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DEDICATION

This book is dedicated to ordinary people,
who deserve to derive power from economics.

The ideas of economists and political philosophers, both when they
are right and when they are wrong, are more powerful than is com-
monly understood. Indeed the world is ruled by little else.*

*John Maynard Keynes, The General Theory of Employment, Interest and Money.
London: Macmillan, 1936, p. 383. Reproduced with permission of Palgrave
Macmillan.
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INTRODUCTION
(ECONOMICS
[S FOR YOU)

This chapter conveys the author’s promise that Every-
day Economics presents economics as something ex-
citing for you to read about and something beneficial
to you to apply. Your worst fears about the economy
will be allayed, your grand illusions about the economy
will be dispelled, and the usefulness of economics in

your daily decision making will become obvious.



2 EVERYDAY ECONOMICS

This book is for Everyman and Everywoman: Economics is for
everyone. It is for people like you—educated, intelligent, and aware—
who want to understand the world better and want to make the best
decisions in their daily lives. That is why the book is called Everyday
Economics. Many people think of economics as a dry, scholarly subject.
But that is not the economics of this book. If life is exciting, then eco-
nomics is exciting. If you want a better life, then economics is for you.
You don’t have to be an economist to understand how economics af-
fects you. You don’t have to be an economist to use economics to im-
prove your life. Everyday Economics gives you an engaging way of
looking at the world, and gives you practical advice on making finan-
cial decisions. If you believe the reputation of economics as being a
boring subject to people who are not economists; if you think that eco-
nomics deals only with events that are beyond your daily experiences,
you are in for a pleasant surprise as you read this book.

Certainly a lot of reporting and talk in the media and blogs on the
Internet have economics as a topic, often as the main topic. There is
now so much “economic” information available that processing the
information has become an important skill. One tends to forget that
economics is primarily a technique, a way of thinking, rather than
merely an accumulation of facts. Understanding economics, and es-
pecially knowing how to apply economics, would be to your advantage.
The point of the book is to be useful to you, by helping you think
though financial, consumer, national, and even global concerns. While
this book may not drastically change your life, it can enhance your life.
Everyday Economics will give you more control over your life, both in
thought and deed, by changing your attitude and your behavior.

Knowledge is an intellectual and emotional power. There are eco-
nomic forces all around you. Right now, you have either too much or
too little concern about these forces. When should you worry about
them? When should you relax? Sometimes you are worrying too
much. This book will change your thinking about the economic en-
vironment so that you don’t dwell on things unnecessarily. At other
times you are not worried enough: You think that everything eco-
nomic will turn out well.
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Everyday Economics shows you how to put your current economic
concerns into proper perspective: The book explains how to address
the economic challenges that you face so the outcome is more to your
advantage. You will gain greater confidence with the knowledge that
you are legitimately concerned only about economic matters that war-
rant such attention, and that you are not wasting mental and emo-
tional energy on economic fears that have no basis in reality.

There are two opposite kinds of illusions that people have. First,
people think that the government usually makes the correct decisions
in economic matters; that the government can be trusted to do the
right thing economically; that the government at the very least has
good intentions; and that, if the economic outcome is poor, then the
government was up against economic forces beyond its control. Many
parts of the book will show that assuming government is good in in-
tentions, in actions, and in results is unrealistic. So swallow the right
pill: It is time to break that illusion!

Sometimes the government adopts economic policies with the in-
tention of helping only a small group in the economy. One example of
this is the restrictions on the imports of sugar, set up purely to help the
U.S. sugar industry, regardless of whether the rest of us suffer for it.
Sometimes the government’s intention is good, but the outcome is
bad—for example, rent control in New York City. Both of these issues
are considered and explained later in the book.

The second kind of illusion that people have is that there will be
an “economic meltdown.” Many people fear that the entire economy
will go to pot and that their standard of living, if not civilization itself,
will be driven down to an unacceptably low level. Could a depression
of the magnitude of the Great Depression of the 1930s happen again?
Could the stock market bust to zero? Will it be impossible for me (or
my child) to find a job?

While each of these events is not logically impossible, they are all so
unlikely that they are not worth worrying about. The Great Depression
is not likely to recur, because governments and central banks have learned
alot about what went wrong during the Great Depression and also know
much more about economics. Undoubtedly, they would act vigorously to
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prevent a depression from happening again. The stock market could not
approach even close to zero, because stock prices are fundamentally based
on the expected economic performance of the companies whose stocks
are traded. And ultimately that performance comes from the country’s re-
sources—natural resources, physical capital (factories, office buildings,
farms, machinery, equipment), technology, labor, and human capital
(trained and educated labor) of the domestic economy—and from the
productivity of these resources. For the American economy, these re-
sources are strong, growing, and cemented by technological improve-
ment. As far as job availability is concerned, a growing economy,
combined with your own education, training, and motivation, is your
ultimate guarantee. True, recessions mess things up, but only temporar-
ily. All of these scary issues are treated in later chapters.

Economics is a guide for you to make the best decisions. That
means the best decisions for you. Economics tells you how to use op-
portunities to your best advantage. An advantage means an achieve-
ment toward a goal. The economics way is the efficient way: You get the
most advantage for a given cost, or you incur the least cost for a given
advantage. For example, you want to buy the best possible flat-panel
TV ata cost of $1,000, or you want to obtain a flat-panel TV with spe-
cific characteristics (for example, the screen size and resolution that
you determine before you shop) for the lowest possible price.

You stipulate the goal. If you are a business, the goal could be to
earn the highest profit that you can. If you are a consumer, the goal is
probably to get the highest satisfaction from your purchases. For ex-
ample, you want to pay the lowest possible price for a certain model car
that you have decided to buy. Economics can certainly help you when
making such major purchases as a new automobile. Buying (or sell-
ing) a car involves a lot of bargaining, and Everyday Economics shows
you how to bargain effectively.

Economics is universal. The decision making based on economic
thinking is applicable to any objective. The goal doesn’t have to be self-
centered. You could want to give as much money as possible to char-
ity, or to publicize a charitable event as widely as possible with limited
funds, and so on.
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Everyday Economics does not approach economics as a dull, te-
dious subject. Rather, economics is an interesting and workable way of
thinking and behaving—when presented in an interesting and work-
able way. That is accomplished by two features of this book. First, all
chapters are presented as questions and answers, a format that focuses
on the issues that concern you. Second, virtually all the questions are
from real, everyday people just like you—people who are not econo-
mists, but who are intelligent and want to benefit from an economics
that is oriented to their daily lives. These people were asked to be tough
with their questions: no need to be polite; hit me with what you really
want to know. Only a few questions were created by me, and these only
for the sake of broader coverage of a chapter’s topic.

Each question in the chapters is answered independent of every
other question. This means that you don’t need to read the book in
order. You don’t even have to read any chapter in order. If you want to
concentrate on a particular topic, then turn to the appropriate chap-
ter, but you can pick and choose among questions even within each
chapter.

All the answers are mine alone. I don’t sugar-coat anything—I tell
the truth as I see it. I believe that the people reading this book want to
know the truth, whether it is pleasant or unpleasant. They are brave
and resourceful, and can face the economic truth. This book will help
you deal with economic reality in your everyday life.

Everyday Economics will show you that economics is not only a fas-
cinating topic but is also a useful tool that can help people in all walks
of life make better decisions, from whether to buy an extended war-
ranty on an electronic product to whether to support higher taxes on
cigarettes. Economics cannot tell you everything about everything, and
it cannot make you invincible. Economics is just a way of good think-
ing and a tool for advantageous decision making; that’s all. But within
those spheres—thought and decision making—economics can make
you more powerful than you are now. Everyday Economics will help take
you there. As you read this book you will find yourself better equipped
both to handle the everyday matters that happen in your life and to un-
derstand the broad national and international issues that affect us all.
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Chapter 1

MEANING OF
ECONOMICS
(REFINED
COMMON SENSE)

Economics is approached as common sense. Many peo-
ple see economics as just a lot of theories and inter-
pretation of economic statistics. That kind of
economics may be all right for academic economists,
but it is not useful to you. Everyday Economics says you
should begin with your common sense. Then, tweak
your common sense so that it is oriented to an explicit
goal for your own advantage and to the method of ef-
ficiency. You always want to reach your goal as effi-
ciently as possible; that is, with the least expenditure of

your resources.
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What is economics?

A wise economist once stated that “economics is what economists
do.” You can’t define economics easily, and certainly not in a way that
is acceptable to all economists. Economists do many, many things.
They are not concerned only with prices or only with business or only
with government policy. Economics is not an accepted doctrine; it
changes over time. What interested economists a century ago is not
entirely the same as what interests them today.

Other observers have given economics a precise definition that
goes something like this: Economics is the study of scarcity; the concern
of economics is anything that is scarce. That means that the concern of
economics could be money, energy, natural resources in general,
time—anything at all, providing it is scarce. Scarcity, in terms of our
definition, means that there is not enough of something to go around
to satisfy all those who want it (whether individuals, businesses, gov-
ernmental entities, and so on) and, in general, prices are determined
to cut off the less-intense (excess) demand. Prices are set just high
enough to remove the excess demand and purchases. Now, every en-
tity (whether a person or an institution) gets just as much of the item
as is wanted (“demanded”), because the entities that obtain that item
are able and willing to pay for it. If it were available free of charge, there
wouldn’t be enough of it to go around. Of course, there are a few things
that are not scarce: air, though it may be polluted, and water, though
it may be contaminated. If you want (so-called pure) bottled water,
you have to pay for it; so it, too, is scarce.

The definition of economics used above is often extended to in-
corporate decision making in the face of scarce resources. You can’t do
everything that you want; you can’t get everything that you want. If
you buy an automobile, then you can’t go on a family vacation (since
there is not enough money to do both). If you become a doctor, then
you can’t become an electrician (since there is not enough time to do
both). Decisions on what to do and what to get mean that you are giv-
ing up things that you otherwise could do or could get. Economics
studies such decision making, which is usually the decision making
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that we encounter. We live in a world of scarcity; rarely does a person,
business, or government have a superabundance of items such that
giving up certain things to get other things does not play an important
role in decisions.

Some economists carry that definition further, so economics is
decision-making that not only involves allocating scarce resources to
various use or uses but also is “rational.” Sometimes goals are incon-
sistent with one another. An individual can’t save as much as possi-
ble and spend as much as possible. A business can’t use the entirety
of its profits to expand operations and to distribute as dividends.
Sometimes goals are unachievable (for instance, no one can invent a
perpetual motion machine). Inconsistent or unachievable goals are
considered “irrational” by economists and so are outside the realm of
economics.

So what is “rational behavior,” according to economics? You are
rational if you fulfill two requirements. First, you must have an objec-
tive that is internally consistent, or, for multiple goals, have objectives
that are consistent with one another. Second, you must spend as few re-
sources as possible to achieve your objective or objectives. In other
words, you must take every opportunity to bring yourself closer to
your goal, but in a resource-efficient way. That is an example of “eco-
nomic efficiency.”

Even if the ultimate objective happens to be unachievable, the ob-
jective could be to get as close as possible to the goal—and that is ra-
tional. Maybe your goal is to be the wealthiest person in the country.
That objective is unattainable, but wanting to be as wealthy as possi-
ble is quite rational. The goal doesn’t even have to be a selfish one. It
could be to give as much of your money as you can to charity while
maintaining your standard of living.

There is a serious criticism of the above definition, but it probably
isn’t what you think. You don’t have to be selfish to be rational; so that’s
not the issue. The problem is that this definition—which has come to
be the standard—encompasses all of microeconomics but not all of
macroeconomics. Households and businesses, whether as individuals or
as combined in a market, are the main subject of microeconomics—
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and they make decisions under conditions of scarcity. In large part, the
same applies to governments.

But sometimes the problem is not that there is too little of some-
thing, but that there is too much of it. Consider the following macro-
economic issue: When there is a recession, there are too few jobs for the
number of available workers, thus resulting in unemployment. Note
that the situation can be redefined to be a surplus of labor rather than
a scarcity of jobs. But that is not logical in general, because it does not
apply to scarcity in other contexts. For example, an “energy shortage”
(better termed “energy scarcity”) does not mean an abundance of
something else.

Therefore other economists modify the definition to remove the
“scarcity” context: Economics is the study of rational decision making—
period! Resources involved don’t have to be scarce. I happen to like this
definition. Now both microeconomics and macroeconomics are cov-
ered. Also, economics is properly delineated. It isn’t the study of any-
thing in particular. Rather, it is the study of a particular kind of
decision making, which seeks to attain a consistent objective as effi-
ciently as possible. Just fulfill the objective in the best possible way,
which generally means using the least amount of resources, but could
mean something else. For example, increasing employment involves
using up abundant labor. To meet the objective of increasing em-
ployment, there could be deliberate “make-work” programs that
wouldn’t succeed if “economic efficiency” were a requirement. The
resulting increase in total economic output (GDP, or gross domestic
product) might be “economically inefficient” in using up more work-
ers than if there were not widespread unemployment—but it meets
the objective.

What is the difference between microeconomics
and macroeconomics?

The prefixes in micro- and macroeconomics have the same con-
notations as in common usage. “Micro” deals with small things;
“macro” deals with big things. Concretely, microeconomics studies the
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decision making of individual consumers and individual businesses,
whereas macroeconomics is concerned with the overall economy.

Examples of microeconomic questions are: How does the con-
sumer decide to allocate his income between saving and spending
budgets? How does he allocate his spending budget among goods and
services (which goods and services to buy, and how much of each)?
How does a person decide how many hours per week to work (as-
suming that he has the option of deciding on his hours)? At what age
does an individual plan to retire?

On the business side, how does the firm decide which commodi-
ties to produce, and how many workers to hire, and with what skills?
Under what circumstance would the firm engage in overtime work?
How much machinery would the firm rent or purchase? When would
the organization expand its physical plant or its size (number of fac-
tories or office space)—and by how much would it expand? What price
would the firm charge for each commodity that it produces? How can
managers be given proper incentives so that they make decisions in
the best interests of the firm and the firm’s owners (stockholders, if
the firm is organized as a corporation)? The last question just might be
the most important issue for a business, and it is addressed in later
chapters.

Individual markets, that is, markets for individual commodi-
ties, are also within the realm of microeconomics: How are prices
determined in a competitive market (one with many buyers and
many sellers, each with a small market share, and with a homoge-
neous commodity)? In a monopolistic market (one seller of a prod-
uct with no close substitute)? In an oligopoly (meaning just a few
sellers) with an identical product (all firms producing the same
commodity)? In an oligopoly with a differentiated product (each
firm producing a somewhat different commodity, at least in the
minds of consumers)?

Macroeconomics has to aggregate (combine magnitudes) to give
meaningful answers to economy-wide questions. So, instead of the
physical amount of a commodity, macroeconomics deals with the
country’s entire output (GDP) in real terms, meaning corrected over
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time for any inflation that takes place. Instead of considering the
number of workers in one firm or one market, macroeconomics
considers total employment in the economy, and total unemploy-
ment. Questions include: What makes GDP move in cycles (“the
business cycle”)? What determines how fast GDP grows (“economic
growth”)? What determines the amount of inflation? What causes
changes in the exchange rate (price of the domestic country’s cur-
rency in terms of the currency of another country, or, equivalently,
the reverse)? All these macroeconomic questions are answered in
later chapters.

Economists love to study government policy, whether under the
rubric of microeconomics or macroeconomics. Microeconomic pol-
icy issues include: environmental protection; bailouts of individual
firms; antitrust policy (meaning government action against the mar-
ket power of monopolies and oligopolies); regulation of monopolies
and oligopolies (meaning restrictions on their price and/or produc-
tion); and price controls (under a micro setting, meaning for an indi-
vidual industry). Macroeconomic policy issues include the workings of
monetary and fiscal policy; the management of the government debt;
and price controls (under a macro setting, controls encompassing a
large part of the economy).

Some issues do not fit neatly into one category or the other. When
the actions of one market affect the actions of another market, the
issue could be either a microeconomic or a macroeconomic one. If,
however, the markets are aggregated and therefore large (for example,
agriculture and manufacturing), then the issue is clearly within the
realm of macroeconomics.

Contrary to what you may think, microeconomics has a much
more solid foundation than macroeconomics does. This is so despite
the fact that macroeconomic issues tend to be the “big” and impor-
tant issues in economics. And economists are in stronger agreement re-
garding microeconomic issues than macroeconomic issues. Disclosure:
I teach both microeconomics and macroeconomics, and I myself pre-
fer microeconomics, because I believe that microeconomics provides
a more useful way of understanding reality.
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Microeconomics is a solid body of knowledge, because it is based
on behavior of individual people. Households and businesses are run
by people, and people are directly affected by the decisions that they
make for the households and businesses that they operate. Therefore
understanding how people behave is the logical way of understanding
how households and businesses behave.

In contrast, macroeconomics deals with large entities in which de-
cision makers are not directly affected by what they do. Macroeco-
nomics is not directly based on the rational behavior of individuals
paying the consequences of their own actions. So macroeconomics
lacks the solid foundation of microeconomics. It should not be sur-
prising that the macroeconomics specialists are still working things
out, whether in explaining how the economy works (recessions, eco-
nomic expansions, inflation, unemployment) or in assessing govern-
mental (monetary and fiscal) policies.

How can economics, being a science, be exciting
for me to learn about?

Economics is not in the realm of physical or biological science.
Rather, it is a social science. Economics studies the behavior of human be-
ings within society—and that is what makes economics fascinating.
Human beings are much more interesting to study than atoms or
chemical elements. One reason is that we are studying ourselves, so we
are really involved. A second reason is that, as we know from personal
experience, human behavior is not as predictable as the physical world.
Total predictability can be totally boring.

A third reason why economics is fascinating is that human beings
can, and have, changed the environment in which they live. In fact,
they have radically changed that environment. A fourth reason is that
economics itself, by studying the behavior of human beings within so-
ciety, can alter that behavior. In turn, the altered behavior affects eco-
nomics as a discipline. If all that sounds circular and therefore weird,
you are in good company—economists find that this situation requires
particular attention to be dealt with satisfactorily.
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Don’t successful businesspeople operate on
intuition? So is economics really useful for
businesspeople?

Successful businesspeople do use their intuition, their intelligence,
and their experience to make decisions. But economics could add
something to the repertoire of businesspeople that goes beyond these
eminently desirable qualities. Here is a story that I always tell when I
appear before a group of businesspeople.

Two people are in a balloon flying low over a rural area; two other
people are on the ground below. The folks in the balloon lean over
and together yell out, “Where are we?” The people below respond in
unison, “You're in a balloon.”

Then two conversations take place simultaneously. One person
in the balloon says to the other, “See these people below, I know their
profession.” The other person asks, “What is their profession?” The
first person answers, “They’re economists.” Second person: “Why do
you say that?” First person: “Because they just state the obvious.”

Meanwhile, on the ground below, one person says to the other,
“See those people in the balloon, I know their profession.” The other
person asks, “What is their profession?” The first person answers,
“They’re businesspeople.” Second person: “Why do you say that?”
First person: “Because they see everything, but they don’t know where
they are.”

The story illustrates several different points regarding economists and
businesspeople. First, economics should be useful; it should give peo-
ple a different perspective on things. If economics only confirms and
supports the way people ordinarily think and act, then it would have
no benefit except to scholars, and I would not have written this book.
Second, businesspeople can be so involved with their day-to-day op-
erations that they don’t take a broader view and try to understand what
is going on. Economics can certainly be of use in that process. And
third, economists and businesspeople have a lot to learn from each
other. Economists in the academic world in particular should not
study and teach in a cocoon. They should get out in the real world and
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see what is going on. That is the best way to make economics more
relevant to all of us.

What can learning about economics do for me?

A common line that economics professors use on their students is:
“Economics may not keep you out of the unemployment line, but at
least you'll know why you're there.”

The idea is that, while economics is not practical, it does help
make you an informed person. I agree that economics helps you un-
derstand the world; but economics can give you much more than that.
I firmly believe that economics lives! Economics not only helps you
understand the world around you; it also orients your thought
processes so that you make decisions that are to your advantage. Eco-
nomics is a practical body of knowledge—for both thought and ac-
tion. That philosophy underlies Everyday Economics.

You don’t have to study economics formally in order to apply it
to your daily life. Economics is a way of understanding the world and
a way of making sound decisions. What is that way? Basically, eco-
nomics is a kind of common sense; more than just intuition and a bit
deeper and a bit broader than your ordinary common sense. As a
great economist once put it, “economics is refined common sense.”
Let’s be practical and discuss using economics to make better deci-
sions in your life.

First of all, you should be goal-oriented. If you want to make a
good decision, you have to know exactly what your objective is. What
are you trying to accomplish? That is one ingredient in a good (what
economists call a “rational”) decision. Second, you should be con-
cerned with the limited resources—for example, the limited money or
limited time—at your disposal. So, you'll want to watch these resources
carefully, and use as few resources as possible to reach your objective,
because you will need your time and your money for a lot of other
things. That is the second ingredient in a rational decision.

It is possible to follow these rules subconsciously, but you are
much more likely to incorporate them and apply them correctly in
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your decision making if you do so consciously and explicitly. The lit-
tle bit of extra effort required for conscious rational decision making
could give you a tremendous advantage in your life.

What are the “tools” of economics? Any
implication for my investment decisions?

Economics makes use of a variety of tools, many taken from other
disciplines. Mathematics facilitates the expression of economic theo-
ries and the deduction of implications of these theories. Mathematics
does not have to be algebraic; mere graphs are helpful in many situa-
tions. History provides a vast amount of experience to help in both
developing and testing economic theories. Econometrics (statistical
procedures oriented to economics) is invaluable for the testing of eco-
nomic theories. Experimental economics, involving laboratory or
computer experiments, is another approach to developing and testing
theories. Finally, just thinking about how to explain economic phe-
nomena is also a tool of economics.

Everyone knows about mathematics, graphs, and history. Here is
an example of econometrics used in investment decisions. Suppose
you are interested in purchasing the stock of a gold-producing com-
pany. Your investment advisor, if a quantitative type, could gather sta-
tistics on the price of gold and the stock price of the gold-producing
company. He might discover that when the price of gold goes up by 10
percent, the stock price goes up by 40 percent. Now all that the invest-
ment advisor has to do is forecast the future price of gold so that you
buy in advance of the price rise of gold and the price rise of the stock.
That forecast is not easy to do, but it is a lot easier than directly pre-
dicting the price of a particular stock.

As for experimental economics, whether the subjects are human
beings or animals, let us leave aside ethical issues, which reasonable
people certainly could have. The fact is that these experiments are just
that—experiments. An experiment is not the same thing as reality. The
best laboratory that economists have is the real world. That is where
real things happen to real people, for real reasons.
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The economic theories that result from the application of some or
all of the various tools of economics are often presented in a very com-
plex way, especially if mathematics is involved. I believe that a foolish
result can be hidden by complexity. My own position is that if a the-
ory cannot be exposited in simple and clear language, and if, in that
form, it is not persuasive as an explanation of the economic phenom-
enon under consideration, then the theory should either be rejected
outright or put on hold.

