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Data for 1996 are subject to revision due to amended court filings.

2Failure rate per 10,000 listed enterprises.
3Series discontinued in 1995.
Sources: Department of Commerce (Bureau of Economic Analysis) and The Dun & Bradstreet Corporation.
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THE ECONOMY AND
ECONOMICS

Economics The study of how
human beings coordinate their
wants.

El Three central coordination prob-
lems any economic system must solve
are what to produce, how to produce
it, and for whom to produce it.

Wants are changeable and partially
society-determined.

The quantity of goods, services,
and usable resources depends upon
technology and human action.

INTRODUCTION Thinking Like an Economist

Let’s begin with some definitions. An economy is the institutional structure through
which individuals in a society coordinate their diverse wants and desires. An eco-
nomic system is the system by which the economy is organized. For example, if an
economy is organized through markets, it is a market economic system. Economics
is the study of economies. That is, economics is the study of how human beings
coordinate their wants and desires, given the institutional structures of the society. By
“institutional structures” I mean decision-making mechanisms, social customs, and
political realities of that society.

One of the key words in the above explanation of the term ‘“economics” is
coordination. Coordination can mean many things. In the study of economics, coor-
dination refers to how the three central problems facing any economy are solved.
These central problems are:

1. What, and how much, to produce.
2. How to produce it.
3. For whom to produce it.

In answering these questions, economies generally find that individuals want more
than is available, given how much they’re willing to work. That means that in our
economy there is a perceived problem of scarcity—the goods available are too few
to satisfy individuals’ desires. This is a perceived problem because if individuals
could be encouraged to work more and want less, that scarcity problem could be
reduced and perhaps even eliminated. No known society, however, has ever managed
to eliminate perceived scarcity.

Scarcity is so prevalent in economies that many economists begin with scarcity
when defining economics. They define economics as the study of the allocation of
scarce resources to satisfy individuals’ wants or desires. There are two reasons I
don’t use that definition. The first reason is that wants are changeable and partially
society-determined. The scarcity definition of economics makes it sound to some as
if wants are unchangeable. But they change all the time, and the way we fulfill wants
can affect those wants. For example, if you work on Wall Street you will probably
want upscale and trendy clothes. Up here in Vermont, I wear Levis and flannel, but
if I worked on Wall Street I'm sure I'd want those ritzy clothes too (although for the
life of me I cannot understand anyone wanting to wear anything but Levis and
flannel).

The second reason I avoid the allocation of scarce resources definition is that
I want to emphasize that the quantity of goods, services, and usable resources de-
pends on technology and human action which underlie production; production is an
important element of economics. Individuals’ imagination, innovativeness, and will-
ingness to do what needs to be done can greatly increase available goods and re-
sources. Who knows what technologies are in our future—Nannites or micro
machines that change atoms into whatever we want could conceivably eliminate
scarcity of goods as we know it. But would that eliminate economics? No; the
economy would still face a coordination problem—society would have to allocate
the jobs and activities to individuals. Thus, in my view, the definition of economics
centering on coordination includes the scarcity definition since it does not deny the
existence of perceived scarcity. It does not, however, make a judgment about whether
that perception is correct or not, and hence the coordination definition is more
general.

In all known economies, coordination has involved coercion—Ilimiting people’s
wants and increasing the amount of work individuals are willing to do to fulfill those
wants. The reality of our society is that many people would rather play than help
solve society’s problems. So the basic economic problem involves inspiring people to
do things that other people want them to do, and not to do things that other people
don’t want them to do. Thus, an alternative definition of economics is that it is the
study of how to get people to do things they’re not wild about doing (such as studying)
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and not to do things they are wild about doing (such as eating all the lobster they like),
so that the things some people want to do are consistent with the things other people
want to do.

Five important dimensions of economic learning are:
1. Economic reasoning.
2. Economic terminology.

3. Economic insights economists have about issues, and theories that lead to
those insights.

4. Information about economic institutions.
5. Information about the economic policy options facing society today.
By no coincidence this book discusses economic reasoning, economic terminol-

ogy, economic insights, economic institutions, and economic policy options.
Let’s consider each in turn.

