with a choice, would pick vanilla over chocolate. So in terms of logical deductions that we can make based on a person’s purposeful actions, all we can say as economists is that both girls exhibit a preference for vanilla over chocolate.

We can take this train of thought further to drive home the lesson. Even if Jane announces, “I just barely prefer vanilla to chocolate!” that wouldn’t give an economist the ability to conclude that her preference for vanilla is “less intense” than Mary’s. No, it would merely allow the economist to conclude that Jane preferred to yell that particular sentence, versus yelling something else or keeping her mouth shut. Remember, we are using the notion of a person’s subjective preferences to explain the concrete actions that the person takes. If someone utters a statement, that informs economists about the person’s preferences all right, but only because the utterance itself is a purposeful action!3

To help you remember the points of this lesson, consider the analogy of friendship. For example, Sally might have three friends, and so we could say that in her mind she holds feelings of friendship for each of them. We can push it further and ask Sally to rank her friends. She might say that Bill is her best friend, that Mary is her second-best friend, and that Joe is her third-best friend. Such talk is perfectly meaningful.

But what if we then asked Sally how much better a friend Bill was than Mary? Now things start to sound a little strange. And if we asked her, “Does Bill possess at least 30% more friendship than Joe?” we would have entered the realm of the absurd. The moral of this story is that it makes sense to rank friends, but even so there’s still no such thing as an objective “unit of friendship” behind the scenes, driving our ranking.

The same is true with preferences in general, at least as we use them in economics. As you will learn in upcoming lessons, to understand and describe exchanges, we need to assume that people have a ranking of goals or ends. People take actions to satisfy their most important preferences, or to achieve their highest goals. We do not have to say that people have a mathematical “utility function” that they seek to maximize, even though such talk is commonplace in other economics textbooks. This alternate approach is only useful in coming up with specific answers to contrived numerical problems; it doesn’t actually shed more understanding on the process of exchange. In fact, the use of mathematical utility functions is very harmful when learning basic economic principles, because it often causes the student to forget where the notion of preference comes from in the first place.


An Alternate View

Even professional economists do not always heed the principle that preferences are a ranking, not a measurement. For example, economists often use the term utility to describe how much pleasure or satisfaction a person gets from a particular situation. Therefore they might describe our scenario by saying, “Mary chose vanilla ice cream because it gave her more utility than the chocolate ice cream would have given her.”

So far, so good. But then many economics textbooks push it further and start assigning numbers to measure how much utility, so that (say) Mary gets “55 utils” from vanilla but only “34 utils” from chocolate, and so in order to “maximize utility” she obviously chooses the vanilla. If you are taking a Ph.D-level class, the textbook will explain that “utils” don’t really exist, the way “kilograms” are an objective unit of weight and “meters” are an objective unit of height. Instead, the Ph.D.-level textbook will explain, economists can use mathematical utility functions just as a convenient shortcut to describing preference rankings. So when the function assigns “55 utils” to a bowl of vanilla ice cream but only “34 utils” to the chocolate, all that really means is that Mary would choose the former over the latter. The utility function could just as well have assigned “18.7 utils” to the vanilla and “2.3 utils” to the chocolate; the important thing is that Mary acts “as if” she is maximizing this arbitrary mathematical function.

In this book, we will not be using the confusing terminology of “utils,” and we won’t be performing calculus on “utility functions” the way other economics textbooks do. These practices, though common, are dangerous because they can mislead you into thinking that we are measuring the amount of psychic satisfaction an individual derives from particular actions.

It may be that one day neuroscientists come up with an objective way to quantify various degrees of happiness, such that they can coherently talk about Mary being “three times more satisfied” than Bill. But even if this happens, our point here remains the same: In the field of economics, such talk is meaningless. In economics, we use terms like “preferences” as a way to explain or describe the purposeful actions of individuals. When someone chooses one thing over another, all we can conclude is that the person preferred the chosen item over the discarded item. Psychologists or neuroscientists (or even common sense) might shed more light on the event, but economic logic per se can go no further. The economist isn’t claiming to have all the answers; far from it! The economist is actually being humble here by admitting the limits of what economic reasoning can say about a given event. In Lesson 6, we will see how subjective preference rankings interact to yield objective market prices. At that time, you will understand better why we are stressing these points in this lesson.



Different Individuals’ Preferences Can’t Be Combined

If preferences are subjective to each individual, and cannot even be measured or quantified for each individual, then obviously it would make no sense at all to try to combine or aggregate individual preferences into “social” preferences. Unfortunately, even professional economists often engage in just this type of reasoning. Many people (try to) justify progressive income taxation, for example, by claiming that “a dollar means more to a poor man than to a rich man.” The idea is that taking $1 million from Bill Gates won’t lower his utility very much, whereas handing out $1,000 to a thousand different homeless people will greatly boost each of their utilities. Therefore, the typical argument goes, total or “social” utility has been increased by the redistribution of some of Bill Gates’s wealth.

In Lesson 18 we will examine the consequences of progressive income taxation. For now, we point out that the typical justification for it is absurd. You can’t add up different amounts of utility from various people. In fact, if you use the alternate term preferences it will be more apparent why combining them from different people is an impossible task. It makes sense to ask, “What is the total weight of the population?” or “What is the average age of the population?” It does not make sense to ask, “What is the total preferences of the population?” or “What is the average amount of utility per person?”

To make sure you understand just how nonsensical it is to (attempt to) perform arithmetical operations on different people’s preference rankings, once again let’s switch to the analogy of friendship. Suppose that Sally and Larry have the following “friendship rankings”:

Friendship Rankings
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Before continuing, make sure you understand the table: Sally has five friends total. Her best friend is Bill, her second-best friend is Mary, and so on. Larry, on the other hand, only has two friends. His best friend is Joe, and Bill is his second-best friend. Notice that even among their shared friends, Sally and Larry don’t have the same ranking order. Sally thinks Bill is a better friend than Joe, while Larry thinks that Joe is a better friend than Bill. There is nothing strange about this, because preferences are subjective.4

Now suppose a busybody school administrator comes along and says, “This is terrible! Poor Larry doesn’t have as many friends as popular Sally! I have a great idea to make things fairer. I’ll write a note in Sally’s handwriting that says, ‘You smell!’ and put it in Adrian’s lunch bag. This will cause a big fight between Adrian and Sally, so he won’t be her friend anymore. Then I’ll arrange it so that Adrian sits near Larry on the school bus. They will eventually become friends. I can’t predict whether Adrian will become Larry’s 1st, 2nd, or 3rd-best friend, but no matter what, he will be ranked higher as a friend of Larry than he was as a friend of Sally. Through my benevolent intervention, I will have increased the total amount of friendship among the children.”

Obviously the above story is quite silly. But we have used a silly story to demonstrate the silliness of trying to add up subjective, individual preferences. Hopefully you can now see that trying to increase “social utility” by taking money from a rich man and giving it to a poor man, is simply nonsensical. Perhaps proponents of progressive taxation can justify it on other grounds, but appealing to the economic concept of preferences (or utility) doesn’t get the job done.




Lesson Recap...


		Once we decide to classify certain events as purposeful actions, we can make further logical deductions. For example, for every action there must be an actor, an intelligent person who performed the action. Although people can act in combination with each other, any particular action is performed only by one person.

		We interpret someone’s action by saying he or she has preferences. These are the goals that a person tries to achieve through actions.

		Economists say that preferences are subjective, meaning that they are unique to each person. To call preferences subjective doesn’t condone or applaud them, it simply recognizes that people have different tastes.