Regarding the second question, I offer the same advice regarding
complex investment assets. You ought to be suspicious of outlets for
your investment that are so complex or presented in so complicated
a manner that they are beyond your understanding. If you have to
trust someone else for the understanding, especially if that person is
brokering the investment outlet, then do not be fooled by the invest-
ment being touted. Believe me, many a wealthy individual and many
a pension fund and many a municipality have suffered financially
from unwise investments in which the broker or other advisor prom-
ised high expected return but neglected to emphasize the associated
high risk of loss.

What are the principal “schools of thought” in
economics?

The two main streams of thought in economics revolve around the
extent to which the private economy is well functioning and what the
consequent role of government should be. The two schools of thought,
in their mainstream forms, are Keynesianism and the Chicago School.

Keynesianism is named after John Maynard Keynes, a British econ-
omist who in 1936 wrote an important economics book, The General
Theory of Employment, Interest and Money, and is quoted in the dedi-
cation of Everyday Economics. He had many followers who interpreted
his work and continued the development of his economic analysis and
policy views. Keynesianism is based on the view that the economy, if
left alone, will sometimes have recessions (perhaps even depressions,
meaning serious recessions) with high levels of unemployment and
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will sometimes have over-employment (a “heated economy” straining
beyond capacity) and consequent inflation. The government should
fight recessions by increasing government spending on goods and serv-
ices and by reducing taxes on individuals and businesses—what is
called expansionary fiscal policy. A recession should lead to an active
government budget deficit. The goal of balancing the budget, even as
a long-run average over time, is viewed as an impediment to sound
fiscal policy and is therefore rejected.

Monetary policy is considered a useful accompaniment to fiscal
policy. In a recession or depression, expansion of the money supply is
advocated. The central bank increases the growth rate of the money
supply in order to reduce interest rates and thereby stimulate business
investment of physical items (construction, machinery, equipment)
and household purchases of newly constructed homes. But monetary
policy is viewed as having limited effectiveness, for three reasons. First,
there is a limit to how far the interest rate can be pushed down (it can’t
go below zero). Second, even though their lending capacity is ex-
panded, banks cannot be forced to make loans to businesses and house-
holds (enabling their investment and home purchases). Third, there
may be a general lack of confidence in the economy, such that not only
banks but also businesses and households are pessimistic about the fu-
ture of the economy, and thus the businesses and households may not
want to invest or buy homes—even if banks are willing to lend.

Logically, in an inflationary period, fiscal and monetary policy
should be contractionary—simply a reversal of the expansionary poli-
cies. However, inflation in the modern economy can go along with re-
cession; this is called “stagflation.” With stagflation, monetary policy
and fiscal policy are pulled in opposite directions. Some Keynesians
recommend “incomes policy” in this situation: the government would
limit increases in wages and prices by direct policy. Most economists
view that as an extreme measure. Other Keynesian policies generally
considered extreme are a “mixed economy” (ownership of industry by
government as much as by private parties) and a “welfare state” (the
government ensuring that all residents receive a basic package of goods
and services—food, clothing, shelter, education, and health care).
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Some critics of Keynesianism view the welfare state as being on the
road to socialism.

The Chicago School is associated with the economics faculty at the
University of Chicago and evolved over a period that began in the
1930s. The Chicago School view of monetary and fiscal policy is quite
different from the Keynesian view. Conventional fiscal policy is con-
sidered largely ineffective by the Chicago School. Reason: As the gov-
ernment borrows to finance the budget deficit, interest rates are
pushed up, and private spending (business investment and household
purchases of homes) is discouraged; government spending “crowds
out” private spending. While monetary policy is effective, the timing
of its impact on the economy is highly unpredictable. Thus, followers
of the Chicago School are also “monetarists” who suggest that the gov-
ernment and central bank give up trying to fine-tune the economy.
Instead, fiscal policy should be conducted from the standpoint of long-
run economic efficiency, and monetary policy should follow a simple
rule of increasing the money supply at a constant rate of growth irre-
spective of the state of the economy.

In general, members of the Chicago School see the private, free-
market economy as well functioning on its own and want minimal
government intervention. They are strong advocates of free trade
both domestically and internationally. Some economists take the
Chicago School to an extreme and adopt “libertarianism,” under
which the role of government in regulating private behavior is al-
most nonexistent. Libertarians could support children “divorcing”
their parents, virtually zero taxes, no public education, and so on. In
fairness to the Chicago School, a case could be made that libertari-
anism emanates rather from the philosophy (“objectivism”) found in
the writings of Ayn Rand (author of The Fountainhead, Atlas
Shrugged, and other works), but she herself did not accept that
honor! Some critics of the Chicago School see extreme libertarian-
ism as its logical progression.

An economy such as the United States is a “mixed economy,” ex-
hibiting traits of both Keynesianism and the Chicago School. Which
school of thought is dominant depends heavily on which political
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party is in power in Washington. The Democratic Party is associated
with Keynesianism and the Republican Party with the Chicago School.

Aren’t economists concerned about just the way
things are and not about the way things ought to
be?

There are people who criticize what economists do by saying that
“an economist knows the price of everything and the value of nothing.”
That statement is a takeoff on a quotation from nineteenth-century
playwright and author Oscar Wilde, who wrote: “What is a cynic? A
man who knows the price of everything and the value of nothing.”

One way to interpret the criticism is that economists are cynics.
But that is a false generalization. There is variation among economists
just as there is among any group of people. Some economists are cyn-
ics, some are idealists.

Economists usually interpret the criticism in another way. They
consider the criticism to be that economists are amoral; that an econ-
omist is concerned only with the way things are and not with the way
things ought to be. It is not that economists are bad people; they sim-
ply don’t care whether the economy (or any part of the economy) is
good or bad.

From the standpoint of economics as a science, there is truth in
the statement. Economics as a science looks at reality and tries to ex-
plain things without making moral judgments. However, economists
are more than scientists. Economists certainly make a lot of moral
judgments about the economy and especially offer a lot of policy rec-
ommendations. Economists do not restrict themselves to economics as
a science. So the criticism is inaccurate.

Why can’t economists agree among themselves as
to what to do about the economy?

A saying sometimes directed at economists goes like this: “If you
laid all the economists of the world end-to-end, they would not reach
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a conclusion.” This quotation criticizes economists for having so many
different views and making so many different policy recommenda-
tions about the same issue.

The quotation is largely unfair. There are so many things that
economists are in virtually complete agreement about. Examples: Rent
control is economically inefficient; technological improvement is im-
portant for economic growth; tariffs usually protect inefficient indus-
tries; sales taxes are detrimental to the poor, compared to income taxes;
and on and on.

It is true that economists do disagree sometimes. When econo-
mists disagree, it is either because they do not quite see the world in the
same way and are uncertain which theory fits, or because they have
different value judgments (statements of desirability). For example,
some want to tax the rich more, to redistribute income to the poor;
others want to tax the rich less, to induce them to work harder and in-
vest more, thus stimulating economic growth. The first prescription
has the underlying value judgment that helping the poor is more im-
portant than economic growth; the second prescription has the re-
verse value judgment. A problem that many economists have is that
they do not make their value judgments explicit—so it is often unclear
which of their statements are objectively oriented (“scientific”) and
which are based on a value judgment.
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Chapter 2

EMPLOYMENT AND
COMPENSATION
(LABOR MARKETS

AND YOU)

Jobs, careers, pay, unemployment—if economics has
anything at all to offer, it should do so in the area of
work, which affects so many of us for a good third of
the Monday-to-Friday component of the week. Every-
day Economics doesn’t just help us understand the is-
sues regarding work and pay; it also guides us in our

career decision-making, and that of our children.
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With overseas outsourcing and increased foreign
competition for jobs, how do | help guide my
children into jobs and careers that will thrive in the
United States?

Your children will have to be more flexible than you. It may not be
possible for your children to have great job satisfaction, and earn a
high income, and live near you. With the globalization of the econ-
omy, it is even possible that your children will have to live outside the
country, at least for part of their careers, if a particular job and a high
salary are of supreme importance to them. In general, outsourcing and
loss of jobs to overseas mean that your children will be faced with less
stability in their jobs and even in their careers. In response to this work
environment, flexibility is the key. Your children would be wise to be
prepared to relocate and, if necessary, reeducate or retrain—for the
sake of their economic success.

Certainly, you want your children to have a certain level of hap-
piness, both in their work and in their personal lives. No doubt, they
also want their happiness. This means that, as a minimum, your chil-
dren should choose careers in which they are not unhappy. Most peo-
ple spend one-third of the weekdays in their work environment. To be
unhappy in your job can make your whole life miserable. But the ob-
jective cannot reasonably be the greatest possible happiness. Your chil-
dren will probably want to have an occupation with earning power,
another important objective.

It would be nice if job satisfaction and earning power could al-
ways go together. Sometimes they do. As the saying goes, “happy is
the person whose vocation is also her avocation.” Unfortunately,
there is sometimes a trade-off between a career that provides job
satisfaction and a career with high earning power. Often, in eco-
nomic decisions, we have to compromise among several objectives.
In this case, the objectives are job satisfaction, income, and location.
The trick here is to have a minimum of each objective: a certain
amount of job satisfaction, a certain level of income, and an ac-
ceptable location. Then, having satisfied the minimum for each goal,



EMPLOYMENT AND COMPENSATION 25

you can try to achieve more than the minimum for one or more of
these goals.

From an economic standpoint, paramount to achieving all three
career objectives are education, training, and job experience. These
are what economists call “investment in human capital.” Your child
is adding marketable skills to her innate capacity for work. For a
young child, the best way to do this is by fostering her interests and
encouraging her motivation for learning. Of course, formal educa-
tion plays an important role. Many parents believe that acceptance
into the very best school system is a sound strategy for continued ed-
ucational, and ultimately occupational, success. In fact, more im-
portant than where a child attends high school are her study habits
and thirst for knowledge.

When your child goes to college, what should be the focus of
study? It is useful for your child to know the difference between “gen-
eral human capital” and “specific human capital”—even if she doesn’t
know that economic lingo. “General human capital” means education
or training that is applicable to a large number of occupations; “spe-
cific human capital” is applicable to just one or to a very limited num-
ber of occupations. Examples of subjects that provide “general human
capital” are philosophy, literature, and law. Examples of subjects that
provide specific human capital include medicine (or pre-med), nurs-
ing, and engineering. The fundamental choice for a college major is
between a field that provides general human capital versus one that
offers specific human capital.

As a general rule (though it is not always true), the advantage of a
college major involving general human capital is flexibility of occupa-
tions, while the advantage of a major providing specific human capi-
tal is greater earning power in that one occupation (or group of
occupations).

Your children don’t have to go to a university to acquire human
capital. Training is a good way to obtain specific capital. Carpentry,
plumbing, mechanics, and electrical work are examples of specific
human-capital skills acquired in trade school. These occupations can
be both high-paying and job-satisfying. In my previous location, my
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plumber had graduated with an M.A. in English and began teaching.
He later left the teaching profession to train as a plumber and was so
successful in his new occupation that he formed his own company.

My plumber’s success is an example to be emulated by those with
proper abilities. “Entrepreneurship” involves forming new firms, cre-
ating new products or new technology and putting them to practical
use, developing new uses for existing products, finding new markets,
and so on. Some people drop out of college to give full rein to their
entrepreneurship—think Microsoft’s Bill Gates. Imagine how Gates’s
parents reacted when he told them he was leaving Harvard without a
degree! If your child is entrepreneurial, do not be upset if formal
schooling is not the path that she chooses. She may be very success-
ful jumping into the business world without a complete traditional
education.

However, most of us lack entrepreneurial skills (which, in my
opinion, are innate and therefore cannot be acquired). From an in-
come-earning standpoint, we want our children to choose careers for
which there will be many high-paying and satisfying jobs. What to
choose? No one can predict the future for specific occupations, but
here are a few ideas.

People are living longer, so there will be more elderly people as
time goes on. Therefore, there will be more need for goods and serv-
ices that cater to an older population. These commodities include
medical care, retirement communities, classes and special activities for
seniors, home delivery of commodities, and so on. The implication is
that the geriatric health field will be growing for the foreseeable fu-
ture, and, therefore, preparing for a career in that field makes good
economic sense. Because the United States will have an increased eld-
erly population, geriatric health-care skills are very likely to be in high
demand and thus offer a high-paying and possibly very satisfying ca-
reer option.

Conversely, if the population becomes younger (since the birth
rate is going up and the immigration of young families is increasing),
then there will be higher production of products that appeal to a
younger generation and will create more job opportunities in that area.
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These products include electronic devices, fashionable clothing, recre-
ational services, and so on. It is also possible to have a population ex-
plosion at both the lower and upper ends of the age range. In this case,
choosing a career in a youth-oriented field could also be high-paying
and satisfying.

It is very likely that environmental concerns will become more
and more important. There will be greater production of environ-
mentally friendly (“green”) commodities: electric cars, solar heating
devices, anti-pollution equipment, noiseless or low-noise lawnmowers,
nontoxic cleaning products, wind energy, organic food, energy-
efficient office spaces, and so on. There will be great opportunities not
only for related occupations but also for entrepreneurship. It is possi-
ble that entrepreneurship oriented to green technology will give rise to
the next group of billionaires. The countries that first push for “green”
industries will be sources of scientific, engineering, legal, accounting,
and related professional jobs. If the United States is not among these
countries, your environmentally oriented child might have to work
elsewhere for job satisfaction and high income.

Some final advice: For young people especially, an important way
to develop some basic “general human capital” is job experience. For
high-school students, summer and part-time jobs and internships
(providing the time commitment does not interfere with school and
study time) are great ways to obtain “general human capital” in the
form of good work habits: promptness, cooperation, respect for
coworkers and customers, and motivation to do one’s very best both
in the workplace and in daily life.

Why are earnings so disproportionate to
contribution to society? For example, teachers and
social workers earn so much less than professional
athletes and movie stars.

We have to separate (1) the reasons why wages are different from
(2) the issue of whether it is fair for them to be different. The differ-
ence in wages is due to demand and supply. Professional athletes and
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movie stars have special abilities that are rare among the population
and are in market demand. These genetically lucky people have precise
eye-to-hand coordination or can run fast or have huge muscle mass,
or they are beautiful or ruggedly handsome or can feign behavior so
that their acting appears realistic. The point is that the great majority
of people lack these rare abilities. No matter how much we practice or
study, we can’t succeed as professional athletes or movie stars. So the
supply of people with the ability to be professional athletes and movie
stars is fairly low. It is hard to replace these workers with people of
equal abilities, because only a limited number of these people are avail-
able. It is not surprising that top athletes and movie stars insist on high
wages and get away with it.

In contrast, almost anyone willing to “invest” time and money in
the required education can become a teacher or a social worker. This
investment in teaching and social work skills is commendable from
the standpoint of society, but it means that the supply of teachers and
social workers can be quite high. It follows that a teacher or social
worker who insists on a higher than market wage can easily be re-
placed. When more teachers or social workers are wanted, there is a
fairly large pool from which to choose.

Having a rare ability is of no economic use unless there is a de-
mand for it. And the demand for professional athletes and actors and
actresses—at least the demand for the top people in these profes-
sions—is very high. Why? The reason is that those who hire these peo-
ple can make a lot of money by putting them to work. They make this
money because a large number of average people—like you and me—
are willing to pay money to watch professional athletic events (in per-
son or on television) and films with movie stars, to pay for cable TV
to see these events, and to tolerate a lot of commercials to watch these
things on television.

The point is that the top athletes and movie stars generate a lot of
money for professional team owners and movie studios. The situation
of teachers and social workers is different. The demand for their serv-
ices is not as high because they do not bring in anywhere near that
amount of money to those who employ them. In addition, the em-
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ployers of teachers and social workers are generally the public sector—
school systems and governments—and the public sector traditionally
pays lower wages than the private sector. But that is a minor point.

The bottom line is that there is a high demand and low supply
for top athletes and actors and actresses, but a low demand and high
supply for teachers and social workers. Economics tells us that the re-
sulting wage for the first group will be much higher than for the sec-
ond group.

It is economic efficiency when occupations in high demand and
low supply get a high wage while occupations in low demand and high
supply get a low wage. If the government decided to equalize the wages
of both groups, or even to move them somewhat closer together, the
economy would have too few athletes and actors and actresses and too
many teachers and social workers. (I mean “too few” and “too many”
from the standpoint of economic efficiency.)

What about the fairness issue? There does appear to be something
wrong with a situation in which athletes and actors and actresses, who
after all perform only recreational services, earn so much more money
than teachers and social workers, who are vital in educating our young
people and in helping people with serious problems. But that is the
market system at work. If you like, you can blame the market system
for the unfairness.

Following the dictates of demand and supply generally results in
economic efficiency, as it does in this case. But the outcome is not
necessarily “fair.” Society could decide that fairness is more impor-
tant than efficiency. For instance, the government could set a “wage
floor” (the lowest allowable wage) for teachers and social workers, and
also set a “wage ceiling” (the highest allowable wage) for athletes and
actors and actresses. Or, the government could tax the earnings of
athletes and actors and actresses and give the proceeds to teachers and
social workers.

Either option would make wages “fairer” all around, but would
lead to too many people wanting to be teachers and social workers in-
stead of preparing for other jobs of greater importance to the economy
(from the standpoint of efficiency). It is also possible that the fairly
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unique abilities of professional athletes and actors and actresses are
not transferable to other occupations, and that, even if their earnings
were reduced, they would put in as many hours and work just as hard
in their occupations as they do now. Then there would be just as much
supply of people in these occupations as without the wage ceiling. If
that were the case, then the reduction in economic efficiency would
not happen at the upper end of the wage scale (for professional athletes
and movie stars), but it would still be important at the lower end (for
teachers and social workers).

Is there still discrimination against females and
minorities in terms of getting a job, obtaining a
promotion, and achieving a salary level the same as
that of white males for a particular position? How
do we make sure that equally productive workers
are treated equally in the job market, irrespective of
the gender or racial group to which a worker
belongs?

The very visible women and minorities in the highest positions in
government, businesses, and universities would seem to suggest that
there is no more discrimination in the United States. Unfortunately,
discrimination still exists and active policy on the part of both gov-
ernment and private business will be required to eradicate it.

To answer your question adequately, we should first understand the
meaning of discrimination in the labor market. Discrimination is an
overt action or inaction. You are a victim of discrimination if, because of
the group to which you belong: (1) your wage is below the wage of an
equally productive worker in the same job; (2) you are not hired for a
particular job, even though you are at least as qualified as the person
who did get the job; or (3) you do not get a promotion for which you
have equal or better qualifications than the person who did. Discrimi-
nation can be against groups identified by race, religion, age, height,
weight, gender, gender preference, immigration status, and so on. There
are two possible causes of discrimination: prejudice and statistics.
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Discrimination can be due to prejudice. Prejudice means that
you do not like someone because of the group to which he or she be-
longs. This prejudice can be on the part of workers (called “worker
discrimination”; for example, male workers may refuse to work with
female coworkers or have female managers) or on the part of firms
through their managers (called “firm discrimination”; for example,
firms may refuse to hire members of racial minorities for certain
positions).

Discrimination can also occur even when prejudice is not in-
volved. This is called “statistical discrimination.” It happens when
the firm (acting through its managers) assigns the worker or
prospective worker a productivity level equal to the average produc-
tivity of the group to which the worker belongs. For example, a high-
school dropout might be expected to have the average absentee
history of all high-school dropouts and therefore would not be hired,
even though she as an individual in fact would be conscientious
about showing up for work.

Interestingly, there can also be prejudice without discrimination.
For instance, your manager doesn’t like you because of the group to
which you belong, but nevertheless hires or promotes you because you
are so productive that she knows that you would substantially reduce
the firm’s costs or increase the firm’s revenue.

My favorite example of this phenomenon is Jack Johnson, the
first black boxing heavyweight champion. (You have to go back over
a hundred years to when he became champion.) There was tremen-
dous prejudice against Jack Johnson, and he was profoundly disliked,
not only because he dared to take away what was then viewed by
many as the epitome of white male supremacy (the boxing heavy-
weight championship) but also because of his flamboyant lifestyle
and his habit of smiling every time he knocked out an opposing
boxer. Yet the prejudice, horrible as it was, was not used to keep Jack
Johnson from the ring. Johnson was not a victim of discrimination,
at least for part of his boxing career. He was allowed to ply his trade
and earned (and spent) a fortune, as have many boxers, irrespective
of race.
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Economics tells us that there is a “market solution” to discrimina-
tion based on prejudice. Such discriminating firms do so at a cost: in-
efficient production, higher costs of production, and lower profit.
Firms that do not hire more productive individuals who are women or
minorities in favor of less productive individuals who are male or
white will have higher costs than non-discriminating firms and, in a
competitive environment, will eventually go bankrupt unless they stop
discriminating. The market works!

Unfortunately, this argument does not apply to firms with market
power, or those that do not have effective competition. A monopoly
firm is an extreme example of a firm that is able to discriminate with-
out going bankrupt. However, these firms do pay a price for the dis-
crimination: Their costs are higher and their profits lower than if they
did not discriminate. Where firms are run by owners, the detrimental
consequences of discrimination to the owners’ profits are obvious, and
discrimination often would not even arise.

If corporate managers (who are not the owners) are engaging in
discrimination, then the stockholders (acting through the board of di-
rectors) logically should object to the resultant lower profits, and there
is good hope that the discrimination will thereupon cease. Stockhold-
ers own the firm (the corporation), and managers who discriminate
are reducing the corporation’s profits, dividends, and stock-price in-
crease. So there is good reason to believe that discrimination based on
prejudice would be largely eliminated due to market forces alone.

Statistical discrimination is another matter. It can be rational for
the firm to discriminate under that circumstance. It is sometimes
costly or even impossible to form an accurate judgment of a prospec-
tive worker’s productivity. Statistical discrimination is a cost-effective
way of making a quick judgment of productivity. Managers may be-
lieve, with reason, that elderly people are more prone to use sick days,
which would be to the detriment of the firm. A specific elderly person
might be in superb health; nevertheless, the firm has no way of know-
ing that. Therefore, the average health pattern of the group (all elderly
people) is assigned to that one elderly individual. Note that prejudice is
not involved in this discrimination.
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Another example concerns women of child-bearing age. These
workers could decide to have children and take time off from work ac-
cordingly, again to the detriment of the firm. It is possible that the per-
son in question will take minimum time off from work during and
after her pregnancy; it is also possible that she will not choose to be-
come pregnant while she is at the firm—but the firm doesn’t know
any of these things. So, if there are two workers equally qualified and
one is a woman of child-bearing age, it is rational (but unfair) for the
firm to give the job to the other person.

There are two policies that work to thwart discrimination effec-
tively. Antitrust policy—breaking up monopolies and curbing the
market power of firms in order to foster competition—acts to end
discrimination based on prejudice (even though that result is only
incidental). Family-leave policies, such as parental (both maternal
and paternal) leave, work against the most prevalent type of statisti-
cal discrimination, which is that directed against women of child-
bearing age. Unfortunately, family-leave policies are not universally
so enlightened.