ADDED DIMENSION E

- T s

WHAT ECONOMICS
IS ABOUT

H Five important dimensions of
economic learning are:

1.
. Economic terminology.

. Economic insights.

. Economic institutions.

. Economic policy options.

wn A WwWweN

Economic reasoning.



Economic Reasoning

Economic reasoning Making deci-
sions on the basis of costs and
benefits.

Economic Terminology

Economic Insights

Economic theory Generalizations
about the workings of an abstract
economy.

Economic Institutions

Economic institutions Physical or
mental structures that significantly
influence economic decisions.

Differences in economic institutions
can help explain differences in econ-
omies among countries.

INTRODUCTION -Thinking Like an Economist

The most important dimension of economics that you’ll learn is economic reason-
ing—how to think like an economist, making decisions on the basis of costs and
benefits. People trained in economics think in a certain way. They analyze everything
critically; they compare the costs and the benefits of every issue and make decisions
based on those costs and benefits. For example, say you're trying to decide whether
protecting baby seals is a good policy or not. Economists are trained to put their
emotions aside and ask: What are the costs of protecting baby seals, and what are the
benefits? Thus, they are open to the argument that the benefits of allowing baby seals
to be killed might exceed the costs. To think like an economist is to address almost all
issues using a cost/benefit approach.

Economic reasoning, once learned, is infectious. If you’re susceptible, being
exposed to it will change your life. It will influence your analysis of everything,
including issues normally considered outside the scope of economics. For example,
you will likely use economic reasoning to decide the possibility of getting a date for
Saturday night, and who will pay for dinner. You will likely use it to decide whether
to read this book, whether to attend class, whom to marry, and what kind of work to
go into after you graduate. This is not to say that economic reasoning will provide all
the answers. As you will see throughout this book, real-world questions are inevitably
complicated, and economic reasoning simply provides a framework within which to
approach a question.

Second, there’s economic terminology, which is tossed around by the general public
with increasing frequency. GDP, corporations, and money supply are just a few of the
terms whose meaning any educated person in modern society needs to know. If you
go to a party and don’t know these terms and want to seem intelligent, you’ll have to
nod knowingly. It’s much better to actually know when you nod knowingly.

Third, you’ll learn about some general insights economists have gained into how the
economy functions—how an economy seems to proceed or progress without any
overall plan or coordinating agency. It’s almost as if an invisible hand were directing
economic traffic. These insights are often based on economic theory—generaliza-
tions about the workings of an abstract economy. Theory ties together economists’
terminology and knowledge about economic institutions and leads to economic
insights.

We’re so used to an economy that’s functioning smoothly that we may not realize
how amazing it is that the economy coordinates the diverse wants of 266 million
people so well. Imagine for a moment that you’re a visitor from Mars. You see the
U.S. economy functioning relatively well. Stores are filled with goods. Most people
have jobs. So you ask, “Who’s in charge of organizing and coordinating the economic
activities of the 266 million people in the United States?”” The answer you get is mind
boggling: “No one. The invisible hand of the market does it all.” Economic theory
helps explain such mind-boggling phenomena.

Fourth, you’ll learn about economic institutions: how they work, and why they some-
times don’t work. An economic institution is a physical or mental structure that
significantly influences economic decisions. Corporations, governments, and cultural
norms are all economic institutions. Many economic institutions have social, political,
and religious dimensions. For example, your job often influences your social stand-
ing. In addition, many social institutions, such as the family, have economic functions.
If any institution significantly affects economic decisions, I include it as an economic
institution because you must understand that institution if you are to understand how
the economy functions.

Economic institutions differ significantly among countries. For example, in Ger-
many banks are allowed to own companies; in the United States they cannot. This
contributes to a difference in the flow of resources into investment in Germany as
compared to the flow in the United States. Or alternatively, in Japan, antitrust laws
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(laws under which companies can combine or coordinate their activities) are loose;
in the United States they are more restrictive. This causes differences in the nature of
competition in the two countries.