Fortunately, there exists a policy that has far greater impact on dis-
crimination than antitrust policy and family leave. That policy is “in-
vestment in human capital.” Human capital means the education and
training embodied in human labor. The very visible success of well-
educated females and minorities is proof of that assertion. Experts
urge—and I believe them—that education must start at a very young
age to take hold, and this means kindergarten and even pre-school.
The problems to overcome are poverty and family structure, much
more than race or gender.

The good news is that women are closing the “wage gap” with
men, at least in the 20-30 age group. This is because women, on aver-
age, are becoming more and more educated compared to men. More
women than men are attending college, and the change in social mores
has made it acceptable for females to work at virtually every occupa-
tion in the economy. At one time, the great majority of working
women opted for only a few occupations—nursing, teaching, and sec-
retarial work—because these were considered to be the only “normal”
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(socially acceptable) occupations for women. (Of course, some women
overrode social convention and became physicians, lawyers, even po-
licewomen—but they were not many.)

Another change in social mores has made it acceptable for married
middle-class women to work at all. At one time, it was not considered
“normal” or “respectable” for middle-class women to continue to work
after marriage.

To say that things have changed is the understatement of the cen-
tury! Now women are present in virtually every occupation in the
economy, and a high percentage of married women participate in the
workforce. There are two economic reasons why married women can
readily work outside the home. The widespread use of time-saving
equipment for housework (refrigerators, washing and drying ma-
chines, and so on) makes housework both easier and less time-
consuming. The existence of supermarkets, and superstores in general,
where a person can purchase all groceries (and many other items) at
one location, has had the same effect. These economic factors have
merged with a changing social culture that expects married men to do
more and more of their share of work in operating the household. But
the fact that women became more educated is the fundamental reason
why they have entered into just about every occupation in the economy.

Returning to discrimination against minorities, it is a sad fact
that, if a white and a minority job applicant are both high-school
dropouts or both just high-school graduates, the white person is much
more likely to be hired. That is discrimination—whether statistic- or
prejudice-based. As both applicants have more and more “human
capital” in the form of education and training, the discrimination
lessens, and then vanishes. That is why minorities who are profes-
sionally qualified have made it in the economy.

Antidiscrimination laws and affirmative-action programs are un-
certain in their effectiveness and in any event have largely run their
course. Workers, parents, and governments should concentrate on ed-
ucation and training. Embodying human capital in workers and fu-
ture workers is the surest way to end discrimination and, at the same
time, improve economic efficiency and enhance economic growth.
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Does economics have anything to say about
executive compensation? In particular, will paying
CEOs less money and offering fewer benefits cause
American companies to become uncompetitive?

Yes to the first part of the question: Economics does have some-
thing to say about that. Economists believe that, in general, a chief ex-
ecutive officer (CEO) of a corporation should be paid in an incentive
manner so that her decisions are in the best interests of the corpora-
tion. Ideally, the CEO’s objective should be to maximize the long-run
profits of the firm. If the CEO is paid only a fixed salary, she has no in-
centive (beyond ethics) to be entrepreneurial in behavior, meaning to
innovate in products, production, and markets—which means to be
inventive in a practical way for the good of the firm. Rather, she may
simply play it safe, act as a day-to-day manager, just do the same old
thing, and contentedly collect her salary.

To achieve entrepreneurial behavior, CEO compensation should
have, and generally does have, built-in “incentive clauses.” Examples
are bonuses based on performance (for example, bonuses linked to the
firm’s profits or stock price). In the same vein, stock options are also
part of the incentive package, and they can be extremely profitable if
the firm’s stock price shoots up. The problem here is that CEOs may
concentrate too much on the short run—profits this year or the next
year, stock price right now or in the near future—to the detriment of
the firms’ long-run profits and long-run stock price. In fairness to
CEOs, stockholders in firms (as well as investors in general and in-
vestment advisors) do tend to be overly concerned with current prof-
its or earnings and immediate stock prices. If CEOs are under pressure
from these sources they would have to be unusually determined and
courageous to adopt a long-run perspective.

CEOs are appointed, and their compensation packages arranged,
by a corporation’s board of directors, which is elected by the stock-
holders. In many corporations, the CEO is also chairman of the board.
This gives her additional power within the corporation. Conventional
wisdom, which is probably correct, is that the board of directors some-
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times fails to supervise the CEO sufficiently, to the detriment of the
stockholders, whom the board serves.

Turning to the second part of the question, both economics and
common sense suggest that “you get what you pay for.” A top-notch ex-
ecutive would command higher compensation than executives with less
experience, less knowledge, and less proven results. If a corporation tries
to save immediate money by paying less and obtaining a less-productive
CEO, the company’s profits, stock price, and perhaps even its very con-
tinued existence as an independent entity could be threatened. The com-
pany would become less competitive. If this practice were to occur on a
large scale, American business as a whole could lose competitiveness.

However, there are situations in which the CEO is overpaid by
legal or economic standards. The board could be bamboozled by a
persuasive CEO candidate who turns out to have little substance. A
CEO could illegally strip the firm of assets, or engage in personal be-
havior that damages the firm’s reputation. The board should do its
research before hiring a CEO, should be careful that the employment
contract contains only proper incentives, and should supervise the
CEO’s behavior.

The government tells us that the unemployment
rate is only 6 percent of the workforce. But it seems
that a good number of my friends are without jobs.
Does the official figure underestimate actual
unemployment? And where does the official figure
come from?

Let’s take the last part of the question first. The U.S. official unem-
ployment figure is computed and released monthly by the Bureau of
Labor Statistics (BLS), which is part of the Department of Labor. Ide-
ally, every person in the country of working age would be canvassed to
see if he or she is unemployed; but that would be expensive and im-
practical. In fact, it is not even necessary. The BLS samples about sixty
thousand households every month. With representation from every
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part of the country and sophisticated statistical techniques, the un-

employment figure that results is very close to what a full census would

measure using the BLS definition of unemployment. The questions that

households are asked pertain to their situation during the month’s

“reference week,” which means the week that includes the twelfth of the

month.

The best way to understand the BLS definition is to realize that

every person is placed into one (and only one) of four categories, de-

pending on his or her situation during the reference week:

1.

Not in the civilian noninstitutional population 16 years old and
over: This category consists of people younger than 16, people
on active duty in the military, and people who are institu-
tionalized (such as in prisons or mental hospitals). If you are
in one of these groups, then the BLS has no interest in you, at
least for computation of unemployment.

Employed: This category includes people with jobs during the
reference week. Included are people who worked for pay, even
for only one hour, and “unpaid family workers” (relatives
working for free in a family business or in a family firm) who
worked at least 15 hours. Also included are people who have
jobs but are not working during the reference week for various
reasons, including vacation, illness, labor-management dis-
puters, bad weather, and the like.

Unemployed: This category includes people without jobs and
who actively looked for work in the four weeks prior to the ref-
erence week and who are currently available for work. Also in
this category are workers who have been temporarily laid off
from their jobs, even if they are not looking for alternative em-
ployment. If you have not actively looked for a job in the prior
four weeks, you will not be counted in this category. Reading
the want ads in newspapers or Googling job opportunities on
the Internet is insufficient evidence of an active job search,
which must include actions such as completing applications,
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sending out resumes, having interviews, contacting friends or
employment centers, and so on.

4. Not in labor force: This category consists of those who are
without jobs and are not looking for jobs. It includes people
who go to school full-time, people who are retired or have
family responsibilities, people who have disabilities that pre-
vent them from employment, and people who have simply
given up looking for work.

The “labor force” is the sum of the number employed (category 2) and
the number unemployed (category 3). Unemployment (technically,
the “unemployment rate”) is the percent of the labor force that is un-
employed—category 3 as a percent of the sum of categories 2 and 3.
Note that those outside the civilian noninstitutional population (cat-
egory 1) and those not in the labor force (category 4) are ignored in the
calculation of the unemployment rate.

Now to consider your main question, which is whether the official
unemployment rate underestimates actual unemployment. Most econ-
omists would agree that it does. The main reason economists think
that the BLS unemployment figure is too low is that “discouraged
workers,” those who want to work but out of frustration have given
up looking for a job, are placed in category 4, rather than in the labor
force. That doesn’t make much sense. Another reason is that part-time
workers are counted as employed and in the same category as full-time
workers. It’s as if the part-time workers were fully employed, ignoring
the fact that some part-time workers would prefer full-time work but
are unable to procure it and so must settle for part-time work instead.
In my view, that also makes no sense. Yet a third reason is that some
people may be only temporarily employed, maybe only for the refer-
ence week or for seasonal work; yet they are considered employed and
in the same category as people with permanent jobs.

On the other side, there is an “underground economy,” where in-
herently illegal activities (such as drug dealing) or illegal operations of
legal activities (such as cleaning services or child-care providers work-
ing for cash undeclared as income in tax returns) take place. The peo-
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ple engaged in these activities are economically employed, but (for ob-
vious reasons) are likely to be reported as unemployed by themselves or
their household. If the workers involved were counted as employed, the
unemployment figure would be lower—at least for that reason.

The most obvious change to the official unemployment figure,
which would make it both higher and more realistic, would be to count
as unemployed the discouraged workers who have given up looking
for a job because they have tried unsuccessfully for so long. The gov-
ernment could certainly make this change, if it chose to do so. Obvi-
ously, it would be politically difficult to have a sudden jump in the
unemployment figure just because of a more logical statistical count.
But the BLS is supposed to be a nonpartisan branch of government. So
it is unclear to me why it refuses to make this logical change in its count
of the unemployed. Maybe the political problem could be evaded by
making the change while in between Washington administrations.

What is an economically healthy and acceptable
unemployment percentage?

If the unemployment rate is continuously below the economically
healthy level, the result would be runaway inflation, or higher and
higher prices. Workers would realize that jobs were plentiful, and firms
would pay higher and higher wages in order to fill the jobs. If the un-
employment rate is continuously above the economically healthy level,
there would be runaway deflation. With a shortage of jobs, workers
would accept lower and lower wages in order to to keep their jobs.
Lower and lower prices would result. So the economically healthy un-
employment rate is associated with neither runaway inflation nor run-
away deflation. Economists call that hypothetical unemployment rate
(or something like it) the “natural rate of unemployment.”

What is the natural rate of unemployment? Some economists
think that the natural rate of unemployment is about 5 percent in the
U.S. economy, but that it changes over time. One thing that can make
it change is demographics. For example, younger workers change jobs
more frequently than older workers and are obviously unemployed
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while in between jobs. So if the working population gets younger, the
natural unemployment rate increases. Another influence on the natu-
ral rate is government policy. If the government establishes a high min-
imum wage, then more workers will try to get jobs but be unsuccessful,
because firms will hire fewer workers at the higher pay—and again the
natural unemployment rate will go up.

One way to estimate the natural rate of unemployment is to use
the fact that employed workers are needed to produce goods and serv-
ices (called “output”). Consider the total output of the economy. Gross
domestic product (GDP) is the total output of the economy measured
in dollars. Let’s do two things to GDP as it moves—year by year over
time. First, let’s correct GDP for inflation to get “real GDP.” (For ex-
ample, if GDP increases by 5 percent in one year compared to the pre-
vious year and inflation is 3 percent, then real GDP went up by only
about 2 percent.) Second, let’s take the trend growth in real GDP
(“trend real GDP”). This means that the business cycle ups and downs
of real GDP are averaged out over time, resulting in a nice steady in-
crease in real GDP. The unemployment rate associated with trend real
GDP is an estimate of the natural rate of unemployment.



Chapter 3

PERSONAL FINANCE
(YOUR MONLY)

It is safe to say that everyone wants to make a lot of
money on their investments. It would be nice if eco-
nomics could tell you how to do so really quickly. But re-
ality intrudes—and Everyday Economics deals with
reality, not fantasy. The advice given in this chapter is
to save and invest for specific objectives, ideally for the
long term. Also, beware of anyone who suggests a way
of making a quick profit by placing your money in an
investment you had not considered. As the saying goes,

“if it is too good to be true, it isn’t true.”
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Can | outguess the market?

No doubt you mean the stock market or any financial market. Un-
fortunately, the answer is “probably not.” The fact that you can’t out-
guess the market is illustrated in the following humorous anecdote,
often told by economists to economists, and is expressed beautifully via
direct quotation.

There is an old joke, widely told among economists, about an econ-
omist strolling down the street with a companion. They come upon
a $100 bill lying on the ground, and as the companion reaches down
to pick it up, the economist says, “Don’t bother—if it were a gen-
uine $100 bill, someone would have already picked it up.” This [is a]
humorous example of economic logic gone awry."

The common economic lesson that is being lampooned here is
that there is no point in buying the stock of a company that you hear
about on TV or see on the Internet as having high earnings
prospects—for example, buying the stock of a company that has dis-
covered a new technology—because by the time that you get around
to buying the stock it is too late. Others will have bought it and the
price of the stock will have already skyrocketed to reflect the discovery.
More generally, the price of a company’s stock at all times reflects all
available information about the company’s expected earnings.

The storyteller suggests a problem with this lesson. The fallacy, if
you could call it that, is that some individual or some financial insti-
tution must have already taken advantage of the new information.
Whoever does that first—whether by inside information (illegal
though that may be), superior processing of public information, speed
of reaction, or just luck—can indeed make a profit (capital gain) by

"Andrew W. Lo, “Efficient Markets Hypothesis,” in Steven N. Durlauf and Lawrence
E. Blume, eds., The New Palgrave Dictionary of Economics, 2nd edition
(Houndsmills and New York: Macmillan, 2008), p. 782. Reproduced with permis-
sion of Palgrave Macmillan.
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buying the stock at the previously low price and selling it at the new
high price. Anyone who buys the stock later is out of luck. In terms of
the anecdote, whoever picks up the $100 bill first will make a profit of
$100; but there are no further real $100 bills to be picked up.

How can | be sure | have a comfortable
retirement?

One issue here is what a comfortable retirement means. A com-
fortable retirement for a middle-class person would be much too low
to suit a wealthy individual. We can think of a comfortable retirement
as having sufficient recurring (say, annual) funds so that you can main-
tain the living standard to which you are accustomed. What percent of
your income is that? It has to be less than 100 percent, because you
now have certain expenses specific to work that you would not incur
in retirement—special clothing, transportation, and pension contri-
butions, for example. Also, at a lower level of income, your income
taxes are likely to be lower. Perhaps 80 percent of previous gross (pre-
tax, pre-other deductions) income is a good target.

So, for a comfortable retirement, you'll need a sufficiently high re-
tirement income. Some decisions that you may be able to make to as-
sure that are as follows:

1. Work as long as you can so long as your health and happiness
are not adversely affected. The longer you work, the higher your
retirement income will be, for two reasons. First, you will be
contributing more to your retirement funding (via pension
plans and savings). Second, you will have fewer retirement
years to be financed.

2. Retirement advisors advocate a three-leg approach to financing
retirement: your employer’s pension plan, social security, and
your own savings.

a. Try to identify and work for a firm that has a good pension
plan (although this is getting more and more difficult to
find, as firms have been shifting from traditional pension
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plans to employee savings plans). There are two main
types of retirement plans: defined benefit and defined con-
tribution. Under defined benefit, the amount of your pen-
sion is determined by formula, based on wages and years
of service. The funding risk is borne by the firm, and the
company is responsible for investing pension contribu-
tions made by the worker and firm. Under defined contri-
bution, both employer and worker make contributions to
a fund chosen by the worker (from a variety of alterna-
tives arranged by the employer). The risk of bad invest-
ment and of consequent insufficient funds as planned for
retirement is borne by the worker (employee), not the firm
(employer). The firm makes its contributions to the pen-
sion fund, and that is all.

Because you will have your own savings and therefore
are bearing investment risk for those funds, it’s logical that
(if all else is equal) you prefer a defined-benefit over a de-
fined-contribution plan. Another reason is that the fed-
eral government, via its Pension Benefit Guaranty
Corporation, guarantees pension benefits (though only up
to a maximum amount) under a defined-benefit plan but
not under a defined-contribution plan. Usually, you have
no choice in the matter; but it is certainly a good idea to
learn everything about a prospective employer’s pension
plan (and other benefits, especially health insurance) be-
fore you accept a job offer. A young person may never in-
quire about employers’ pension plans. (Disclosure: I
behaved that stupidly when I was young, too). But that is
short-sighted. Benefits should enter into your employ-
ment decision as much as salary, commissions, and
bonuses.

Know your retirement benefits under social security. Al-
most all American workers are eligible for social security
retirement benefits. An important decision is when to
begin your benefits. Some people do not understand that
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you have a right to social security retirement benefits even
if you are still working. However, the longer you wait (up
to age 70), the higher your retirement benefits. If you ex-
pect to live a long time, then it may pay to wait until 70 to
collect your benefits. Complications exist when you re-
ceive a pension from certain employment not covered by
social security and also when other family members
(spouses and children) are involved. In particular, the pen-
sions (but not wages) that people receive from some em-
ployers are reduced in the light of social security
retirement benefits. That is one reason why it may be ra-
tional for these people to elect to begin receiving social se-
curity retirement benefits while working. Finally, Social
Security advises that it may be to your benefit to begin re-
ceiving benefits in the month of January. In general, I have
found it informative to consult the Social Security Web
site and to speak to Social Security representatives.

Your own savings should be at least sufficient to assure you
of enough retirement income, given your expected pen-
sion from your employer’s pension plan and social secu-
rity. Also, the more you save, the more likely you are to be
able to finance a comfortable retirement earlier than you
envisioned.

How should you invest your savings in order to reach
your retirement objective? The general rule is that, the
younger you are, the higher the proportion of your sav-
ings that should be allocated to stocks. As you grow older,
the proportion allocated to bonds should increase at the
expense of stocks. Some people do not follow that rule;
rather, they keep a constant proportion of their portfolio
in stocks—and they may be doing the right thing if their
concern is an estate for future generations (children and
grandchildren, or an ongoing charity). Some financial ad-
visors have a corollary rule: the percentage of your invest-
ment (your accumulated investment, not just your savings
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for the current year) allocated to bonds should equal your
age. So, for example, a 45-year-old person would have 45
percent of his retirement-oriented investment in bonds.
My alternative rule is that if you invest steadily over time
during your working years and cash out steadily over time
during your retirement years, then you can have the ben-
efit of the higher return of stocks over bonds while com-
pensating for the greater risk of stocks.

3. Adequate medical insurance is vital at all ages, and especially in

retirement. Know the cost and coverage of your employer’s
medical plan both while you are working and in retirement.
Always opt for Medicare Part A (hospital insurance)—it is free
when you turn 65. However, you will have to apply for
Medicare Part A—you don’t get it automatically. Other com-
ponents of Medicare—Parts B (medical insurance covering
physician services, outpatient care, and other items); D (pre-
scription drug coverage); and C (private-company health
plans approved by Medicare, incorporating both Parts A and
B)—are not free, but could be important to you, depending on
your own situation. Consider carefully when and whether to
sign up for Medicare Part B and Medicare Part D. Those deci-
sions should be coordinated with the rules of your employer’s
health plan. I recommend being very careful to do thorough
research before electing Medicare Part C. The offerings of pri-
vate companies may not have the permanence of Medicare it-
self, and that could be inconvenient to you.

If the stock market has been trending up since its

inception, why do its setbacks seem to ruin people
so dramatically? Also, would buying a wide variety
of stocks reduce this bad effect?

Yes, the stock market has an upward trend; but it is also extremely

volatile. If an investor cashes in stocks at an inopportune time, that is,

when the market is really down (a “bear market,” or, worst case sce-
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nario, at the bottom of the bear market), he could indeed be ruined in
the sense that a substantial portion of his equity (the value of his
stocks) could go down the drain. The good news is that if stocks are
sold when the market is really high (a “bull market,” or, best case sce-
nario, at the top of the bull market), then the person’s wealth could
increase substantially, and perhaps even double or triple.

On average, the market goes up: that is what the upward trend
means. But the average means nothing to someone who must sell his
stocks at a certain time in life, which unfortunately may happen to co-
incide with a bear market.

Let’s shelve for the moment advice on how to counter the dilemma
of bear markets happening at the wrong time and consider another
danger, which the second part of the question addresses. If you own
just one or even a few stocks, these stocks could go down even if the
overall market goes up! To avoid that problem, you should diversify
your stock holdings. Have a lot of different stocks in different sectors
of the economy in your portfolio. In fact, you can even buy foreign
stocks. While foreign stocks carry with them an exchange-rate risk (on
the downside, they could be cashed in when the value of the dollar is
unusually high, meaning the value of the foreign currency is very low)
there is also an obvious upside in that they can provide substantial di-
versification.

What’s the best way to diversify? The very best way is to be so
wealthy that you can diversify on your own. Why? Because then you
could hold the stocks until you needed the cash to buy a home, or to
pay for your child’s college education, or for some other expenditure
requiring a lot of money. Unfortunately, few of us are so wealthy that
we can do that.

The second best way to diversify is by purchasing shares in a mu-
tual fund. At first glance, mutual funds seem to accomplish the objec-
tive in the same way that wealthy persons invest on their own. But
no—a mutual fund is only a “second best.” There are four reasons why
this is the case. First, a mutual fund has expenses—office space, staff,
and so on—and you, the investor in the fund, pay for that. Second, the
mutual fund makes a profit, which you also pay for (even though this
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profit may be included in “expenses” or “fees”). Third, and most im-
portant, the mutual fund is typically “managed.” What does that mean?
It means that, instead of following the rule of simply buying and hold-
ing stocks until needed by its investors for cash, the fund buys and sells
stocks in an attempt to “outperform the market.” On average, the mar-
ket cannot be outperformed. So, unless the fund is lucky or its man-
agers are unusually skilled (which likely could be true only for brief
time periods), managing a mutual fund of stocks simply adds to ex-
penses—which you, the investor, must pay. Fourth, the fund can gen-
erate taxable capital gains for you, even though you yourself did not
cash in shares. This is due to major unanticipated withdrawals from
the fund, which typically happen during a bear market. The fund has
to generate cash and cashes in some stocks at higher prices than it
bought them—that is the meaning of capital gain.

Bottom line: Unless you are wealthy, the only way to diversify is to
buy shares in a mutual fund. Try to pick one that is managed as little
as you can decipher. Consider your investment in the mutual fund like
paying taxes: You don’t like it, but you have to do it. Buying mutual
funds is the worst way to invest in stocks, except for all others! Also, try
to save as much as you can, as early as you can. You may be pleasantly
surprised at how much your money can grow over many years—
providing you invest wisely and (admittedly) have a certain amount of
luck in that respect.

Let’s return to the bear market. How can you avoid the bad coin-
cidence of such a market when you need money from the stocks
(meaning shares in the mutual fund)? One way to avoid it is to time
your decision to cash in stocks so that you are in a bull market, or at
least only a little way into a bear market. If the purpose of the cash is
to finance something that is not extremely time-sensitive, such as re-
tirement or a down payment on a home, it may be possible to do that
with only a little inconvenience. However, if the purpose is to finance
something like a child’s education, which is extremely time-sensitive,
that may not be possible. You may have to bite the bullet.

There is one general way to assure that a bear market does not get
you: Average your investments (buying stocks) and disinvestments
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(cashing in stocks) over time. The best way to invest in the stock mar-
ket (via a mutual fund) is, month by montbh, to invest the same amount
after correcting for inflation—so that you begin to invest more as your
wages go up and as inflation increases. Be sure to take the cash out (sell
your mutual fund shares) in the same way: in equal, inflation-
corrected amounts month after month. If the time periods of your in-
vestment and disinvestment are both long enough, then your buying
and selling in bull and bear markets will average out.

Most people don’t do this. They want to “beat the market.” They
want to buy low and sell high. You are entitled to choose to try to do
so. But then the market may beat you.

Are bonds a safer way to invest during an
economic downturn?

During an economic downturn, typically the stock market is also
down. This is a good time to buy stocks—following the dictum, buy
low—but many investors panic and sell stocks instead. Interest rates
on the safest bonds are typically low during an economic downturn,
as investors seek a safe haven by purchasing such bonds, thus bid-
ding up their price. The safest bonds, from the standpoint of zero
default risk (there is no chance of the bond-issuer not paying inter-
est and principal) as well as low market risk (the market price would
not fluctuate much until maturity, with little loss if the bond were
sold in the market, prior to maturity) are short-term government se-
curities. Therefore, because many investors are afraid of the stock
market continuing to go down, they buy these securities at a high
price and low yield, with little chance of further gain. But stocks, low
in price, have a high probability of going up—providing one is pa-
tient enough to hold on to them. In a downturn, it is better to buy
stocks rather than bonds—but, for most people, fear wins out over
rationality.

Many friends and acquaintances solicit my investment advice dur-
ing a recession and/or when the stock market is down. I always suggest
that they certainly not sell their stocks—and indeed that they buy
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stocks, providing they have extra cash. Sometimes they even follow my
advice.

What is the best way to try to rebuild an
investment portfolio after a major drop in the
market? Also, should | sell during an up-market—
and, if so, what should | do with the funds?

The stock market is best approached as a major part of your long-
term investment. To try to achieve short-term capital gains (selling at
higher prices than you buy) could just as well result in short-term cap-
ital losses. Normally, I advocate a “buy-and-hold” strategy for stock-
market investment—withdrawing only when a major expenditure is
needed, and preferably over a long period of time, not all at once.

Your first question has an obvious answer: Do nothing. If you have
held on to your stock portfolio, then you still have the same stocks and
in the same amounts as before the drop in the market. You have exactly
the same ownership share of the corporations behind the stocks as you
did before the down market. All that has happened is that each of your
shares has a lower valuation than before. Eventually the market will go
up, and—if there is nothing specific about your particular stocks that
give them a permanently low market valuation—so will your stocks.
That is, the valuation of your stocks will return, and even surpass,
where they were before. Patience and courage are required when the
market is down.

Some financial advisors might say that a down market is a good
time to evaluate your investment portfolio and see if there is any rea-
son to reallocate its components. For example, they might recommend
more or less stocks relative to bonds. My own view is that you should
regularly review your portfolio as you go through life. As your age,
family status, and earning power change, so might the components of
your investment portfolio. Major changes in financial markets and the
real economy might also lead you to do that; but I worry about you
doing it during a down market, because you might be prone to sell
your stocks out of fear rather than looking at the long term.
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My answer to the second question is related to the first. Selling
stock during an up-market could be very profitable, providing you sell
at a sufficiently high price compared to the price at which you bought
the stocks. But did you buy at a low enough price? And can you time
your selling at a high enough price? Ideally, you want to buy at the bot-
tom of the market and sell at the top. Can you come close to doing
that, when everyone else is trying to do the same thing?

Obviously, if you are going to sell short term, you should sell when
the market is up. But, if the market continues to go up, then you will
regret (both emotionally as well as financially) that you sold too soon.
If you expect that the market will continue to go up, then the funds
should be placed back in the market! At that point, of course, you
should not have sold in the first place. And that’s the problem with ap-
proaching the market as a source of short-term gain: You can buy with
the intention of selling when the market goes up, or goes up more
compared to when you bought, but the market may not have gone up,
or gone up enough, when you intend to sell.

If you were clairvoyant, if you could predict the future of the stock
market, you would treat the stock market as a source of short-term
capital gains. You would sell at the top of the market and park the pro-
ceeds in an absolutely secure asset: Federal Deposit Insurance Corpo-
ration (FDIC)—insured deposits at a financial institution. The expected
return (interest) would be low compared to other assets, but there
could be no loss of principal. Then, when the market hits bottom, you
would cash in your deposits and buy stocks again. Buy low and sell
high, buy low and sell high—a great strategy, if only you knew when
to buy and when to sell.

There are those who claim to know when to buy and when to sell
so that capital gains are assured. These people—who could be friends
of yours or could be managers of mutual funds—can point to their
experience of making money in the stock market. How did they make
money, unless they knew when to buy and when to sell? When the
market is booming, anyone can make money by buying at an earlier
time and selling at a later time. But sometimes “later” is too late; it is
after the market has gone down. Imagine that the market goes down
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a bit and you continue to hold, thinking it’s just a temporary move-
ment. Imagine that this is the start of a crash. You plan to sell the “next
day,” but you're too late, and you sell at a loss.

If you want “technical” advice on how to play the market, with the
objective of short-term capital gains, you would have to get the advice
from someone else. However, I urge you to be very careful of adopting
any investment strategy advocated by someone who claims to know
how to “beat the market.”

Disclaimer: In general, this advice carries with it my own views
on how to make investments. Reasonable people could have other
views. Also, if you are lucky enough to be wealthy, any change in your
investment portfolio could have serious tax implications. Whatever
advice I give needs to be tempered, and, if necessary, altered or even
rejected, if your tax situation is affected. Because people are in dif-
ferent tax brackets and have different portfolios, each situation could
be different. Any major event affecting a large investment portfolio
could benefit from professional tax advice—which is not my ex-
pertise. So my advice can be only general and without reference to
taxes.

Why shouldn’t | just keep my money in a savings
account?

The reason not to do so is given by virtually all financial advisors.
Although you would have ultimate safety (assuming that your account
is fully insured), you would get low return. It would be most unwise to
keep your entire portfolio in bank accounts. You want more earning
power, especially if you are saving for a long-term purpose such as re-
tirement. Stock (mutual) funds and bond funds have much higher ex-
pected returns than bank deposits, albeit with more risk, and certainly
the former should be an important part of your portfolio (unless you
are already retired).

There are four keys to a sound investment strategy. First, be con-
cerned with specific objectives: funds for retirement, for a home, or
for college for your children. Second, the objectives should be as long-
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term as possible—this means that you save early and as much as you
can before you cash in any part of your investments. Third, diversify.
Don’t put all of your funds in stocks or all in bonds or all in the bank.
And diversify within stocks or bonds themselves by having a lot of dif-
ferent stocks and bonds. You probably will have to invest in mutual
funds to accomplish the third objective. Fourth, change your diversi-
fication strategy as your own personal situation changes, meaning
changes in your age, family status, earning power, and other sources of
funds (such as inheritances).

If | have a standard savings account with a given
bank, what legal protections exist for my money?
What amount is absolutely guaranteed if the bank
should declare bankruptcy?

The first thing for you to do is to make sure that your bank is a
member of the Federal Deposit Insurance Corporation (FDIC). This
is extremely important, because the FDIC insures your deposits. If
your bank is not a member, then your only recourse is the application
of bankruptcy law. As a depositor in the bank, you are a creditor of the
bank and so are entitled to recovery of your funds—but possibly only
in part and certainly after a period of time—should the bank be lig-
uidated and its assets sold to pay off its debts.

In general, it is unwise to have your checking and savings de-
posits in a bank that is not a FDIC member. The simplest way to
check whether your bank is in fact a member is to see a conspicuous
sign to that effect in your bank or to locate FDIC booklets on a
counter in your bank. If it is unclear whether your bank is a FDIC
member, ask the bank manager for proof. The surest way is to go to
the FDIC Web site and search for your bank by name to ensure that
it is a member institution. Members of the FDIC include not only
commercial banks but also other “thrift institutions” (meaning they
accept deposits). Only banks chartered by the federal government
(“nationally chartered banks”) are required to be members of the
FDIC. Others may apply for membership. Obviously, a lot of banks
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and similar institutions voluntarily join the FDIC, because in that
way they become more attractive to customers who want their de-
posits insured.

The FDIC insures deposits up to a certain amount, subject to
rules. The amount of insurance per deposit category in a particular
bank (or thrift institution) changes over time. In 2008 it was increased
from $100,000 to $250,000—but the increase was supposed to be only
temporary, ending after December 31, 2009. The amount limit (say,
$250,000) applies to each type of account in each bank. One way to
increase the amount insured is to create different account types or dif-
ferent account ownership within the same bank (single account, joint
account, allowable retirement account). Another way is to have the
same type of account at different banks. Be advised that the same type
of account at different branches of the same bank counts as only one in-
sured account.

The beauty of FDIC insurance is that it is automatic, with no ap-
plication from the depositor required. Also, FDIC pays off quickly
should the bank fail. The FDIC insurance for your accounts is ab-
solutely guaranteed by the U.S. government, providing the bank is a
member institution and providing you follow the rules to make sure
all your accounts are insured in total. However, bear in mind that FDIC
insurance applies only to certain assets: checking accounts, savings ac-
counts, money-market deposit accounts, and certificates of deposits
(CDs). Insurance does not apply to other types of investment (bonds,
stocks, mutual funds, and so on), even if arranged by the bank. As for
what is in your safety-deposit box, you are on your own; FDIC insur-
ance does not apply.

How much debt is it okay to have?

The amount of debt that you can safely have depends on three
things. First, if you are making an important and sound investment
with the debt, then the debt might be okay. A home is the most im-
portant investment that middle-class families have. So it is okay to take
out a mortgage in order to generate funds beyond your down payment
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for the purchase of a home. What is not okay is to take out a “home eq-
uity loan” on your home. That is a fancy term for a second mortgage.
Many families have lost their homes by taking out “equity loans” that
cannot be repaid. Your mortgage—by which I mean your first and only
mortgage—should be as low as your financial circumstances permit.
You do not want to take a chance on losing your home or your good
credit standing.

I am very much in favor of a fixed-rate mortgage rather than a
variable-rate mortgage. A low initial rate followed by a formula-
driven later rate that depends on a market interest rate means that
you, the borrower, bear the risk of what happens to interest rates in
the future. You want the lender, the holder of your mortgage, to bear
that risk, which a fixed-rate mortgage assures. It is your responsibil-
ity to read the fine print of a mortgage (or any legal document) before
you sign anything. Further, I strongly advise that you have an attor-
ney representing your interests present when you formally purchase
or sell a home.

The second factor that determines the amount of debt you can
safely carry is your future earning power. If your future income is likely
to be low and is not expected to grow or is uncertain, then be very hes-
itant about taking on any debt whatsoever. The third factor is how im-
portant you view your (or your family’s) future compared to your
present standard of living. The more debt you have now, the lower
your standard of living will be in the future, because you will be pay-
ing off the debt. A big exception is the education of your children. It is
generally wise for you to borrow and for your children themselves to
borrow for their college education or occupational training, because
their future earning power will be enhanced.

Should | be paying off my credit cards in full, or is
it okay to carry a balance?

For almost all circumstances, I do not advocate carrying any credit-
card debt whatsoever. To get into the habit of not having such debt, I
suggest that your college-age children be allowed to have only a debit
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card rather than a credit card. Debit cards do not involve debt; monies
spent are taken directly from a bank account.

The reason for this strict advice relates to the high interest and re-
lated charges that credit-card companies assess on unpaid balances.
Better to obtain a conventional consumer loan from your local bank.
Also, unless you are a disciplined person, credit-card debt gives you
the opportunity to charge, charge, charge for purchases to enhance
your standard of living. Some people then obtain cards from other
credit-card companies and get further and further in debt. Eventually
their “house of cards” comes tumbling down and they get into an awful
financial and personal mess. It is easy to get into this mess with undis-
ciplined credit-card spending, but hard to get out of the mess in an
acceptable way.

How can | tell if my broker is doing a good job?

My first comment is: Why have a broker? He has no special knowl-
edge about specific investments and no inside information to guide
you (and acting on inside information can get you into legal difficulty,
in any event). Why pay for someone to give you advice that at best is
common sense and at worst is counterproductive?

But if you must have a broker, then here are the warning signs:

1. Beware of advice that involves too many transactions. Do not
trust a broker who advocates a lot of buying and selling of in-
dividual stocks. The market evaluates stocks better than your
broker.

2. Stocks and bonds, in particular, should be held for long-term ob-
jectives. If your broker advises that you have the short-term
objective of “beating the market,” that is a bad sign concern-
ing his competence to give sound investment advice.

3. Examine carefully the fees or commissions that your broker
charges for his own services or for third parties that are the source
of his recommended investments for you. If these fees are not
low, you should be suspicious.
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4. Finally, and most important: If your broker gives you advice to
buy or sell anything on short notice, don’t do it—and drop your
broker immediately. Any investment involving a substantial
sum of money (from your standpoint) should be made with
thought and foresight.

Everyone tells me that | have to know where my
401 (k) is invested, and | haven’t the slightest clue or
really the time to do the research. How is an
average person with no financial training expected
to make these difficult choices that will impact his
retirement fund?

A 401(k) is a retirement savings plan that has definite tax advan-
tages. The offering of this plan is at the discretion of the employer.
You are fortunate that your employer has such a plan, and you are
wise to invest in it not only for the tax advantages but also for the
matching funds that the typical firm provides to supplement your
own contributions.

Usually the employee (you) has the job of selecting how to invest
the funds among the investment alternatives that the plan offers. Most
plans include one or more of several kinds of mutual funds: money
market, stocks, bonds, and funds consisting of combinations of these
three basic investments. Some plans include other options, including
purchases of the firm’s own stocks. If you do not make your own de-
cision on how to allocate your savings and the matching contribution
of your employer to these alternative investments, then it is probably
done for you according to specified rules or formulas. That default al-
location may seem perfectly beneficial for you, but it may be to your
advantage to compare it with an allocation that you decide for your-
self. Here are some basic rules that should enter into your own alloca-
tion decision.

1. Contribute the maximum permitted by the 401 (k) plan, pro-
vided that you can afford that maximum. Otherwise, contribute
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as much as you can afford. Such tax-advantage plans should be
the first call for your savings for retirement. Per dollar in-
vested, you will generate more dollars for your retirement in
a tax-advantage investment than in alternatives without that
characteristic.

The younger you are, the greater the allocation you should make
to stocks. While stocks are riskier than bonds, they yield a
higher return over the long run. As you get closer to retire-
ment age, you should allocate more to bonds.

The money-market fund typically has the least risky return,
because the investments are very short-term (treasury bills,
commercial paper), but it also has the lowest return. Usually,
that fund should be used only as a parking place for your
savings while you are about to make an allocation decision.
Also, the money-market fund would be a good place for
amounts that you intend to withdraw in the near future. But
you should be very cautious about any withdrawal at all,
both because you lose some of the advantages of the 401 (k)
investment and because you can incur additional disadvan-
tages (such as taxation). If you desperately need money;, it is
possible to borrow from your 401(k); but again there are
rules, and they can be complex. You should receive compe-
tent advice before any withdrawal at all from the 401(k)—
even for retirement itself. Also, be aware of the rules for
compulsory withdrawal, which apply after you reach age
70Y5.

Rules 2 and 3 should apply to all your savings, or rather to all
your retirement-oriented savings. If you are fortunate enough
to have sufficient funds to save beyond your employer’s re-
tirement plan, then you should consider all your savings to-
gether for rules 2 and 3. The rules need not apply to each
savings outlet separately, rather only in total. If you are even
more fortunate to be independently wealthy or expect to re-
ceive a substantial inheritance, then you should consult a tax
attorney or other expert for advice.
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If my 401 (k) contribution is taxed upon
withdrawal in however many years, or, as per the
Roth 401 (k), taxed up front but not upon
withdrawal, how is it better than any other savings
account? Also, what should | base my decision on
with regard to whether to invest in a Roth (tax up
front) 401 (k) versus the standard 401 (k)?

As you correctly state, the standard (also called “traditional”)
401(k) has no income tax on the employee’s contributions. That is, no
matter how it is invested (within the plan), all earnings (interest, div-
idends, capital gains) are tax-free until withdrawal. However, the en-
tirety of amounts withdrawn does enter your gross income and is
subject to income tax.

The Roth 401(k) involves contributions from after-tax dollars.
That appears to give all advantage to the traditional 401(k). However,
providing special rules regarding a “qualified distribution” (meaning,
qualified withdrawal) are followed, the amounts withdrawn do not
enter your gross income and therefore are not subject to income tax.
The rules for a “qualified distribution” are firm: You must have been in
the plan for at least five years and be at least age 59Y2 or disabled.

The 592-year requirement also applies to traditional 401(k) plans,
with possible exceptions; otherwise, there is a tax penalty. Anyone de-
siring to make a withdrawal from either 401(k) plan under any cir-
cumstances (whether retirement, hardship, or other need for funds)
should understand thoroughly the rules of the particular plan and con-
sider whether an alternative source of funds would be more advanta-
geous. One possibility might be for you to borrow from your own
401(k) plan; again, you should make an informed decision only after
weighing the advantages and disadvantages (compared to those of al-
ternatives) of withdrawal from a 401(k) plan.

In most situations, you generate more funds for retirement by opt-
ing for the traditional plan as opposed to the Roth 401(k). The reason
for this is that your contributions are greater, as you do not have to
deduct income tax before making them, as the Roth 401(k) requires.
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So your 401 (k) has a larger base to grow on over time. The fact that you
have to pay taxes upon withdrawal generally is not enough of an oft-
set to overcome the advantage of pretax contributions.

The exception is if you expect to have a high income (from all
sources, not just your 401(k) plan) in your retirement years. Then
withdrawals from the traditional 401(k) could place you in a higher in-
come-tax bracket, whereas withdrawals from a Roth plan would not do
so. Even in that case, you may want to allocate your funds partly to a
traditional and partly to a Roth plan. It should be noted that employ-
ees can offer a traditional 401 (k) without a Roth 401 (k), but not the re-
verse. So if your employee has only one 401(k) plan, you can be sure
that it is the traditional one.

What should | do when my mortgage is
transferred from one bank to another?

You should continue to make your payments as billed to cover
mortgage interest, mortgage principal, and real-estate tax. Your obli-
gation as a borrower is to meet your obligations to pay back the debt.
Your responsibility to do so is not affected by the fact that the holder
of the mortgage is now another institution. On the other side, the new
bank has no additional rights compared to the former bank. In par-
ticular, the new bank cannot unilaterally alter the mortgage conditions
unless permitted by the mortgage document. So the transfer of the
mortgage should not affect you in any essential way.



Chapter 4

PERSONAL SPENDING
(YOUR PURCHASES)

In this chapter, Everyday Economics offers you precise
advice on how to spend your dollars on certain goods
and services. You will find, for example, a discussion
on the pros and cons of purchasing an extended war-
ranty that will be of use to you time and again. Also,
learning how to apply economics when you buy a new
car or sell your used car could be worth thousands of
dollars to you. Other types of questions and answers
give you an understanding of the operation of markets

in general.
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Since there are so many uncertainties in life,
shouldn’t | enjoy my money while | am young?

Many people do just that, especially when they are young. That kind
of behavior means that your consumption of goods and services now
means a lot more to you than your consumption of goods and services
in the future. Economists would say that you have “a high rate of time
preference”—you want things now rather than in the future. It does-
n’t mean that you are selfish; you might want to spend your money
now on your family and friends or on charities.

As they grow older and acquire family responsibilities, many peo-
ple change to a “lower rate of time preference.” They become con-
cerned about providing for the well-being of their entire family, not
just in the present but also in the future. For example, they might start
saving for their children’s education or for the down payment on a
home. Even a young person may become financially responsible for a
parent or other relative. That could mean supporting the relative di-
rectly or managing the relative’s savings.

So either a high or a low rate of time preference can be rational.
In general, the extent of your desire to provide for the future depends
on such factors as your age, extent of family obligation, and cultural
environment.

Is it irrational to buy Bayer aspirin instead of
much cheaper generic or store-brand aspirin? After
all, the chemical composition of aspirin is the same,
regardless of the manufacturer. Also, is it irrational
to buy Coca-Cola or Pepsi-Cola at the higher price
instead of an off-brand cola drink, which is
essentially the same stuff but at a lower price?

The two cases are not the same. Consider the cola drinks first.
Coke and Pepsi are not quite the same drink, and each is slightly dif-
ferent from other cola drinks. There are differences in the ingredi-
ents, or at least the mix of the ingredients, in the various cola
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products. So the different cola drinks do have different tastes. On top
of that, and very important for brand loyalty, is the fact that the top
brands, including Coke and Pepsi, advertise heavily in favor of their
own colas. This advertising predisposes some people to like the
drinks, whether for taste or by stimulating their desire to emulate
the beautiful people who appear drinking Coke or Pepsi in adver-
tisements, commercials, and billboards.

Aspirin is another, more complicated, case. It is true that aspirin
is aspirin—there is only one way to make it. So why do people buy
Bayer, paying more for the same product? The answer is that people are
judging quality by price. Bayer charges a higher price, so people as-
sume that it must be a better product. Also, we again have the influence
of advertising. Bayer advertises, whereas the generic brand does not;
any advertising done by the store brand is much less than Bayer. Some
customers are moved by the thought of quality control: Aspirin is a
drug, and they want to be sure that they are getting the correct mix of
ingredients and the precise dosage that is stated on the package. Bayer
is a well-known company, and therefore is viewed as the least likely
manufacturer to make a mistake in its product. It is probably true that
the quality control in the generic or store-brand aspirin is just as good
as Bayer—but the customer has no way of finding this out. So some
people buy Bayer, the number-one advertised and most popular brand.

Bottom line: It is rational to make your economic decisions not
only on price but also on other factors that are important to you. It is
also rational to do the opposite and decide that you will buy only the
cheapest brand. Economics does not say that only one possible deci-
sion is rational.

Should | buy an extended warranty when |
purchase a durable good, such as a refrigerator,
television set, personal computer, or other
appliances?

The typical answer given by consumer advisors is that, as a general
rule, you should not purchase an extended warranty. The reason is that
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manufacturers would not offer the extended warranty unless it was
profitable for them to do so and, therefore, purchasing the warranty is
to the consumer’s disadvantage. Sometimes the general rule is
amended by acknowledging that if you, like many consumers, are “risk
averse” and are concerned about the consequences of the product fail-
ing, then you should consider buying the extended warranty.