Besides helping you understand the economy, knowledge of economic institu-
tions also directly benefits you. How do firms decide whom to hire? How do banks
operate? How does unemployment insurance work? What determines how much a
Japanese car will cost you? How much does the government require your boss to
deduct from your paycheck? Knowing the answers to these real-world questions will
make your life easier.

Fifth, you’ll learn about economic policy options facing our country. An economic
policy is an action (or inaction) taken, usually by government, to influence economic
events. Examples of economic policy questions are: How should the government deal
with the next recession? (Alas, we can be sure that there will be a next recession.)
What should the government do about the budget deficit? Will lowering interest rates
stimulate the economy? Should government allow two large companies to merge? You
won'’t get specific answers to these questions; instead, you’ll simply learn what some
of the policy options are, and what advantages and disadvantages each option offers.

Let’s now look at each of these five dimensions more carefully. We’ll start with eco-
nomic reasoning. In the economic way of thinking, every choice has costs and benefits,
and decisions are made by comparing the two. The economic decision rule is simple:

If the relevant benefits of doing something exceed the relevant costs, do it.
If the relevant costs of doing something exceed the relevant benefits, don’t do it.

While the economic decision rule is simple, applying it is not. What are the relevant
costs and relevant benefits? It is the expected incremental or additional costs incurred
and the expected incremental benefits of a decision that matter. Economists use the
term marginal when referring to additional or incremental. Marginal costs and mar-
ginal benefits are key concepts.

A marginal cost is the additional cost to you over and above the costs you have
already incurred. That means eliminating sunk costs—costs that have already been
incurred and cannot be recovered—from the relevant costs when making a decision.
Consider, for example, attending class. You’ve already paid your tuition; it is a sunk
cost. So the marginal (or additional) cost of going to class does not include tuition.

Similarly with marginal benefit. A marginal benefit is the additional benefit
above what you've already derived. The marginal benefit of reading this chapter is
the additional knowledge you get from reading it. If you already knew everything in
this chapter before you picked up the book, the marginal benefit of reading it now is
zero. The marginal benefit is not zero if by reading the chapter you learn that you are
prepared for class; before, you might only have suspected you were prepared.

A REMINDER E

Economic Policy Options

Economic policy Action to influence
the course of economic events.

A GUIDE TO ECONOMIC
REASONING

El If the relevant benefits of doing
something exceed the relevant costs,
do it. If the relevant costs of doing
something exceed the relevant
benefits, don’t do it.

Marginal Costs and
Marginal Benefits

Marginal costs Additional costs
above what you've already incurred.

Marginal benefits Additional bene-
fits above what you've already
derived.
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Q-1: Say you bought stock A for
$10 and stock B for $20. The price of
each is currently $15. Assuming taxes
are not an issue, which would you sell
if you need $15?

Remember the economic decision
rule: If relevant benefits exceed rele-
vant costs, do it. If relevant costs
exceed relevant benefits, don’t do it.

Economics and Passion

Comparing marginal (additional) costs with marginal (additional) benefits will
often tell you how you should adjust your activities to be as well off as possible. If
the marginal benefit of engaging in an activity exceeds the marginal cost of doing so,
you should do it. But if the marginal benefit is less than the marginal cost, you should
do something else.

As an example, let’s consider a discussion I might have with a student who tells
me that she is too busy to attend my classes. I respond, “Think about the tuition
you've spent for this class—it works out to about $30 a lecture.” She answers that
the book she reads for class is a book that I wrote, and that I wrote it so clearly she
fully understands everything. She goes on:

I've already paid the tuition and whether I go to class or not, I can’t get any of the
tuition back, so the tuition is a sunk cost and doesn’t enter into my decision. The
marginal cost to me is what I could be doing with the hour instead of spending it in
class. I value my time at $75 an hour [people who understand everything value their
time highly], and even though I've heard that your lectures are super, I estimate that the
marginal benefit of your class is only $50. The marginal cost, $75, exceeds the marginal
benefit, $50, so I don’t attend class.

I would congratulate her on her diplomacy and her economic reasoning, but tell
her that I give a quiz every week, that students who miss a quiz fail the quiz, that those
who fail all the quizzes fail the course, and that those who fail the course do not
graduate. In short, she is underestimating the marginal benefits of attending my
course. Correctly estimated, the marginal benefits of attending my class exceed the
marginal costs. So she should attend my class.