Economics tells us that, whether or not the general rule is valid, the
reason for the rule is incorrect! Private economic transactions—such
as those between a consumer and manufacturer (with the retailer as in-
termediary)—are voluntary and these types of transactions should
benefit both parties. For example, suppose I buy a bicycle from you.
The normal outcome is both that I pay less money than the bicycle is
worth to me, and that you receive more money than the bicycle is
worth to you. The same logic applies to the extended warranty.
Granted, the manufacturer would not offer this warranty unless it ex-
pects to make a profit. But you, the purchaser of the product, could
nevertheless benefit from buying the warranty.

Economics can help consumers in good (what economists call
“rational”) decision-making. In the situation at hand, elements en-
tering into the decision include: (1) the probability of the product
failing (or, more generally, requiring repair for good functioning);
(2) the cost of replacing the product (in the event that the product is
defective and either cannot be fixed or you decide will not be re-
paired); (3) the cost of the warranty; and (4) the extent of your will-
ingness to accept the inconvenience of arranging for a third party to
repair the product as well as the uncertain cost of third-party repair.
Consider these elements in turn.

1. The higher the probability of the product failing, the more ra-
tional it is to purchase the extended warranty. Usually, one
would assign a high probability of failure to products new on
the market and, to a lesser extent, to radically new versions of
existing products. Flat-panel television sets fall into one or the
other of these categories. Recently I did decide to purchase an
extended warranty for my new model flat-panel TV. But
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sometimes even existing products might have a high failure
rate. For example, again as a consumer, I have had conversa-
tions with repairpersons of refrigerators (definitely an old
product). These conversations suggest that certain vital com-
ponents of new refrigerators tend to have a high failure rate
after a few years. I trust the repairpersons, and so, as a matter
of course, I purchased an extended warranty for a new refrig-
erator and benefited when two components were replaced
under warranty free of charge. This was done on two separate
occasions.

So it is up to you to do the research: speak to objective peo-
ple (friends, repairpersons) involved in the product. (Obvi-
ously, the views of salespersons and manufacturers may be less
trustworthy, because they have an interest in selling you the
product and the warranty.) Also, consumer magazines may
help provide information on specific products. If your re-
search finds that the new or even existing product that you
want to buy seems to have problems and you don’t want to
wait for the next generation of products, it makes sense to buy
the warranty.

The higher the cost of replacing the product, the more rational it
is to buy the extended warranty. Note that what is relevant is the
cost of replacement, not the cost of the original purchase. The
latter cost is a “sunk cost,” and a fundamental rule of rational
decision making is that sunk costs are irrelevant. So if you ex-
pect the price of the product to fall over time (nof how much
you originally paid), it doesn’t make sense to buy a warranty.
One product category that clearly falls in price is computers.

Obviously, if the extended warranty costs very little compared to
the cost of repurchasing the product or compared to the cost
of a third-party repair, then there is a strong case in favor of the
warranty.

If you are fearful of the consequences of doing without the prod-
uct for an uncertain period of time, reluctant to experience the
hassle of arranging for third-party repair, or unhappy with an
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uncertain cost of third-party repair, these concerns would lead
you to buy the extended warranty—and that would be a rational
decision.

My computer-guru friends tell me that newly purchased
personal computers tend to fail during the first year (some
say, even the first month) or not at all, and they advise me
not to buy an extended warranty. But, for me, the conse-
quences of working without a computer beyond one day
would be devastating. Therefore the gurus understand my
decision to purchase a one-day service extended warranty
for a new computer and renew the warranty as long as the
manufacturer permits. Getting the warranty is a rational de-
cision for me—sometimes it’s just personal security that is
the motivator!

In addition, the duration and fine print of the warranty obviously
will enter into your decision. Before even beginning to consider the
above four points, you need to understand which parts of the product
are covered and for how long, how to arrange for a repair, how long the
repair will take, and whether there will be a replacement product if re-
pair is not possible. If these points are not clear in writing, forget about
the warranty and perhaps forget about buying the product itself.

What advice can economics give me about buying
a new car?

The most important fact about buying a new car is that it is a
process of bargaining, or negotiation. Buying a car is not the same as
going grocery shopping. The price of a given model car varies from
buyer to buyer. Obviously, you want to pay the lowest possible price for
the car that you buy. The problem is that the salesperson and the new-
car manager are much better bargainers than you and me. They have
training in negotiating skills that we don’t have and they have a lot
more experience negotiating than we have. Also, they work together
as a team, so their bargaining advantage is multiplied.
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You have to build up your negotiating power so that you are not
put at a serious disadvantage. Here is some important information.
First, do not worry about getting a “lemon” when you buy a new car.
Quality control in automobile manufacturing has improved signifi-
cantly in recent years, both for U.S.-based and overseas production.
While there are still some horror stories of consumers being stuck with
lemons, the chance of you being one of them is so low that you should
not devote any mental energy to that issue. Rather, learn how to bar-
gain effectively.

Second, understand that one feature of how the automobile mar-
ket works is to your advantage in bargaining. Dealers purchase and
prepay for automobiles from the manufacturer. Sometimes dealers use
their own cash; sometimes they borrow money to make this payment.
Either way, the automobiles on the dealers’ lots are costing money, or
have cost money, and will not bring in any revenue until they are sold.
Therefore the dealer wants to sell cars as soon as possible. If you are per-
ceived as a serious customer, meaning someone who wants to buy a
car that day, you are a desirable person to have in the dealer’s show-
room. So do not be timid—walk proud.

Third, there is a bargaining paradox that fascinates economists
and that you must appreciate to get a good deal. It is essential that you
conceal your true feelings toward a particular vehicle. If the salesperson
perceives that you really want a particular car, up goes the price. In a
bargaining situation, it is sometimes important to bluff the opposite of
what you believe.

Fourth, you may have heard about a field of study called “neuro-
science” or “neuroeconomics,” which looks at consumer decisions
(such as buying a car) as a neurological phenomenon. Do not worry
about that. It is extremely unlikely that the salesperson and manager
are knowledgeable in the field. In any event, neuroscience or neuroe-
conomics is not thought control. Be secure applying the bargaining
tips that are presented here.

Fifth, rather than preparing for your car shopping expedition by
deciding on one particular model car, try to look at a car the way econ-
omists look at a car. “A car is not a car. It is a bundle of characteristics.”
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Look at any car as a combination of style, safety, gas-mileage per-
formance, roominess, and so on. Once you do this, you can then rank
the attributes in importance and be prepared to trade off among them.
Why is this mental shift from specific model to bundle of characteris-
tics important? Because, to get the lowest price on a car, you must not
“fall in love” with a particular model. Rather, your philosophy should
be that any car is nothing but a bundle of attributes.
Then, I suggest the following step-by-step procedure:

1. Find several (at least three) different models of cars in your price
range that have an acceptable combination of the characteristics
that you like. For this information, go to consumer-oriented
Web sites or to print consumer magazines. For the moment,
accept the price range given in the sources that you consult. It
is important to select several cars—preferably at least three—
that fit your needs in characteristics and in price. The cars on
your list should be from more than one manufacturer, and it
is absolutely essential that the cars be sold by more than one
dealer. You should select at least three different dealers.

2. Add optional equipment only as needed to fulfill your charac-
teristics preference—and do not go beyond that preference. In
general, when a feature is standard, that is, included in the base
model, you will pay less for it than when it is an add-on. How-
ever, sometimes going down to a cheaper model and adding
on some equipment is more cost effective than staying with a
more expensive model that includes unnecessary extra equip-
ment to satisfy your characteristics preference. (Sometimes
options are offered only in a certain combination rather than
singly.) So you may want to try the pricing both ways before
moving to the next step.

3. For each of your selected models, get the dealer invoice price,
which is essentially the dealer’s wholesale price. Do that for the
base model plus for each of the options chosen. Also obtain
the manufacturer’s “holdback” for the vehicle. The holdback is
a rebate that the manufacturer gives the dealer after the car is
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sold. It is a specified percentage of the invoice price. Finally,
obtain the dealer incentives, if any. This is an amount, in ad-
dition to the holdback, that the manufacturer provides to the
dealer for selling certain models. You may have to pay a con-
sumer-oriented service for this information. Do so. Do not
even think about buying a new car without having all this in-
formation for all your alternative models. Obviously, the infor-
mation must be timely. It can change; so get the info shortly
before you decide to visit dealers.

You will be visiting several dealerships, because you have several
alternative models to consider. It is a good idea to bring another
person with you to the dealership, preferably a relative or close
friend who has your interests well at heart. Then, psychologi-
cally, the salesperson and manager know that they have to sat-
isfy two people, not one.

Your first action should be to visit each dealership and request a
test-drive of the vehicle, preferably without the salesperson or
other dealer employee present, but definitely with your relative or
friend in the car. If the test-drive indicates that the car is not to
your satisfaction, walk out, no matter what the salesperson
says to you. So now you have test-driven all the models that
satisfy your preferences. Then visit each dealership again and
begin the negotiation process.

Negotiate up rather than down. You know the dealer’s full and
true cost of the vehicle. Begin with an offer that gives the
dealer a modest profit (including holdback and dealer incen-
tives)—perhaps no more than $800—and make the salesper-
son and/or manager work hard to persuade you to pay more.
If the price becomes too high in your mind, begin to get up
from your seat slowly. If you are obviously a serious buyer, the
salesperson will call you back. If not, walk out and do not re-
turn. Always remember that you have alternatives.

Your objective is to obtain a written offer from the dealer, effec-
tive for a brief but reasonable period of time, perhaps 24 hours.
You must make sure that the offer is the “walk-away price.”
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Use that term with the salesperson. “Walk-away price” means
the offer should include everything, even taxes. It is the
amount of the check that you will write to pay for the car. (By
the way, along with some consumer advisory services, I do not
recommend purchasing an extended warranty for a new-car
purchase.)

8. Never write the check or obtain financing the same day. Impulse
purchases and impulse financing are inadvisable for a big-
ticket item—and, for most of us, an automobile is a big-ticket
item. Go home and mull over any offers and discuss them with
your spouse, other relative, or close friend. Compare the offers
and choose the one that either is cheapest or has the highest
ratio of desired characteristics to price.

9. Avoid trading in your used car. You will do much better selling
it privately or to another dealer separately. Also avoid financ-
ing your car via the dealership. You are probably better off ob-
taining financing separately. Allowing the salesperson and
manager to combine car, trade-in, and financing makes the
negotiations complicated for you but not for them. Do not
give them any advantage. Keep things simple; follow your plan.
If feasible, buy the car with cash. (On a personal note, I never
buy a car that I cannot purchase in cash.) Once you have the
opportunity of obtaining credit, the salesperson and manager
know that you have the means of paying a higher price than
otherwise. That increases their negotiating strength; and, be-
lieve me, their negotiating skills are high enough as it is.

How should | go about buying a used car or
selling my used car?

A lot of advice on buying and selling used cars is provided by con-
sumer-oriented organizations, and much of the advice is worthwhile.
But these organizations fail to emphasize the most important eco-
nomic fact about transacting in a used car—and this fact applies
whether you buy or sell: The information about the specific car being
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transacted is one-sided. The seller always has the particular informa-
tion about the car’s condition; the buyer does not. The seller always
knows whether or not the car is a “lemon,” but the buyer does not
know whether or not it is a lemon.

You might think that the one-sidedness of information gives the
advantage to the seller of the car. But in fact that is not the case. Why
not? Because the buyer’s lack of the seller’s information makes the
buyer wary. To avoid overpaying for a bad vehicle that will perform
much worse than its appearance suggests, the buyer will assume that
the vehicle is a lemon and pay no more than that would entail—even
if the car is in fact well-maintained and in all respects a great vehicle.

How do you get around this problem? The consumer organiza-
tions suggest that you acquire information. Do the research. Go on the
Internet. Find out the “book value” of the vehicle in question, find out
the price at which used-car dealers are buying or selling the vehicle.
The organizations also recommend that you make your car look good
and do repairs. And that you have a mechanic check out a used car
that you intend to buy.

Not all of this advice makes sense, especially if you are selling the
car. Sprucing up an obviously old car so that it looks new could be a
mistake. Why? Because the one-sidedness of information makes the
prospective purchaser nervous to begin with. If the car looks too good,
a potential buyer could become even more suspicious that your car is
a “disguised lemon.”

You can get around this by full disclosure. How can the buyer of
your car be absolutely sure that your car is not a lemon? When the
buyer is the place where you have your car serviced. Then the buyer
has the record of the entire maintenance and repair history of your
car. After all, the buyer—usually the dealer from whom you bought
the car when new—is the very entity that has kept your car in good
shape. Several years ago, following my own advice, I sold my used car
to the dealer from whom I originally bought the car. I began by ask-
ing to see the used-car manager. He asked permission to examine the
car for a few hours, and I said: “Of course; take as long as you want.”
The price that I received was about double what I expected, and the
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manager actually apologized that he could not offer more, because
the car was in such good shape!

This experience suggests that if you choose not to sell your car
where it was maintained and repaired (or if that place does not buy
used cars), then at least get all records from the place where you did get
the car maintained and repaired. Make copies of the records for the
prospective purchasers of your car.

When you are on the other side of the transaction (the buyer), you
should try to obtain the same information: the maintenance and repair
record of the car. Of course, the record that you get may not be com-
plete. But at least it is something. Also, unlike when you buy a new car,
purchasing any warranty should be seriously considered when you buy a
used car.

Is eBay an example of fair market price? Should
all products be sold via an auction model?

The word “fair” is difficult to interpret, as your idea of what is “fair”
could be different from my idea. A logical interpretation of “fair mar-
ket price” is that you mean the price that would be established by de-
mand and supply under competitive conditions. That would require a
large number of buyers, a large number of sellers, a homogenous prod-
uct, and perfect information known to all. The resulting price is called
“the competitive price.”

The eBay auction model does not fit these conditions. There is not
a large number of sellers of any specific item, and there is not neces-
sarily a large number of buyers of the item. If a variety of items in the
same product category is up for auction, it is very unlikely that the
items are identical—if only because of differing quality, both inher-
ently (a new, unused item) and in terms of use and obsolescence (if the
item is used). Also, the auction approach lends itself to “gaming” strate-
gies and possible collusion among prospective buyers, although eBay
claims to have safeguards to prevent this type of behavior.

There is a type of auction that would fit the economist’s idea of a
competitive market and would result in a competitive price. That
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would be when the auctioneer begins by announcing a particular price.
Each market participant then declares how much (in physical terms,
not in dollar amount) of the product she would either buy at that price
or sell at that price. If the amount that would be bought exceeds the
amount that would be sold, the auctioneer raises the price and repeats
the process. If the amount that would be sold exceeds the amount that
would be bought, the auctioneer lowers the price and repeats the
process. Eventually there is a price at which the amount that would be
sold exactly equals the amount that would be bought. That is the com-
petitive price. Note that no transactions would occur until the com-
petitive price is determined.

The eBay auction can be of various types and have specific rules,
but the auction is definitely not like that described above. So it is un-
likely that eBay auctions result in the competitive price for any item.
Indeed, when an item sold is unique, the economist’s competitive
model has no applicability. With only one seller and no good substi-
tute product available elsewhere, the market power of the seller be-
comes paramount (“buy from me, or you can’t get the product at all”).
If combined with only a few prospective buyers, the element of bar-
gaining—decidedly not a characteristic of the competitive model—
comes to the front. Under an auction, the bargaining takes the form of
aminimum bid set by the seller and decisions on bidding made by the
buyers. Also, the information released by the eBay auction model as
the auction proceeds is incomplete and partly misleading. The eBay
auction model is not the same as an open auction, in which bids are
publicly and exactly known to all auction participants.

So, no, economists would not advocate that all products be sold via
an auction model—not if the norm is a competitive model. Having
said that, the good of e-commerce firms such as eBay must also be rec-
ognized. Economic transactions over the Internet constitute one of
the remarkable innovations of the computer age. Not only consumer—
business but also business—business transactions increasingly take
place via the Internet. The Internet “perfects the market”; that is, in
many ways it brings market results closer to the competitive ideal. The
cost to consumers of looking for the best price of a given product is
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very low, and it is a time-and-effort cost only; compared to the time,
effort, and money costs of traveling from store to store or even tele-
phoning the stores to obtain the product information. The same ap-
plies to searching for the highest-quality product for a given price.
Also, the Internet makes it easy for consumers to switch from one
seller to another, and easy for businesses to advertise and change prices
and items offered for sale. Payment can be made over the Internet,
using credit or debit cards directly, or via PayPal (itself owned by eBay).
It is easy for businesses to assemble sales data and for consumers to
share feedback on products, sometimes via the businesses themselves,
sometimes via intermediaries such as eBay. When the product is itself
purely digital (music, video, computer programs, information, access
to e-books, and so on), it is even supplied via the Internet. It is a fair
statement that the role of the Internet in reducing shopping costs,
transportation costs, and transactions costs in general adds much more
to economic efficiency than does any Internet-based auction model.

How can airlines charge such different fares for
the same round-trip? Isn’t this an unfair pricing
practice?

Yes, it certainly seems unfair that the same airplane trip can cost
different people wildly different amounts. If your ticket is refundable
rather than nonrefundable, it costs more. If you buy the ticket in ad-
vance or are lucky enough to find a last-minute cheap seat, your ticket
costs less. If you stay over a Saturday night, it can also cost less. The
price of the ticket between the same two airports can vary with day of
travel, time of travel (over the 24-hour day), date of travel (weekday or
weekend, holiday, and so on), and length of stay.

Economists use the term “price discrimination” for the practice
of charging two people different prices for the same product (in this
case, transportation service). It is not price discrimination when the
difference in ticket price is associated with a different product. For ex-
ample, charging more for a first-class seat, which includes a great meal
and more leg room, compared to an economy seat, would not be price
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discrimination. Charging different prices for the same kind of seat (ei-
ther first-class or economy) would be price discrimination. It is also
not price discrimination when the higher price simply covers the
higher cost of delivering the product. That could be another justifica-
tion of a higher fare for first-class seating. Similarly, it is not price dis-
crimination when passengers are charged extra for frills or additional
service, such as checked bags, snacks, or movies.

U.S. law makes it clear that price discrimination is not permitted.
However, the particular law (the Clayton Act, enacted in 1914) makes
an important exception. If the discrimination does not substantially
lessen competition and does not tend to create a monopoly, then the
discrimination is allowable. It appears that price discrimination in air-
line passenger transportation is interpreted as falling within that ex-
ception, although I am not aware that the practice has been challenged
in any court of law.

Price discrimination in air transportation began in the 1960s
when half-price fare for youths willing to fly standby was instituted by
several airlines. The practice was later dropped and still later replaced
by the detailed kind of price discrimination that we experience in our
air travel today.

The airlines practice price discrimination because it enhances
their profits. It is inefficient to fly an airplane with empty seats. If there
are five empty seats, filling them even at $100 a passenger adds a total
of $500 to revenue—even though other passengers might be paying
$300 each for the flight. How much is added to cost? Additional weight
is very little, so fuel costs might go up by $10. The pilot, co-pilot, and
flight attendants are paid the same whether or not the seats are filled.
The airline gains $490 in profit by price discrimination. The five lucky
passengers gain, because they travel at low cost. Overall economic ef-
ficiency is also enhanced, because more people are being trans-
ported—and at very little additional cost.

Who loses from this type of price discrimination? Not the airline
involved. Not the other passengers on the plane, except for the addi-
tional minor inconvenience of having more passengers to load and
unload. The losers are the other airlines, who otherwise might have
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been able to charge a higher price than $100 for the flight to the same
destination.

It is a matter of opinion whether this kind of price discrimination
is in any way “unfair.” In my view, it is not unfair to consumers, be-
cause you do not pay more just because some lucky passengers pay less
and you are just as likely as the next person to get a low fare on your
next trip.

| can trust my tangible assets, but why should |
trust an abstract notion called “The Market”?

Believe this: No matter what you think, your very behavior proves
that you trust the market as much as you trust your tangible assets!

Suppose you want a loaf of bread. In principle, you could grow
the wheat, thrash it, grind it, mill it, bake it, slice it, package it, and
store it. Even today, it is possible to get your bread by that long and in-
volved process—and, at some point in the past, bread was always ob-
tained that way. But think of the tremendous effort, expense, and
inconvenience of producing your own bread from start to finish. For-
tunately, you don’t need to do that. All you have to do is go to your
local bakery or supermarket and buy the bread. Isn’t it amazing that
the bread is always there for you to buy?

To continue, suppose you want to buy gasoline for your car, or
purchase the car itself, or a house or rental apartment, or a cell phone.
You don’t need to produce these items yourself; you can purchase
them.

What gives you the confidence that these items are always there
for your purchase? Answer: The market. You trust that there are mar-
ketplaces where you can transact in goods and services—in your case
and as a consumer, where you can buy these commodities. And you
better have such trust. Otherwise, as a rational person, you should in-
clude in your “survival skills” how to produce on your own any good
or service that you want to consume. The consequence would be that
you would produce very little variety of goods and services and that
your standard of living would fall tremendously.
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Somehow firms together are producing enough of each com-
modity that consumers want to purchase. Why do they do this? They
do it because it enables them to make profits. It is the self-interest of
firms (or, rather, the self-interest of the firms’ owners) that induces
them to bring to market the commodities that consumers want and
are able and willing to pay for, which is the meaning of the term “con-
sumer demand.” The amazing thing is that the firms care only about
their own profits and not about the welfare of consumers or the efficiency
of the economy. Nevertheless, as a result of the firms’ actions, consumer
demand is satisfied and the overall economy benefits! Private, self-
interested behavior brings about social gain.

How does that happen? The market price acts as a signal to pro-
ducers and consumers. If consumer demand for a commodity in-
creases (perhaps because the health benefits of bread are advertised,
for example), then the market price goes up. Seeing the higher price,
producers (that is, the firms) produce more of the commodity, because
that enhances their profits. Firms not previously producing the com-
modity begin to do so—to get at the profits. And these actions of firms
lower the price from its higher level, possibly even to the original price.
Consumers get more of the commodity for which their demand in-
creases, and possibly at the very same price as before.

Following the terminology of Adam Smith, who wrote in the year
1776, the firms are “led by an invisible hand” to do good for consumers
and bring about efficiency for the overall economy—even though the
firms have no intention whatsoever of doing so. All that they care about
are their profits. Yet, in doing well for themselves, the firms also do good
for society. Yes, under free-market competition, firms typically “do good
(for society) and do well (for themselves)” at the same time!

A similar process happens via consumer behavior. If (perhaps be-
cause of improved technology) it becomes cheaper to produce a com-
modity, the market price falls. Therefore consumers have an incentive
to buy more of the commodity. Even though consumers are interested
only in their own welfare, they increase their purchases, which are the
firms’ sales, of the now-cheaper commodity. And that helps the pro-
ducers of the commodity and also enhances economic efficiency.
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The “invisible hand” means that the self-interest of producers ben-
efits consumers as well, and the self-interest of consumers benefits pro-
ducers as well. Further, in both cases, there is improved operation of
the overall economy. For the invisible hand to work, the market must
provide the correct prices. Usually, the market displays correct prices,
and that is why you can trust—and indeed do trust—the market.

Why do price increases sometimes increase
demand rather than reduce it?

That could happen if the purchasers of the commodity expect the
price increases to be followed by further price increases. For example,
higher prices of stocks could give rise to the expectation of further in-
creases. As the demand for stocks goes up, so do stock prices. This is
an example of “self-justifying expectations,” and the same process
could apply to an increase in the price of a commodity or of com-
modities in general. If consumers observe inflation, they could expect
further inflation. They buy consumer goods at the higher price, be-
cause they expect that prices will go up even more. The higher demand
itself pushes up the prices.

At other times, it just appears as if price increases bring about greater
demand, when in fact the reverse is true. Suppose consumers decide to
buy more chocolate, because scientific research finds health benefits for
the commodity. Then, the price of chocolate goes up; but the increased
demand for chocolate is due to the health benefits, which increased the
demand and thus the price, not due to the price increases themselves.

The idea that a higher price in and of itself increases demand is
theoretically possible but extremely unlikely. In fact, economists are
so confident that a higher price, in and of itself, reduces demand that
they call that theory the “law of demand.”

What is the “consumer price index”?

The “consumer price index” (CPI) measures the change in the cost
of a “basket” of goods and services purchased by a typical consumer.
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Market prices are used in the computation, so the CPI reflects the ac-
tual cost of purchasing a “market basket” of commodities. It is not log-
ical simply to average prices of commodities as if each commodity had
the same importance; rather, each commodity price must be weighted
by the quantity of the item purchased.

Who does the purchasing? The weights reflect the purchases of
the typical urban consumer. Two different CPIs computed by the U.S.
government (specifically, the Bureau of Labor Statistics, BLS) are the
“CPI for all urban consumers” (CPI-U) and the “CPI for urban wage
earners and clerical workers” (CPI-W). The CPI figures are produced
monthly. Note that both CPIs refer only to urban consumers; rural
consumers are excluded. (That exclusion is probably due to historical
reasons; in the old days, rural inhabitants grew more of their own food
and made more of their own clothing than did urban residents, so the
rural people made less use of the market for their consumer goods and
services.) The difference in the two CPIs is due solely to the fact that
wage earners and clerical workers have different expenditure patterns,
and therefore different weights attached to prices of items, than do
other urban residents (for example, retired people and workers who
earn salary or commission).

Why is the CPI important? Each CPI plays an important role in
government policies that affect us all in one way or another. The CPI-
W is the measure of inflation used to increase social security benefits
to incorporate changes in the cost of living. The CPI-U is used to make
adjustments to rules of the income-tax system, such as the upper and
lower limits of tax brackets. Private industry and unions also use the
CPI to calculate cost-of-living adjustments for wage bargaining. Ob-
viously, the CPI as a measure of inflation affects the income and taxes
of people in very apparent ways, so the precise CPI figures give rise to
controversy and much criticism of the BLS—both by interested par-
ties (such as pensioners, workers, and taxpayers) and disinterested
scholars (such as economists).

The reason why the method of computing the CPI is ambiguous
and controversial is that the economic world is complicated. Con-
sumer prices change by different percentages, consumers change their
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quantity purchased of each commodity, qualities of existing com-
modities change (usually by improving, but they sometimes deterio-
rate), and new commodities are introduced. Also, the mode of
purchasing commodities changes (for example, discount retail outlets
and the Internet). These complications frequently occur, and they
make CPI computation full of complexity.

The BLS takes steps to address each of these concerns and it does
so with objectivity. Although BLS does take care to be objective in its
produced statistics—both the CPI and many other items—its statisti-
cal procedures as such are routinely criticized by economists and other
observers, as indicated above. The official CPI figures that BLS pro-
duces are also vigorously scrutinized and criticized.

It should be noted that, while the CPI does measure inflation, the
imperfections of the CPI are not its only limitation in that respect. The
CPI incorporates changes in prices only of goods and services bought
by consumers—not goods and services purchased by businesses and
governments. For example, prices of factories, machinery, equipment,
military hardware, and so on are ignored; as are wages of government
workers and military personnel.



Chapter 5

GOVERNMENT AND
THE ECONOMY
(HELP OR
HINDRANCE)

Economists have a love-hate relationship with govern-
ment policy that affects the economy—and almost all
government policy falls into that category. On the one
hand, government is needed to provide good things,
such as national defense, police and fire protection,
and a legal system, as well as to enact and enforce laws
to curb pollution and other bad things. On the other
hand, governments raise taxes to finance these func-
tions, and taxes have inefficiencies even when they do
good. Also, governments often undertake policies for
the advantage of specific people or specific firms,
rather than for the overall benefit of society. Further,
even when its objective is good, government can do
bad. In this chapter, Everyday Economics looks at gov-

ernment activity with a skeptical eye.
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Why do some states have sales taxes and others
do not?

Actually, almost all states have a sales tax. At last count, only four
states (Alaska, Delaware, New Hampshire, and Oregon) do not. Some
states rely more heavily on an income tax or a gross-receipts busi-
ness tax for their revenue. Seven states have no income tax, and two
more tax only interest-and-dividend income. Eight states have a
gross-receipts tax. States must obtain revenue from some source, and
usually more than one source is utilized. There is only one state with-
out any of these three taxes, and that is Alaska. That lucky state ob-
tains the bulk of its revenue from taxes on oil and natural-gas
production. Alaska has a gasoline tax, but the tax rate per gallon is the
lowest among the 50 states. Alaska does have excise taxes on alcohol
and cigarettes.

The sales tax is levied at the retail level, while the gross-receipts
tax is at the company level. Both taxes assess a percentage of the tax
base, which is the dollar value of consumer purchases or the dollar
value of business revenue. Both are regressive taxes; that is, lower-
income people pay a higher percentage of their income toward the tax
than do higher-income people. The reason is that lower-income peo-
ple save a smaller percentage of their income than do higher-income
people, and thus they spend a higher percentage of their income on
consumer goods and services. In that respect, the sales tax is generally
considered to be “unfair.”

The income tax is usually set up to be progressive—higher tax
rates for higher income brackets. So higher-income individuals pay
more as a percentage of income. Rarely is the income tax a “flat tax,”
the same tax rate for all income levels. That tax structure is also
deemed “unfair,” because the rich pay the same percentage of their in-
come as do the poor.

A problem with any tax assessed at the state level is varying tax
rates. States with high income taxes (meaning tax rates) can lose in-
habitants (and, to some extent, businesses) to states with lower income
taxes. States with gross-receipts taxes can lose businesses to states with
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no gross-receipts taxes. States with a high sales tax rate can have their
local businesses lose sales to businesses in states with a low (even zero)
sales tax rate. Because some firms make their location decisions based
on all taxes, it is possible that a state with a high sales tax rate can com-
pensate via low income tax rates.

However, when it comes to avoidance of the sales tax, the exis-
tence of other types of tax is irrelevant. Consumers can travel to a
neighboring state with a lower sales tax and purchase commodities
there. Clever people can “arbitrage,” meaning that they achieve a sure
profit by buying goods in low sales-tax states and selling them in high
sales-tax states. There are problems of transportation and transactions
costs, as well as legal issues. But the incentive to avoid sales taxes of
high sales-tax states is certainly there.

Of the three taxes, the sales tax is the most susceptible to tax avoid-
ance, because it is easier, cheaper, and more convenient to ship com-
modities across state lines than for households or businesses to migrate
across state lines. The implication is that it would be wise for states to
harmonize their sales tax rates, meaning have them at the same, or
nearly the same, level.

Any tax is economically inefficient, because it makes people and
firms do what they would not want to do if there were no tax. Two
characteristics of the sales tax make it preferable to excise taxes, which
are per-unit taxes levied on particular commodities. First, the sales tax
is uniform across all commodities, although there can be exemptions
(services, medical supplies, food) that vary with each state. Except for
exemptions, a uniform tax affects all commodities equally. That means
less inefficiency, because no particular commodity is hit with an ex-
ceptionally high tax and therefore exceptional cutback of sales at the
resulting high price.

Second, the sales tax is assessed as a percentage of the dollar
value of purchases or sales (purchases are from the standpoint of the
consumer and sales from the standpoint of the retailer; the amount
is the same). This means that the tax, and hence inflation-adjusted
tax revenue, is not diminished by inflation. In contrast, a tax per unit
of a commodity (per gallon of gasoline or per pack of cigarettes, for
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example) converts to a smaller percentage tax as inflation proceeds.
For instance, a $1 tax per gallon of gasoline is equivalent to a 50 per-
cent percentage tax when the price of gasoline is $2 per gallon but
only a 25 percent tax when the price is $4. That advantage of the sales
tax is important for tax revenue, since the state budget could go into
deficit if expenditures rise with inflation (as they naturally do) while
revenues do not.

Why do states tax alcohol and tobacco so heavily?
Is it because they are “sin taxes”?

You are no doubt right that alcohol and tobacco are good candi-
dates for an excise tax, at least in part because they are viewed as com-
modities that are “sinful.” An excise tax is a tax per unit sold: per pack
of cigarettes or per unit-volume of alcohol. (Of course, it is illegal to
sell either alcohol or tobacco to minors.)

One reason to tax alcohol and tobacco is that it is politically safe,
even popular, to hit these commodities with high taxes. The ultimate
reason for this is that alcohol and tobacco are unpopular commodi-
ties, at least to those who do not consume them. That is not the only
reason these products are so highly taxed. High taxes raise retail prices
and therefore discourage purchases and consumption. This is espe-
cially true for individuals with low income, presumably young people.
If it is a social goal to reduce alcohol drinking and cigarette smoking,
especially by young people, then high taxes attempt to accomplish
that goal.

Another purpose in taxing alcohol and tobacco is to raise revenue.
These products are good candidates for that purpose, because they
have addictive properties. Nicotine is addictive to virtually everyone,
and alcohol is addictive to some people. If addiction is involved, then
the increase in price from taxation cuts purchases only slightly. So cig-
arette tax revenue, which is the product of the per-unit tax (tax per
pack of cigarettes) and the number of units (packs of cigarettes) sold,
usually increases when the tax goes up. A much higher per-unit tax
multiplying an only slightly lower number of packs sold results in
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higher revenue. A similar argument applies to alcohol, although prob-
ably the cutback in purchases would be more substantial.

For more revenue from an excise tax, the government does not
want purchases to be cut back. In other words, the two purposes of
taxing alcohol and tobacco—to reduce consumption and increase rev-
enue—are contradictory.

It is arguable that low-income individuals take care of their health
less than high-income individuals do, perhaps because they have less
medical care or less access to health-care information. So low-income
individuals would be more inclined to drink alcohol to excess and
smoke cigarettes. It is also arguable that poorer people have fewer
recreational alternatives than richer people, and therefore may be more
likely to buy alcohol or tobacco in lieu of purchasing tickets to plays,
musical performances, and athletic events. Therefore the excise taxes
on alcohol and cigarettes are “regressive,” meaning that they take a
higher percentage of the income of low-income individuals than of
high-income individuals. That kind of tax—as a percent of income,
hitting poor people harder than rich people—is generally considered
to be unfair.

New York City has rent control. Is that a good
policy?

Absolutely not. Rent control is an example of government good in-
tention leading to a bad outcome. It is amazing that rent control still
exists in New York City, even after having been abandoned by many
other municipalities. Rent control is intended to help poor people who
are tenants. But what happens is the opposite.

Look first at the demand side: people who live, or want to live, in
apartments. Apart from a group of tenants lucky enough to have rent-
controlled apartment units in well-managed buildings, almost every-
one suffers. With rent control, the price of some apartment units is
below the free-market price. So a lot more people want apartments,
and there is a scarcity of available apartments. Who gets the apart-
ments? Those who are lucky, or who already are in the apartments, or
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who have “connections” (political or real estate), or who are willing to
break the law (make side payments to the landlords or landladies).
Further, those already in rent-controlled units are reluctant to move,
for that would mean having to pay market rent. But if their family sit-
uation changes, they may want to move—except that it would not be
in their financial best interest to do so. That is frustrating both to those
stuck in rent-controlled units turned undesirable for them and to
those who want to move into these apartments.

Worse is what happens on the supply side: the behavior of the
apartment-building owners. If the allowable rent is so low that it does
not permit the building owner to make a profit, the building will not
be maintained, necessary repairs will be ignored, and—worst-case sce-
nario—the building could be abandoned, with back taxes piling up
and dire effects on the neighborhood.

But one group of tenants does gain from rent control: tenants and
prospective tenants of luxury units. Rent control does not apply to lux-
ury apartments. So virtually all new residential construction in New
York City is either for luxury apartments or condominiums (obviously
not affected by rent control), or for public housing (for which rent
control is irrelevant). With more luxury apartment buildings, the rent
on luxury units is lower than otherwise.

Bottom line: Rent control, which is established to help poor and
middle-class tenants, ends up helping politically connected and
wealthy tenants.

How do subsidies work?

Subsidies are the opposite of taxes. The government gives money
to individuals or firms, instead of collecting money from individuals or
firms. Subsidies can take several forms. A firm could be given a fixed
dollar amount if it behaves in a certain way; for example, switching
from a polluting to a nonpolluting production process. Similarly, an
individual could be given welfare payments (which is a form of sub-
sidy) if he takes a job-retraining program. (Of course, it is possible to
have welfare without a retraining program.)



GOVERNMENT AND THE ECONOMY 87

A subsidy can be a fixed total dollar amount, called a “lump-sum
subsidy,” because the recipient gets a lump-sum payment that cannot
be increased no matter what he does. A bank could be given $2 billion
dollars to use as it sees fit. A poor family could be provided $10,000 an-
nually to spend as it wishes. Or, the subsidy can be a fixed number of
dollars per unit of activity—called a “per-unit subsidy.” Auto companies
could be given a subsidy of $1,000 for each electric or hybrid car that
they produce. A school system could receive $100 from the state for
each student registered on the first day of school. A household could
get $100 monthly from the government for each natural or adopted
minor child. As the examples show, subsidies can go to businesses as
much as to individuals. In fact, “bailouts” to business often take the
form of subsidies.

Subsidies have two different purposes. First, the objective could
be to keep the recipient going, whether the recipient is an individual
or a firm. Without the subsidy (welfare payment), the individual—
or dependents under his care—might be unable to pay the rent or get
enough food. Without the subsidy, the bailed-out firm might go bank-
rupt, thus ceasing to exist as an independent entity.

The second possible objective of a subsidy is to change behavior.
The government wants children to be educated, so it provides an in-
centive for the school system to get the children in the school from day
one. The government wants more energy-efficient cars on the road, so
it gives auto manufacturers a dollar amount for each electric or hy-
brid car produced. Note that the per-unit subsidy means that, for each
unit (in this case, electric or hybrid car) produced, the cost of making
the unit is reduced. Therefore the firm gets a larger profit, revenue
minus cost, for each unit produced. The firm can increase its overall
profit by increasing production—and, normally, that is what it does.
The subsidy works!

Are subsidies good or bad? Obviously, they are good for whoever
receives them. They might have some social value or accomplish some
economic efficiency. But subsidies have to be paid for. So taxpayers in
general pay for subsidies that particular individuals and firms receive.
Suppose the government borrows the funds for the subsidies. It doesn’t
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matter—again taxpayers are hit with interest payments on the loans (or
bonds issued) and must also repay the principal.

An argument can be made that just a little money is taken from a
lot of people and businesses—and then a lot of money is made avail-
able to give to just a few people and a few businesses (meaning a few in
comparison to the number of people and businesses taxed). After all,
the small amount of money taken away would hardly make any differ-
ence in the lives of those taxed, while the large amount of money that
each gets would make a big difference to the recipients of the subsidy.

That is a good argument, but it does carry with it the implication
that the number of recipients of subsidies should be small. If everyone is
given a subsidy, any good effects vanish. If everyone is given a lot of
welfare payments, there would be hardly any work, and therefore a lot
less output, in the economy. If every business firm is given a per-unit
subsidy to increase output, the wages of labor and prices of materials
would go up, and the subsidy would not be effective. There is only so
much labor and raw materials and buildings and land to go around.

What is a bailout? Why are bailouts always for
large companies rather than for small businesses?
And are bailouts a good idea in the first place?

A “bailout” is a rescue of a company from going bankrupt due to fi-
nancial difficulties. The company cannot pay its debts or fulfill its con-
tractual obligations. In legal terms, the firm is, or is about to be,
“insolvent,” meaning unable to make good on its debts. The govern-
ment steps in with aid to keep the company operating.

The most common bailout policies are the government making a
loan to the firm, guaranteeing loans that banks make to the firm, or
even providing the firm with funds that do not have to be paid back.
Sometimes it is felt that the company cannot possibly survive—even
with any such aid. In that case, the government may instead make loans
to another firm, with the stipulation that this firm will take over the fi-
nancially strapped firm. The faltering firm is usually either a bank or
another financial institution, or a manufacturing company.
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Some bailout policies are tailor-made for banks and similar fi-
nancial institutions. A controversial policy is the government buying
“bad loans” or “bad (sour) securities” from banks in difficulty. If the
government pays a market price for the loans or securities—meaning
a price that the loans or securities would sell for in the marketplace—
then it is a mild kind of bailout. But if the government offers a price
above what the loans or securities would command in the market,
then the bailout is serious. Another policy is guaranteeing deposits of
customers of the bank, or of increasing the money limits of existing
guarantees.

There are three reasons why a bailout could be a good idea. One sit-
uation is to keep a company going when it is only temporarily in fi-
nancial straits. For example, if it had time to recover when consumer
demand for its product increased, the company could survive and pay
back any government loan. A second situation is when a company is
“too big to fail.” This is why only big companies get bailouts. When
could the company be “too big to fail”? It could employ a lot of work-
ers or be a crucial supplier to other large companies, or it could be a
bank so connected with other banks via borrowing and lending that
the bank failing could have a devastating effect on the banking system—
or so the government or central bank believes. A third situation is when
there is widespread fear of insolvency throughout the financial system.
In that case the entire financial sector could be the recipient of a
bailout—for example, by the government or central bank buying up
bad securities owned by banks.

There are important arguments against a bailout. If it is expected
that similar bailouts will continue to take place, then in the future firms
may take risks contrary to sound business practice. They would do so,
secure in the knowledge that if their risky decisions turn out badly, the
government would bail them out. The incentive that bailouts give to
unsound risk-taking behavior is called “moral hazard.”

Another argument, just as important, is the fact that a bailout
keeps inefficient, poorly managed firms in operation. This means that
efficient, well-managed firms do not enter the industry or, if already in
the industry, do not expand as much as if the weak firms were allowed
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to fail. The result is that productivity in the industry is lower and prices
to consumers are higher. That undesirable outcome would not hap-
pen if insolvent firms were allowed to fail. If the firms cannot continue
to operate in the market on their own, then in a bailout the govern-
ment is assuming that it knows more than the market (in effect, the
government is saying “the market is wrong in letting the firms fail”).

Finally, any bailout must be financed—and guess who pays? You're
right; it’s the taxpayer. To many people, it does not seem fair that gen-
eral tax revenue is used to bail out specific companies that are proba-
bly in trouble through their own bad business decisions.

How does a corporation actually go bankrupt?

In the United States, bankruptcy law provides two fundamentally
different ways in which corporations can go bankrupt: liquidation and
reorganization. Liquidation happens under Chapter 7 of bankruptcy
law; reorganization takes place under Chapter 11.

Under Chapter 7, the corporation ceases to exist. All of its assets
are sold and the proceeds are distributed strictly according to law. The
most important rule is that creditors (holders of bonds issued by the
firm, banks that made loans to the firm, and suppliers of materials to
the firm) must be paid off fully before the owners of the corporation
receive any return from their equity. Also, each “class” of creditor
(bondholder, supplier, and so on) is reimbursed fully (in order speci-
fied by law) before the next class gets any funds whatsoever. The only
bright side for the owners of the firm—the stockholders—is that they
have no legal liability except for their investment in the equity of the
firm. So, unlike an individual filing for bankruptcy, stockholders retain
their other financial holdings and all their physical possessions. Also,
their present and future income cannot be seized to pay off the cor-
poration’s debts.

Under Chapter 11, the corporation continues to do business, usu-
ally under its current management. Creditors are paid off from the
firm’s future earnings, not from selling the firm’s assets. The rules for
reimbursing the creditors are different from those of Chapter 7. Most
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creditors have their claims satisfied only in part, and even the stock-
holders can get some return on their equity. A problem with Chapter
11 is that, for the reorganization to take place, there must be agree-
ment among classes of creditors, although within each class unanim-
ity is not required. This involves a negotiation process that takes time;
sometimes a long time. During this period, the firm can see its rev-
enue dwindle and its losses mount. Reason: The firm loses both cus-
tomers and employees, and the firms’ suppliers insist on tougher
terms. All these parties fear either that negotiations may fail and the
firm may instead be liquidated (Chapter 7 bankruptcy) or that the firm
may enter Chapter 11 but ultimately fail anyway (again, Chapter 7).

Why a firm goes bankrupt is an interesting question. Sometimes
the firm has lost competitive standing in its industry. The firm’s tech-
nology is obsolete, or its workers are paid more than in other firms.
Sometimes the industry itself has become obsolete—think typewriters
versus word processors, and word processors versus personal comput-
ers—and the firm’s competitiveness within its industry is irrelevant.

Sometimes management has made decisions that are in its own
interest but not in the interest of the owners. For example, managers
may want corporate jets and large staffs, or are interested only in cur-
rent profits and not in long-run profits. The divorce of ownership
(stockholders) from control (management) is one of the characteris-
tics of the corporation that can lead to poor decision making from the
standpoint of the owners. Sometimes managers engage in illegal ac-
tivity, such as taking money from the firm’s coffers—money that right-
fully belongs to the stockholders.

Why is there a food shortage around the world,
when U.S. farmers are paid not to produce crops
and as a nation we regularly throw out food?

One of the great achievements of economic growth has been the
improvement in agricultural productivity. The percent of the popula-
tion engaged in agriculture has fallen tremendously over time, while
agricultural output has also increased substantially. Certainly, that is
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true for industrial countries (the major developed countries, includ-
ing and perhaps especially the United States). It is also increasingly
true for developing countries.

Governments do not leave agricultural markets alone; they refuse
to rely on the free market. But the way governments intervene differs
in developed and developing countries. In the United States and other
industrial countries, agriculture is heavily subsidized. Typically, the
method is to have a price floor (the lowest allowable price) for a given
product, combined with subsidies to farmers to ensure that their rev-
enue is consistent with that price floor even if the market (world) price
is below it. A high price floor (above the market price) has two im-
portant implications. First, urban areas are subsidizing rural areas—
or nonagriculture is subsidizing agriculture. It is true that taxpayers
in general are paying for the subsidy, but only agriculture gets the sub-
sidy. In extreme terms, poor urban people are guaranteeing the in-
come of rich farmers (agribusiness). If that doesn’t seem fair, it’s
because it is not fair by any reasonable definition of fairness. It is also
true that interfering with the free market in agriculture reduces eco-
nomic efficiency. Inefficient farms have an incentive to remain in busi-
ness, to collect the subsidies.