There’s much more to be said about economic reasoning, but that will come later.
For now, all you need remember is that, in economic thinking, all actions have a
cost—and a benefit, and decisions are made on the basis of the economic decision
rule: If relevant benefits exceed relevant costs, do it. If relevant costs exceed relevant
benefits, don’t do it.

Recognizing that everything has a cost is reasonable, but it’s a reasonableness that
many people don't like. It takes some of the passion out of life. It leads you to consider
possibilities like these:



Economics and Economic Reasoning CHAPTER 1

+ Saving some people’s lives with liver transplants might not be worth the
additional cost. The money might be better spent on nutritional programs that
would save 20 lives for every 2 lives you might save with transplants.

*Maybe we shouldn’t try to eliminate all pollution, because the additional cost of
doing so may be too high. To eliminate all pollution might be to forgo too much
of some other good activity.

+Buying a stock that went up 20 percent wasn’t necessarily the greatest
investment if in doing so you had to forgo some other investment that would
have paid you a 30 percent return.

- It might make sense for the automobile industry to save $12 per car by not
installing a safety device, even though without the safety device some people
will be killed.

You get the idea. This kind of reasonableness is often criticized for being cold-
blooded. But, not surprisingly, economists first reason economically; the social and
moral implications of their conclusions are integrated later.

Economists’ reasonableness isn’t universally appreciated. Businesses love the
result; others aren’t so sure, as I discovered some years back when my then-girlfriend
told me she was leaving me. “Why?”’ I asked. “Because,” she responded, “you’re so,
so . . . reasonable.” It took me many years after she left to learn what she already
knew: There are many types of reasonableness, and not everyone thinks an econo-
mist’s reasonableness is a virtue. I’ll discuss such issues later; for now, let me simply
warn you that, for better or worse, studying economics will lead you to view ques-
tions in a cost/benefit framework.

Putting economists’ cost/benefit rules into practice isn’t easy. To do so, you have to be
able to choose and measure the costs and benefits correctly. Economists have devised
the concept of opportunity cost to help you do that. The opportunity cost of under-
taking an activity is the benefit forgone by undertaking that activity. The benefit
forgone is the benefit that you might have gained from choosing the next-best alter-
native. To obtain the benefit of something, you must give up (forgo) something else—
namely, the next-best alternative. All activities that have a next-best alternative have
an opportunity cost.

Let’s consider some examples. The opportunity cost of going out once with
Natalia (or Nathaniel), the most beautiful woman (attractive man) in the world, might
well be losing your solid steady, Margo (Mike). The opportunity cost of cleaning up
the environment might be a reduction in the money available to assist low-income
individuals. The opportunity cost of having a child might be two boats, three cars,
and a two-week vacation each year for five years.

sa

Economic reasoning is based on the
premise that everything has a cost.

Q-2: Can you think of a reason
why a cost/benefit approach to a prob-
lem might be inappropriate? Can you
give an example?

Opportunity Cost

B3 Opportunity cost is the basis of
cost/benefit economic reasoning; it is
the benefit forgone, or the cost, of the
next-best alternative to the activity
you've chosen. In economic
reasoning, that cost is less than the
benefit of what you've chosen.

Examples are endless, but let’s consider two that are
particularly relevant to you: your choice of courses and
your decision about how much to study. Let’s say you're a
full-time student and at the beginning of the term you had
to choose four or five courses to take. Taking one pre-
cluded taking some other, and the opportunity cost of tak-
ing an economics course may well have been not taking a
course on theater. Similarly with studying: you have a lim-
ited amount of time to spend studying economics, studying
some other subject, sleeping, or partying. The more time
you spend on one activity, the less time you have for an-
other. That’s opportunity cost.

Notice how neatly the opportunity cost concept takes
into account costs and benefits of all other options, and
converts these alternative benefits into costs of the decision
you’re now making. This conversion helps you to compare
marginal costs and marginal benefits and to select the ac-
tivity with the largest difference between marginal benefits
and marginal costs.

early 19th-century engraving, “One or the Other.” Bleichroeder Print
Collection, Baker Library, Harvard Business School.
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Q-3: John, your study partner, has
just said that the opportunity cost of
studying this chapter is about 1/40
the price you paid for this book, since
the chapter is about 1/40 of the book.
Is he right? Why or why not?

Economics and the
Invisible Forces

Economic forces are the necessary
reactions to scarcity.

Q—4: Ali, your study partner,
states that rationing health care is
immoral—that health care should be
freely available to all individuals in
society. How would you respond?

When an economic force operates
through the market, it becomes a
market force.

H Economic reality is controlled by
three invisible forces:
1. The invisible hand (economic
forces);
2. The invisible handshake (social
and historical forces); and
3. The invisible foot (political and
legal forces).

Social and cultural forces—
the invisible handshake—can play
a significant role in the economy.

INTRODUCTION Thinking Like an Economist

The relevance of opportunity cost isn’t limited to your individual decisions. Op-
portunity costs are also relevant to government’s decisions, which affect everyone in
society. A common example is the guns-versus-butter debate. The resources that a
society has are limited; therefore, its decision to use those resources to have more guns
(more weapons) means that it must have less butter (fewer consumer goods). Thus,
when society decides to spend $50 billion more on an improved health care system,
the opportunity cost of that decision is $50 billion not spent on helping the homeless,
paying off some of the national debt, or providing for national defense.

The opportunity cost concept has endless implications. It can even be turned
upon itself. For instance, it takes time to think about alternatives; that means that
there’s a cost to being reasonable, so it’s only reasonable to be somewhat unreasonable.
If you followed that argument, you've caught the economic bug. If you didn’t, don’t
worry. Just remember the opportunity cost concept for now; I’ll infect you with
economic thinking in the rest of the book.

The opportunity cost concept applies to all aspects of life and is fundamental to
understanding economic forces. Economic forces are the necessary reactions to scar-
city. When goods are scarce, those goods must be rationed. Rationing is a structural
mechanism for determining who gets what. The society must determine what that
rationing mechanism will be; society must deal with the scarcity, thinking about and
deciding how to allocate the scarce good. For example, economic forces might be
embodied in a variety of rationing methods: by lottery, by putting prices on goods, or
by some other mechanism.

Let’s consider some specific real-world rationing mechanisms. Dormitory rooms
are often rationed by lottery, and permission to register in popular classes is often
rationed by a first-come, first-registered rule. Food in the United States, on the other
hand, is generally rationed by price. If price did not ration food, there wouldn’t be
enough food to go around. All scarce goods or rights must be rationed in some
fashion. These rationing mechanisms are examples of economic forces in action.

One of the important choices that a society must make is whether to allow these
economic forces to operate freely and openly or to try to rein them in. A market
force is an economic force that is given relatively free rein by society to work through
the market.

Market forces ration by changing prices. When there’s a shortage, the price goes
up. When there’s a surplus, the price goes down. Much of this book will be devoted to
analyzing how the market works like an invisible hand, guiding economic forces to
coordinate individual actions and allocate scarce resources. The invisible hand is the
price mechanism, the rise and fall of prices that guides our actions in a market.

Societies can’t choose whether or not to allow economic forces to operate—
economic forces are always operating. However, societies may choose whether to
allow market forces to predominate. Other forces play a major role in deciding
whether to let market forces operate. I’ll call these other forces the invisible hand-
shake—social and historical forces—and the invisible foot—political and legal
forces. Economic reality is determined by a contest among these three invisible forces.

Let’s consider an example in which the invisible handshake prevents an economic
force from becoming a market force: the problem of getting a date for Saturday night.
If a school (or a society) has significantly more people of one gender than the other
(let’s say more men than women), some men may well find themselves without a
date—that is, men will be in excess supply—and will have to find something else to
do, say study or go to a movie by themselves. An *“‘excess supply” person could solve
the problem by paying someone to go out with him or her, but that would probably
change the nature of the date in unacceptable ways. It would be revolting to the person
who offered payment and to the person who was offered payment. That unacceptabil-
ity is an example of the invisible handshake in action—the complex of social and