Second, farmers have an incentive to overproduce, meaning to
produce more than they would if there were no price floor (or rather,
if the price floor were not above the free-market price for the product).
There is overproduction: At the high price, consumers buy less of the
product than they would at the lower, free-market price.

So, the government established the price floor, and farmers are
producing more than they can sell. To make good on their pro-
agricultural policy, the government buys up the excess production.
Now the “price floor” becomes more than that; it becomes a “price
support.” What does the government do with all the agricultural
products that are piling up? The food can be given to the domestic
poor or to school-lunch programs. The food can also be given away
as foreign aid to poor, developing countries, but this type of foreign
aid has been criticized as detrimental to agriculture in the recipient
countries. Their farmers cannot compete with the artificially low price
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associated with U.S. foreign aid in the form of actual food. The food
typically is sold to consumers at a price to cover transportation and
transactions cost.

To avoid piling up so many agricultural surplus products, the gov-
ernment sometimes does pay farmers not to produce certain crops;
you are quite right. If that seems to be a stupid policy, it follows from
the prior policy of the guaranteed support for the floor price. It could
be cheaper to pay farmers to produce less than to buy up the surplus.

Agricultural policy in developing countries is typically quite dif-
ferent. Far from being subsidized, agriculture is taxed and/or hit with
low price ceilings. The purpose is to benefit city dwellers, both via gov-
ernment spending of the tax proceeds in urban areas and via cheap
food. However, farmers have incentive to produce less crops, not
more—exactly the opposite incentive in the United States and other
developed countries. (There is a movement to change this policy in
some, but far from all, developing countries.)

So the basic reason for a food shortage in developing countries
is the policy of squeezing agriculture in favor of industry, of taxing
rural areas for the benefit of urban areas—the opposite of what hap-
pens in industrial countries. The developing country’s government
thinks that industrial development is thereby fostered, but that does
not happen to any measurable extent. Instead, industrial workers and
consumers in general suffer because of recurrent food shortages. In
fact, laws keeping food prices down tend to be disobeyed in urban
areas, and food prices actually rise above what they would be in a
free market.

As far as Americans wasting food, that happens because we are a
rich country. Having sufficient income for our basic needs, we are will-
ing to waste food if it saves time or effort. However, our agricultural
sector is extremely efficient and typically does not waste food or the in-
gredients in food production. Any waste of consequence in the United
States is at the consumer level rather than at the producer level. In con-
trast, in developing countries, inefficiencies in transportation and laws
that assign food output to specific regions can result in substantial
waste of food even before the food reaches the urban consumer.
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It would make a lot of good economic sense in terms of efficiency
if developed countries like the United States abandoned their agricul-
tural price supports and developing countries ended their exploita-
tion of their agricultural sector.

What is the economic impact of the worsening
environment? What are the economic implications
of turning it around?

Pollution is what economists call a “negative externality” or “detri-
mental externality.” The pollution is typically generated by a business
firm as part of its productive activity, but the culprit could be indi-
viduals or government. Pollution is an externality, because other enti-
ties (individuals, businesses) are incidentally affected by the pollution.
It is not the intention of the polluting firm; the pollution happens as a
by-product of the firm’s normal economic activity. Pollution is a neg-
ative or detrimental activity, because it has bad consequences for those
incidentally affected.

Economically, the pollution reduces costs, and therefore enhances
profits, of the polluting firm. The firm has use of the clean air, the
clean water, the clean soil—and uses up some of the cleanliness, with-
out charge. If the firm had to pay for cleaning up the environmental
damage or for pollution-abatement equipment that would prevent
the pollution in the first place, the firm’s costs would go up and its
profits down. It is conceivable that the firm could not even survive
economically if it did not have free use of the environment; it could
go bankrupt.

The contamination of the environment hurts other firms (for ex-
ample, agriculture or fishing) and it also harms individuals (by re-
ducing the quality of life and endangering health, via contaminated
air, water, or land). Some environmental damage, such as “greenhouse
gas emissions,” has serious implications for climate change. The long-
term economic effects are uncertain but possibly profound.

The economic implications of turning pollution around would be
less production of commodities associated with pollution, more pro-
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duction of pollution-abatement equipment, and more production of
commodities that do not involve pollution. That would mean a higher
quality of life for inhabitants of the country and indeed the world.

How to turn it around? One policy is direct control of emissions.
For example, automobiles are required to have a catalytic converter
to reduce pollution associated with the internal combustion engine.
Another policy is the encouragement of new, “green” (environmen-
tally friendly) products. For example, an electric car would not di-
rectly pollute the environment, although the electricity for the car
would have to be produced in some way that might involve environ-
mental damage (such as the construction of dams for hydroelectric
power).

Taxing firms for their emissions of pollution or taxing the activ-
ity that involves the emissions is another method. A further technique
is the issuance, sometimes via auction, of tradable emissions permits
(“licenses to pollute”). These are more efficient ways of controlling
pollution. You don’t want zero pollution, because it would take up a
tremendous amount of the country’s workforce and capital to clean
up all the pollution. There wouldn’t be enough workers and capital
left to produce the other things that we want. In fact, it is impossible
to achieve the goal of zero pollution, because, as pollution is reduced
under any policy, it gets harder and harder to cut down on the re-
maining pollution.

Taxing emissions and having tradable emissions permits allow
firms that can most cheaply curb pollution to do so. Other firms can
satisfy the law by paying the tax or buying the permits. As indicated
above, reducing pollution has a cost in terms of resources (physical
capital, labor, human capital [trained and educated labor], and so on).
Economic efficiency requires that, to reduce pollution by a specified
amount or to bring pollution down to a certain level, the cost should
be as little as possible.

So all is good, provided that the government establishes the “cor-
rect” amount of tax or the “correct” amount of emissions allowable by
permit. Economists have developed “cost—benefit analysis” to deter-
mine the correct amount, but in practice it is very hard to determine
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the correct amount of tax or pollution permits. The benefits of pre-
venting or alleviating environmental damage are generally wide-
spread, and it is not clear to what extent the benefits are largely in
the future and to what extent “the future is now.” Assumptions, not
always realistic or defensible, must be made to determine the correct
amount of tax or permit.

The situation is even more complex when international agreement
is involved, as with the Kyoto Protocol, the purpose of which is to re-
duce emissions of greenhouse gases and therefore “save the atmos-
pheric environment.” Each country wants a better environment, but
each country prefers that other countries curb their own greenhouse
gas emissions to achieve it. Reason: Countries want to retain their eco-
nomic production without the cost of pollution abatement. So it is not
surprising that developing countries insist that they be excused from
actively participating in the emissions reduction and that certain de-
veloped countries (including the United States) resist their own par-
ticipation.

Can poverty ever go away?

That depends on how poverty is defined. The United States has an
official poverty line, also called a “poverty threshold.” The poverty line
was originally computed in the years 1963 to 1964 as three times the
cost of food under an “economy food plan.” Each year since then, that
original poverty line has been updated using the consumer price
index to adjust for inflation. For a specific year, the poverty line in-
creases with family size, and decreases if the head of household (called
“householder”) is 65 years and over. Therefore “poverty lines” is the
more accurate term, even for a given year, but the singular “poverty
line” is conventionally used.

Then, in principle, each U.S. family has its income compared with
the poverty line specific to the family’s size and composition; that is,
the number of related children under age 18, and whether the house-
holder is age 65 and over. In practice, a sample of families is taken. If
the family income falls below the poverty line, then each member of
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the family is officially determined to be “in poverty.” Obviously, it is
possible for each and every family to be above the poverty line. The
reason is that the poverty line is an “absolute concept,” constructed
without reference to the distribution of family incomes during the year
in question. So, yes, official U.S. poverty can go away.

There is controversy about the computation of family income
when it is compared with the poverty line. Only money income is in-
cluded, both earned income and welfare payments. Non-cash benefits
(such as food stamps and housing subsidies) are not counted. That
could be of importance to many families who are officially in poverty.

There is another way of calculating the number of people in
poverty, though it has never been adopted in the United States. A fam-
ily could be considered to be in poverty if its income is below a certain
percentage of median income. Median income is the income level at
which 50 percent of families fall on or above and at which 50 percent
of families fall on or below. Let’s say that the government selects the
percentage as 75. So your family income has to be at least at 75 percent
median family income; otherwise your family is considered in poverty.
Now it can be very difficult to eliminate poverty, because it would in-
volve making family incomes substantially more equal.

Yet a third way of computing poverty is subjective. Each house-
holder could be asked his opinion of what level of income is just suf-
ficient to keep his family out of poverty. In other words, the poverty
line would be determined by families themselves. Under this system,
which also has never been used to generate official U.S. poverty num-
bers, it would be almost impossible to eliminate poverty. Why? Be-
cause people would tend to adjust their own “poverty level” to fit
their circumstances. Suppose people wanted to be officially in
poverty, so that they would be eligible for welfare payments. Look-
ing for a job? The self-defined poverty level is likely to be high
enough so that your current income is below that level. Having trou-
ble making mortgage payments? Again, one would state a high
poverty line in order to maintain eligibility for welfare. These exam-
ples reflect self-interest determining behavior, which is a good part
of economics.
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No matter how poverty is defined, reducing poverty is an estab-
lished objective of government. One way to reduce—and in principle
even eliminate—poverty is to subsidize families in poverty sufficient
to get them over the poverty line. Note that the official U.S. measure-
ment of family income that is used to compare with the applicable
poverty line already includes welfare payments and, in general, all cash
subsidies to people. The number of people in poverty remains sub-
stantial; therefore, the existing policy has been too weak to be effec-
tive in removing all families from poverty.

Another suggested policy is to have strict antidiscrimination laws
to protect minorities. Official U.S. poverty figures show that the per-
centage of African American and Latino families in poverty—
meaning below the poverty line—is consistently and substantially
greater than the number of other groups (non-Latino whites and
Asian Americans). To the extent that this result is due to discrimi-
nation against African Americans and Latinos, stronger anti-dis-
crimination laws could be helpful.

Many economists believe that the ultimate cause of poverty—even
for minorities, at least in the twenty-first century—is a lack of “human
capital,” meaning inadequate education, training, and work experi-
ence. The proof of this statement is that well-educated or well-trained
minorities, especially in the professions and in the military, have in-
come levels just about the same as equally educated or equally trained
non-Latino whites. Educational experts tend to agree that, if educa-
tion is the key for the effective fighting of poverty, education must
begin when the child is very young—preferably in preschool.

Other social observers consider the poverty problem to stem ulti-
mately from family structure. They note that single-female house-
holders of all races have high poverty rates. Their solution is to
reestablish the two-parent family universally and to have both parents
involved in the raising, especially the education, of children. Critics of
this view point out that, even though a family may have a single-female
householder, other relatives can substitute for an absent father. These
relatives include grandparents, aunts, uncles, and older siblings.
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Another diagnosis is that poverty is in large part due to labor-
market rigidities, such as the minimum wage and unions. The mini-
mum wage leads to unemployment of the least-productive,
least-experienced workers. That means high-school dropouts. The min-
imum wage also gives scope for businesses to practice discrimination
against racial minorities, because there are less people to be hired and
more people looking for jobs (people like high-school dropouts are
pulled in because of the high minimum wage). Unions can have rules
(or agreements with firms) that make it difficult for new workers to be
hired unless they join the union and are paid the high union wage. So
unions tend to reduce job availability. It follows that eliminating the
minimum wage and a continuing trend of fewer and fewer workers in
private-sector unions could be useful in reducing poverty levels.

Finally, there are economists who see a booming economy as the
best weapon to fight poverty and discrimination. When the economy
is expanding, businesses need to hire more workers—and playing a
discrimination game becomes self-evidently detrimental to profits.
Even inexperienced workers tend to be hired, because it becomes the
logical thing to do when experienced workers become scarce. It fol-
lows that avoiding downturns in the economy, or at least trying to have
economic expansions that last much longer than recessions, is an ef-
fective anti-poverty and anti-discrimination policy. Unfortunately, that
is not always easy to do.

In sum, it is theoretically possible for poverty to be eliminated—
but very, very unlikely. However, poverty can be alleviated and even
reduced by government policy and by a lot of luck in the form of a
steadily growing economy that avoids recessions.

How do other countries pay for their universal
health care—would that work for the United States?

The United States is unique among high-income developed coun-
tries in lacking universal health care. There are government programs,
such as Medicare and Medicaid, that provide insurance (some free,
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some at subsidized rates) to all individuals in a certain group (such as
the elderly or qualified poor). There is some direct government deliv-
ery of medical care (primarily for veterans). There is also legislation re-
quiring hospitals to render emergency care to all. But there is no
universally guaranteed medical care.

Other countries finance their universal care in a variety of ways:
taxation, compulsory public insurance, compulsory private insurance,
optional private “add-on” insurance, and direct public provision of
care. Often a combination of these techniques is used. The experience
of other developed countries suggests that universal health care could
“work” for the United States under a variety of funding methods.

There are some basic issues in shifting from the U.S. nonuniver-
sal health care to a universal system. One problem is a possible trade-
off of quality for quantity. More people will be covered under universal
care, but would the quality of care be adversely affected? Simple logic
states that, with an increased demand for medical care and a fixed sup-
ply of medical care, there is less care available per person. The result is
that the quality of care or the timeliness of care is adversely affected.
In public debate, the question is often put as follows: “Would extend-
ing insurance coverage to the one-third of Americans lacking assured
health care ruin the quality of care for the two-thirds of Americans al-
ready enjoying medical insurance or direct access to medical care?”

There are two obvious solutions to this dilemma. The supply of
medical care—doctors, nurses, clinics, hospitals, and so on—could in-
crease. The per-capita demand for medical care could decrease. The
latter could happen by prohibition of “unnecessary” medical care. The
increase in supply would involve a decrease in supply of other goods
and services in the economy. The decrease in demand could have a
profound affect on the psyche of currently insured Americans.

Take orthopedic services in the United States as an example. Good
insurance means that you can readily receive an MRI within 24 hours.
Short of an emergency, service that fast is virtually impossible in
Canada. In fact, Canada sometimes satisfies its “excess demand” (de-
mand beyond available supply) for medical care by shipping patients
to the United States for treatment! How will that work if and when the
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United States itself adopts universal health care, with consequent en-
hanced demand for health services?

Another issue is how to finance universal health care. Yes, that is
the point of your question; but the amount of health care is likely to
be even greater than it is now. It is unlikely that Americans with cur-
rent health insurance will tolerate a reduction in their care, even if
they are pleased with seeing health care extended to the rest of the
population. So the cost of financing the universal health-care system
is likely to be greater than financing health care with the present non-
universal system. The issue of a possible change in the method of fi-
nancing merges with the issue of an increase in the total amount of
financing.

The only way for universal health care to be established in the
United States is by a political consensus. If the program is financed by
taxation, and especially higher rates of taxation on high-income brack-
ets or on businesses, then economic efficiency and consequently total
output (GDP, gross domestic product) could deteriorate. It is possible
that the extension of health care to all residents of the country would
carry with it a reduced ability to finance the current amount of health
care per person covered. It could still be a rational policy to adopt uni-
versal health care, but it behooves politicians and the government to be
aware of the financial and general economic consequences.

On the plus side, universal health care could reduce emergency
medical situations and generally improve the health of individuals
currently without adequate or any medical insurance. Over time,
that could act to reduce the amount of financing health care. Also,
the quality and hence the productivity of the workforce would be
improved.

What are the arguments for incentives versus
disincentives?

You can get a person (or a business) to change behavior either by
the promise of a reward if he carries out the stipulated change in be-
havior or by the threat of a punishment if he does not carry out the
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stipulated change in behavior. The promise of reward is called an in-
centive, or a positive incentive; the threat of punishment is a disin-
centive, or negative incentive.

Examples abound. To induce firms to reduce pollution, the gov-
ernment could subsidize them if they do so; tax them if they do not.
To get people to stop smoking, the government could tax cigarettes or
subsidize “stop smoking” classes. To cut down on school absenteeism,
students could be hit with detention if absent or be given pizza and
ice cream if in attendance. To prevent auto accidents, there are high
auto-insurance premiums for drivers with a history of causing acci-
dents; low premiums for drivers without such a history. (That exam-
ple involves symmetrical positive and negative incentives.) To increase
domestic production of a commodity, the government could impose
a tariff on imports of the commodity or provide a subsidy to domes-
tic production.

There is a certain commonsense logic that the direct policy,
whether incentive or disincentive, is preferred. If the objective is to re-
duce the amount of something (smoking, pollution, absenteeism, etc.),
then a disincentive makes more sense. If the objective is to increase the
amount of something, then an incentive is called for. Don’t pay peo-
ple to stop smoking; punish them if they continue to smoke. Don’t tax
people if they don’t wear their seat belt; reward them if they do.

But that argument is simplistic. Reducing the amount of some-
thing is often another way of increasing the amount of something
else, and vice versa. To reduce absenteeism is to increase attendance.
To reduce pollution is to increase clean air. So the direct-versus-
indirect argument is not a productive way of deciding on incentive
or disincentive.

In principle, in each case, either an incentive or a disincentive
could accomplish the same objective, providing the incentive and dis-
incentive are each calibrated appropriately. One problem is that the
calibration—the amount of the incentive or disincentive—need not
be the same. It might take either less or more incentive than disincen-
tive to get the same result. Reason: In any given situation, people and
businesses could have a greater or a lesser response to an incentive than



GOVERNMENT AND THE ECONOMY 103

a disincentive. There could be a measurement problem here; the in-
centive and disincentive might not be comparable. Even so, they might
be able to be compared in terms of monetary cost. For example, to re-
duce school absenteeism by 20 students each day, it might cost $100 to
pay a school staff member to supervise detention (punishment for ab-
senteeism) or $8 per student for 500 students for pizza and ice cream
(reward for attendance). In this example, the disincentive—detention
policy—is less costly, and therefore more economically efficient.

Continuing with cost, a government subsidy has the disadvantage
that it increases government expenditure, whereas a tax increases gov-
ernment revenue. There is another issue. In the case of pollution, there
is the danger that subsidizing the reduction of pollution could induce
firms to increase pollution to begin with—in order to get the subsidy
for reducing pollution! Also, more firms could produce the pollution-
causing commodities to get the subsidy. These unintended and per-
verse incentives would both increase pollution (at least prior to
reduction via subsidy) and increase government spending.

What is “supply-side economics”? Does it really
work?

“Supply-side economics” is government policy oriented to chang-
ing the incentives of individuals and businesses concerning how much
to work, how much to save, and how much to invest. For example, if
the tax rate on additional earned income is reduced, then you might
decide to work more.

Consider a teacher who has the opportunity to engage in summer
teaching for additional pay. What is relevant in the decision whether to
do so is the income tax rate (federal, state, and local combined) on the
additional income earned via summer teaching. Even if the teacher’s av-
erage tax rate (the tax rate on all income together) is only 20 percent of
income, the tax on the additional income earned (called the “marginal tax
rate”) is higher, perhaps 30 percent. This means that the teacher gets to
keep only 70 percent of the additional income, and may therefore decide
not to teach over the summer. If the teacher could retain 80 percent or
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90 percent (the marginal tax rate being 20 percent or 10 percent), the
teacher might very well decide to do the extra teaching.

Of course, some people teach because they like it. They would
teach summer school no matter what the tax on their additional in-
come. But there are also some people who do respond to incentives
when it comes to working more or less. Not everyone has to be con-
cerned with incentives and disincentives—just some people—for eco-
nomics to work.

The point is that any taxation of earnings or savings affects deci-
sions to work, save, or invest—and it is always the marginal tax rate
on additional income—not the average tax rate on all income—that is
relevant. Reducing marginal tax rates should be the paramount tool of
fiscal policy, according to supply-side economists. This rule is in con-
trast to the usual precept of fiscal policy: Reduce tax rates in general in
a recession, increase taxes in general in an overheated (inflationary)
economy.

Also, supply-side economists emphasize that the highest marginal
tax rates should be reduced first and foremost, because these are the
rates that affect the most-productive (as measured by highest-income
or highest-earnings) individuals and businesses in the economy. This
rule goes against the customary doctrine of fairness: Rich people and
highly profitable businesses should pay more in taxes, because (a) they
are better off, and (b) they have a greater ability to pay taxes, than poor
people and less-profitable businesses.

Whether supply-side economics actually works is controversial.
Some economists assert that cutting income taxes at the highest tax
brackets (that is, reducing the highest marginal tax rates) has been
found not only to increase the economy’s output of goods and services
but also to improve the government budget by increasing government
revenue. The increase in work (and therefore the increase in income)
is so great that people earn more income and thereby pay more taxes
to the government; government tax revenue increases even though tax
rates are less.

Other economists deny the beneficial supply-side effects on eco-
nomic output and on government revenue. They claim that the alleged
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good results are due to other events in the economy. Some economists
acknowledge that supply-side economics might work but reject it any-
how—on the grounds that it is unfair to reduce high tax rates (which
affect the rich) instead of low tax rates (which affect the poor). As
sometimes happens in economics, there is no straightforward answer.

What is meant by “trickle-down economics”?

“Trickle-down economics” means that reducing taxes on business
and on high-income individuals will indirectly also be of benefit to
lower-income individuals and to everyone in general. People, includ-
ing economists, often associate trickle-down economics with supply-
side economics. But the two theories are different.

Supply-side economics says that economic efficiency and the over-
all economy benefit from reducing high tax rates on business and on
high-income individuals—and that is all. The improvement in the
overall economy may or may not benefit low-income individuals; sup-
ply-side economists do not even care. Their objective is to improve the
economy as a whole.

Those who believe in trickle-down economics assert that the im-
provement in the overall economy will also improve the standard of
living for everyone, including people with low income. The improve-
ment would take the form of more jobs, lower prices of commodities,
and better-quality products.

A quick way to understand the difference is: Supply-side policies
increase the size of the economic pie, but it is not clear who gets the ad-
ditional pie. Trickle-down economics asserts that some of the addi-
tional pie goes to people who were not the recipients of the reduction
in taxes; that is, to low-income people.

Whether trickle-down economics works is controversial. Most
economists, in their capacity as economists, do not care. The impor-
tant objective is to improve the functioning of the economy: to in-
crease the size of the economic pie, or perhaps to reduce the amount
of effort (work) that it takes to keep the present size of the pie where
it is. Either way, the standard of living of everyone could be improved.
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In fact, it may not be improved for everyone. That does not sound fair,
but fairness and economic efficiency are two different things. They
may or may not go together. Trickle-down economics states that they
do; some economists are not so sure of that.

Some observers turn trickle-down economics on its head. They
claim that the opposite is true: there is “trickle-up economics.” What
they mean is that by directly improving the standard of living of the
poor—by such means as job availability, health care, housing, educa-
tion, and welfare in general—economic efficiency improves and eco-
nomic output goes up. Then, indirectly, business profits and the
standard of living even of rich people also increase.

There is some logic to trickle-up economics, but expanding the
welfare system has a cost. If more economic output takes the form of
universal health care, better housing for poor people, and more edu-
cation, then less economic output is available for other things, such as
automobiles, military spending, and video games. Trickle-up sup-
porters would counter that this “opportunity-cost” argument, if true,
applies only to the short run. Over a longer period of time, the im-
proved health, education, and work ethic of the poorer segment of the
population (beneficiaries of enhanced welfare) would improve the
work availability and productivity of these people. As a consequence,
the economic pie would go up substantially.

Note that trickle-down economics involves less taxes and there-
fore less of a role for government in the economy, whereas trickle-up
economics needs higher taxes (to pay for the increased welfare) and
therefore expands the government sector. The counterargument that
trickle-up economics could take the form of reduced taxes for the poor
(just as trickle-down economics reduces taxes on the rich) is not valid,
because many low-income people (possibly already on welfare) pay
little if any taxes even without trickle-up economics.

What is “voodoo economics”?

The term “voodoo economics” was first used by George H. W. Bush
(the first of the Bush family to be president of the United States) in
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1980, when he was campaigning for the Republican nomination for
the presidency. Bush’s opponent was Ronald Reagan, who eventually
won the nomination. Bush invented “voodoo economics” as a deroga-
tory term to ridicule Reagan’s economic proposals. In spite of that un-
pleasantness, Reagan selected Bush as his vice-presidential candidate,
and together they served two terms as president and vice president. In
the next presidential election, Bush secured the Republican nomina-
tion, and he served as president for one term.

One interpretation of voodoo economics is that it connotes any
economic policy that is inappropriate or unwise. A special case is when
the policy is self-contradictory. Bush appeared to have interpreted Rea-
gan’s policy as reducing taxes and increasing government spending si-
multaneously, while not increasing the budget deficit. That was not a
fair description of what Reagan was advocating. He was in favor of
supply-side economics, which became associated with the term
“Reaganomics.” Supply-side economics involves reducing high mar-
ginal tax rates (meaning tax rates at the higher brackets) to encourage
additional work by highly productive labor. Therefore the economy
would produce more output, overall income would go up, and gov-
ernment tax revenue could actually increase. A somewhat different
take on Reaganomics is that it did not directly affect the level of gov-
ernment spending: higher expenditure on the military would be com-
pensated by lower spending on the civilian sector.

Voodoo economics now has only historical interest. The term is no
longer used routinely, if at all.

How do budget deficits work? Where does the
money come from and who do we owe?

Clearly, you mean the federal government budget deficit. There are
various ways to compute the deficit, but basically it is government rev-
enue from taxes and other sources minus government spending on
goods, services, and subsidies. The deficit has to be financed, or else it
could not happen. The government has to borrow the amount of the
deficit. Typically, this is done by issuing bonds. The bonds are created



108 EVERYDAY ECONOMICS

and sold by the U.S. Treasury, and are purchased either initially or ul-
timately (there is a huge secondary market in government securities)
by a variety of parties: financial institutions, other corporations, indi-
viduals, pension funds, individuals, foreign governments, foreign cen-
tral banks, and the Federal Reserve (Fed).

When private domestic entities finance the deficit, we owe the debt
to ourselves, considering the United States as a whole. Now consider
the Fed buying the bonds—an open market operation. This is gener-
ally done in the secondary market. In fact, the Fed need not purchase
the bonds just issued; it can buy other government bonds in the same
amount as the bonds issued—the effect is the same. The Fed is essen-
tially “printing money,” thereby increasing bank reserves, with a po-
tential multiple impact on the money stock. The effect is the same as
if the Fed simply printed currency to finance the government deficit.
So the Fed is really financing the deficit.

That is a combined expansionary fiscal policy and expansionary
monetary policy. The fiscal policy is the government increasing direct
spending on goods and services and/or reducing taxes, thus stimulat-
ing private spending on goods and services. The monetary policy is the
Fed increasing bank reserves. Finally, if foreigners buy government
bonds, this is an inflow of funds coming into the country; but the for-
eigners would have to be paid interest and repaid principal in the future.

Whether budget deficits work to expand the economy (for ex-
ample, to fight a recession) is controversial. Economists offer two rea-
sons why they might not work. First, if taxpayers look to the future,
they realize that they or their descendants will eventually be assessed
increased taxes to pay interest on the debt and to repay the debt.
Therefore they would spend less and save more. That offsets the in-
creased government spending. Second, financing of the deficit in-
volves a higher demand for funds, which pushes up interest rates and
reduces borrowing by individuals (to purchase items such as homes
and durable goods) and businesses (to invest in physical capital).
Again, the increased government spending is offset. In this case, econ-
omists say that the higher government spending “crowds out” private
spending.



GOVERNMENT AND THE ECONOMY 109

The budget deficit would most likely expand the economy if it is
financed by the Federal Reserve. But then there may be no need for
the government deficit at all. Fed open-market purchases might be all
that is needed.

Even apart from fighting a recession, government deficits have an-
other effect. Government deficits increase the size of the government
sector relative to the private sector of the economy. The same is true for
increased government expenditure no matter how it is financed—
including entirely by taxes, in which case there is no deficit. The deficits
or increased government spending mean bigger government. Note that
this effect exists even if private spending is not “crowded out,” but
crowding out just makes it worse.
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Chapter 6

FINANCIAL MARKETS
(BUBBLES AND
BURSTYS)

Adyvice for your personal saving and investment was
given in Chapter 3. The present chapter complements
that advice by looking at the broader picture. How do
financial markets and financial institutions work? The
important message that Everyday Economics has for
you here is that detdails of financial markets change
over time—new types of institutions emerge, new types
of assets are created, new ways of moving money
around are developed—but the basic fact of market
determination of asset prices and interest rates re-
mains. However, that market determination does not
prevent either an organization or an individual from
engaging in poor investment decisions, and it decidedly
does not prevent a financial institution from poor man-

agement.
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What can be done to stop the next stock market
crash?

Often a stock market crash is the bursting of a “bubble.” A bubble
is a situation in which just about everyone in the market is struck by
the fact that stock prices are continually going up, which causes many
people actively to buy stock, which pushes the price up even more,
with the expectation that prices will continue to increase, so that more

people buy stock and on the circle goes round. Note that to par-
ticipate in a bubble can be quite rational. It doesn’t matter that the
bubble leads to stock prices that cannot last. While the bubble goes on,
there are profits to be made in the market. (Actually, the profits are a
“capital gain,”—which means the excess of the price at which you sell
stock over the price at which you bought the stock.) You make profits
by buying stock and reselling at a higher price; others come in the mar-
ket and buy, intending to resell at a still higher price (and you may buy
again, as you see the price continuing to go up, confident of reselling
at a still higher price)—and on the circle goes.

However, experience shows that eventually bubbles burst, and the
market crashes, or goes into a downward spiral. Think of it as a re-
verse bubble. Now just about everyone believes that stock prices will
continue to fall; therefore many market participants try to unload their
stocks before prices fall too much. They actively sell their stock, which
pushes stock prices down, justifying their expectation that prices will
fall, which motivates still more participants actively to sell stocks—
and the downward movement of prices continues.

How can the market crash, the bursting of the bubble, be pre-
vented? You might think that one way is to keep the bubble going
forever. But the stock prices would get higher and higher, until they
are so far above what the “fundamentals” of the market (meaning
the expected earnings of the firms whose stocks are being traded)
dictate that the bubble would have to burst. So keeping the bubble
going is unrealistic.

Another approach to preventing a market crash is to stop the bub-
ble from happening in the first place. That is very difficult to do, be-
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cause many investors in the stock market welcome a chance to make
huge profits (capital gains). They see the market going up day after
day, and want to get aboard the profit train. It is difficult to resist that
temptation, not only if you are an individual investor but also if you
are an institutional investor (such as a mutual fund or pension fund),
because the institutional investor is under great pressure from its own-
ers or clients to take advantage of market situations that virtually guar-
antee capital gains.

What if the stock exchange had a rule that prices had to have an
absolute floor? The stock exchange could assign a lowest allowable
price to each stock, and not allow any market transaction that was
below that price. Could that prevent a crash? Not in any real sense, be-
cause investors would not want to hold stocks under these circum-
stances. Stocks that hit the bottom price would have continued to fall
in price under a free market. Investors would try to unload the stocks,
but no one would buy except at a lower price than the bottom. Frus-
trated investors would have stocks that have a higher nominal value
than true (market) value. The stocks would then be no good, because
they couldn’t be sold! Even if you were amenable to selling at a lower
price, that would be impossible, because the rules of the stock exchange
would be violated.

In addition, corporations would have trouble issuing new stocks—
and therefore raising funds for business expansion—because of sus-
picion that stocks could hit bottom and become essentially frozen. The
stock exchange would lose its role as an intermediary between corpo-
rations that want to raise funds and investors that are prepared to pro-
vide the funds (investing in the corporations). Also, stocks would lose
their ability to be sold for cash readily. No one likes to have her stocks
frozen, nonsaleable and nontransferable to others. So stocks would
permanently lose their attractiveness as an asset in which to invest. That
is different from, and much more serious than, stocks temporarily los-
ing their attractiveness because the market price of stocks is falling.

You might have the idea that the Federal Reserve (the Fed) or
the Treasury could prevent a market crash by buying or selling stocks
to keep the market on a steady path—not a bubble or boom, not a
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bubble burst or crash, by just keeping the market steadily moving
up. But the market does not naturally behave that way. The Fed or the
Treasury would be going against the market (or else why should it
transact in the stock market at all?) and that carries with it several
problems.

First of all, determining the “steady-path price” for each stock
would involve political pressure and lobbying. A company would be fa-
vored with a high price, of course.

Second, even if that pressure and lobbying were ignored, it is
not clear how a steady-path price could be computed “objectively.”
Does the Fed or the Treasury know any more about expected future
profits of the company than the market does? Or how the expected
future profits would enter the “fundamental” price of the stock? Or
even whether that fundamental price should determine the steady-
path price?

Third, the lending capacity of banks, and therefore the money
supply, would be greatly affected by the Fed’s stock market operations.
As a consequence, the entire economy would also be affected—and
quite possibly in ways opposite to what is desired. The Fed transacting
in stocks would mess up its monetary policy. If the Treasury were to do
it, it would have to obtain funds by taxation or by issuing bonds, and
this would mess up its fiscal policy.

Bottom line: As long as market participants want to make a quick
profit rather than be content to “buy and hold” stocks for the long
haul, stock market booms and consequent crashes are inevitable. Any
fix oriented to prevent stock market crashes is either effectively im-
possible or extremely dangerous to the overall economy.

How much is a stock’s value based on real assets
of a given company versus the perception of that
company?

If by “real assets” you mean physical plant (factories, office build-
ings, machinery, equipment), the answer, for many companies, is “not
much.” For example, Google and Microsoft have little physical capi-
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tal, apart from computers and office space, but, as successful compa-
nies, their stock prices are generally high. The important assets of these
companies are their brainpower, what economists call “human capital.”
On the other side, a firm can have a lot of physical capital—for exam-
ple, automobile companies—and yet the stock price could be unusu-
ally low, because the company is not successful in selling its products.

The question is more meaningful—but unfortunately more diffi-
cult to answer—if it is rephrased: How much is the price of a stock based
on the fundamental value of the stock and how much on the perception
of that fundamental value?

Stock prices of individual companies—and composite indexes of
stocks of many companies (such as the Dow Jones Industrial Average
[DJIA] and Standard and Poor’s [S&P] measures)—are extremely
volatile. In just a few years, stock prices can double or triple during a bull
market and lose half their value in a bear market. It is hard to believe that
actual “fundamental value” can be so changeable in brief periods of time.
You might want to conclude that sudden and vigorous changes in per-
ceptions of fundamental value are responsible for the huge volatility. That
is sometimes true. For example, it can explain how the bull market in
technology stocks ignited when Silicon Valley began to roll.

However, a more common reason for stock price movement is
what economists call a “bubble” and the subsequent “burst” of the bub-
ble. (If you see an analogy to bubble gum, you are right.) A bubble is
an upward movement in stock prices propelled by the belief that stock
prices will continue to rise, irrespective of the fundamental value of
the company or companies. In other words, the purchasers of the stock
are motivated solely by speculation: They are confident that they will
be able to sell the stock later at a higher price (a much higher price)
than the price they paid for the stock. The belief could be well-
founded, at least for a while, because virtually all market participants
are thinking that way; so we do not judge that the speculators are en-
gaged in irrational behavior.

Inevitably the stock price becomes so high relative to its funda-
mental value that “the bubble bursts” and stock prices go into a down-
ward spiral. Now expectations of virtually all market participants are
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that the stock price will continue to go down. It is rational, at least
for a while, to sell the stock. Most likely, this will take the form of con-
tracting to sell the stock in the future when the price is expected to be
lower than the contracted price; the stock can then be bought at the
lower price for the contracted sale and a profit would be earned. (Nor-
mally, the stock is borrowed at the outset; so in principle the stock
can be sold irrespective of the future price.) Eventually the stock price
becomes so low, relative to its fundamental value, that the fall in prices
stops and reverses itself.

Bubbles and bursting bubbles can occur for the stock price of one
company, for the stock prices of all companies in a particular industry,
and for virtually all companies in all sectors of the economy. However,
not all movements of stock prices are due to bubbles and their bursts.
There are periods of stability, or rather steady upward movement, in
stock prices.

So how much of a stock price is based on the fundamental value
of the stock, how much on perceptions of the value, and how much on
bubbles and bubbles bursting? No one knows. Some financial advisors
advocate “value investing”: if the actual price of a stock is below its
fundamental value, buy the stock; if the price is above fundamental
value, sell the stock. The problem is that we don’t know how to obtain
the fundamental value of a stock.

That lack of knowledge doesn’t stop financial experts from pre-
senting estimates of fundamental value. One standard approach is to
calculate the “price—earnings (P/E) ratio.” This can be done for one
company, for all companies in an industry, or for all companies in a
composite stock index (such as the Dow or S&P). The P/E ratio is the
ratio of a company’s stock price to its earnings. The ratio is generally
greater than one but can be much greater, even exceeding 100. But,
just like stock prices themselves, the P/E ratio is highly volatile, and
great caution should be used in using the price—earnings ratio to get a
handle on fundamental value.

Why? One reason is that earnings are either past earnings (usually
over the previous four quarters of a year) or estimated future earn-
ings. Past earnings might be irrelevant for the fundamental value, and
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future earnings are unknown and can only be guessed. Also, future
earnings must be “discounted” (reduced in value) to convert future
earnings to present value (a dollar a year or years from now is worth
less than a dollar today)—and it is not clear what interest rate should
be used for the discounting. Another reason is that the price of the
stock is itself subject to the volatility that has just been discussed. You
need to know the price based on fundamental value to construct the
P/E ratio to get at fundamental value!

It may be reasonable to conclude that during periods of market
stability—meaning steady upward movement—the prices of stocks
are close to their fundamental values, whereas during a bubble prices
can greatly rise above fundamental values, and during a bubble burst-
ing prices can greatly fall below fundamental values. The implication
for rational long-term investment is that stocks should be sold (not
bought) during a bubble, and bought (not sold) during a bubble burst-
ing. This “contrarian strategy” is in fact followed by a few (very few) fi-
nancial firms; but the strategy requires great courage and discipline, as
it goes against the instincts of the majority of investors, probably in-
cluding the investors in these financial firms themselves.

What is the difference between stocks and bonds?

First, there are some similarities. Both a stock and bond are a secu-
rity, meaning a document created by one party (the issuer) that pro-
vides some rights to the other party (the holder). Both are typically
traded in the market; both can have their value go up or down in that
market. Both are typically in portfolios of investors. But there the sim-
ilarity ends. There are differences between stocks and bonds, and these
differences can be profound.

A stock, also called a “common stock” or “corporate stock,” is a
certificate of ownership of a firm. Each stock (also called a “share”)
represents the holder’s share in the equity of the firm (the firm’s
value after payment of debts and other obligations). Not all firms
issue stocks; only corporations do. Obviously, governments cannot
issue stock, because their ownership by other parties would violate
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sovereignty. Stocks connote ownership, and therefore have no ma-
turity date. The stock would cease to exist only if the firm went out
of business. If the firm were taken over by another firm or merged
with another firm, the stock might be exchanged for the other firm’s
stock or a newly created firm’s stock.

A bond is a certificate of debt. The holder is lending funds to the
issuer. Governments, government agencies, and corporations can, and
do, issue bonds; but most bonds in existence are central government
(in the United States, federal government) bonds. Bonds decidedly
have a fixed maturity date, at which time the principal (face value) of
the bond is paid off by the issuer and the bond ceases to exist. A 30-year
or even a 20-year bond would be considered long-term. There are also
short-term bonds, as short as one year.

A bond carries with it a promise to pay interest periodically (for
example, semiannually) until the bond matures. The amount of in-
terest (called “coupon interest”) is stipulated in the bond and is calcu-
lated as the “coupon rate” (meaning the coupon rate of interest) times
the face value of the bond. The owner of the bond receives just that
amount of interest—no more and no less.

In contrast, stocks have no guaranteed return. While there can be
dividends, these are at the discretion of the corporation. However, as
the shareholders (owners of stocks) legally own the corporation, there
is typically a board of directors elected by stockholders that is sup-
posed to represent their interests. An important function of the board
is the hiring of managers to operate the corporation. While there are
stockholders’ meetings, these are cursory and formalistic affairs. In
practice, individual stockholders have little power to influence the be-
havior of a firm, even though legally they have all the power. The only ex-
ception is when an individual stockholder has a large share of
ownership (10 percent would certainly be considered large). If the firm
goes bankrupt, the bondholders are paid off before the stockholders re-
cover any of their equity.

Why hold stocks? Diversification is satisfied when the investor
holds both stocks and bonds. Stocks have the advantage of a high po-
tential return, generally through a capital gain—if you are able to sell
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the stock at a higher price than at which you bought it, or if you can
obtain higher valued stock or more stock when there is a merger. Most
corporations pay little or no dividends. If a stock does pay regular and
substantial dividends, that is also a source of return. But remember
that the corporation has no obligation whatsoever to continue to make
dividend payments.

Why hold bonds? Bonds are a useful counterweight to stocks, be-
cause their interest payments are contractually guaranteed. Also, if
the bond is held to maturity, then payment of its principal is also
guaranteed. Remember, though, that a corporate bond has a higher
risk of default than a government bond. Governments (at least cen-
tral governments) do not go bankrupt! Both bonds and stocks have a
“market risk”: If the investor sells them, the price may involve a cap-
ital loss or a smaller capital gain than anticipated. But the market risk
of bonds is smaller than that of stocks. As the maturity date ap-
proaches, the value of the bond typically gets closer to the principal.
To compensate, there is the upside of a large capital gain from stocks.
Generally, stocks fluctuate in price—both up and down—much more
than bonds.

Only the basic types of bonds and stocks have been discussed.
There are many variations of each security. Examples follow. “Preferred
stock” generally has a dividend guarantee and other benefits as well as
deficiencies compared to common stock. Bonds can be zero-coupon
(interest implicit in a purchase price lower than face value). Bonds can
also be callable, with the issuer having the right to redeem the bonds
prior to maturity. That could be disadvantageous to the investor if in-
terest rates have fallen—of course, that is usually the reason that the
bonds are called in.

What is “the market”?

“The market” has several meanings. Many people, including econ-
omists, use the term to mean “the stock market.” Sometimes “the mar-
ket” is used in an even narrower sense, to refer to the Dow Jones
Industrial Average (DJIA), which is the most famous composite index
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of stock prices. We say “the market went up by 250 points,” or the mar-
ket fell by 3 percent”—implicitly replacing “DJIA” with “the market.”

Another meaning is “the market system,” denoting the fact that
individual consumers (households) and individual producers (firms)
make their own economic decisions, guided by prices of commodities
that they buy or sell, with these prices determined by the buying and
selling decisions of all consumers and producers together. “The mar-
ket” in that sense is distinct from a “command economy,” in which
government sets the price of commodities, orders producers what
commodities to produce and how much of each commodity, and in-
terferes in the free choice of consumers.

A third meaning of “the market” is any particular market in the
economy. For example, people speak of “the market” for automobiles
or “the market” for government bonds.

A fourth meaning of “the market” is the market price, whatever it
is. If someone complains that the price of an item she wants to buy is
too high, or that her salary is too low, you might remark, “That’s the

1”

market!” Economists use the expression in the same way.

What's the difference between the different
markets—for example, NASDAQ, Dow Jones, and
the New York Stock Exchange—and where do the
commodity markets fit in?

Markets are places where transactions occur. Another way to look at
markets is that they are buyers and sellers in their role as actual or po-
tential transactors. A stock market trades stock (of course, of many dif-
ferent companies); a commodity market trades physical commodities
(homogeneous products, such as wheat, oil, and gold—homogeneous
possibly by specification of a particular grade of quality). Many trans-
actions involve futures contracts, at a price stipulated now but to be
carried out at a future date. Also, many such transactions are not con-
summated by delivery of the stock or commodity, but rather by a set-
tlement in cash via comparison of the new (actual future) price with the
contract (predicted future) price.
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A market need not be a physical place; the advent of electronic
trading involves “virtual” markets, or at least electronic trading in the
traditional markets. The market “pit,” an area on a particular floor
within a stock exchange or commodity exchange building, where po-
tential buyers and sellers (or their representatives) offer to trade and
carry out trades, has been largely replaced by the “virtual pit"—
electronic trading. There are many markets for stocks (stock ex-
changes) and commodities (commodity exchanges). Examples of im-
portant markets are NASDAQ (National Association of Securities
Dealers Automated Quotations), the New York Stock Exchange, and
the New York Mercantile Exchange.

Markets should not be confused with indexes of market prices.
There are commodity price indexes, which represent prices of a group
of commodities (for example, agricultural prices) on a commodities
exchange. Stock market indexes represent prices of a group of stocks,
and purport to represent the entire market. “Market” has a broad con-
notation: The stocks need not be all on the same exchange, and the
term can refer to all stocks together on all exchanges (at least within the
country).

The most famous indexes are the DJIA (Dow Jones Industrial Av-
erage, also known as the Dow 30, because the stocks of 30 companies
compose the index), the S&P 500 (Standard & Poor’s 500), and the
NASDAQ composite. Many stocks in the DJIA are not “industrial,” or
at least are no longer such. The DJIA and S&P 500 involve only a sub-
set of stocks on the New York Stock Exchange. The DJIA is more fa-
mous, but the S&P 500 is a broader index. The NASDAQ composite is
a rare kind of index, as its components are all the stocks listed on the
NASDAQ exchange. The NASDAQ is considered an indicator of the
movement of the stock prices of technologically oriented companies.

What can create confusion is that there are “index funds,” whereby
a stock market index is the “asset” traded. Perhaps one should call an
index fund a “facsimile asset.” Just like ordinary stocks, much trading
is on a futures basis (“index futures”). Of course, index fund transac-
tions are always settled in cash; it would be absurd to settle with the
large number of securities that comprise the index. The prices of index
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funds that replicate well-known stock price indexes, such as the S&P
500, are interesting and popular, because of the identification of the
overall market movement with the index.

What is “mark to market”?

“Mark to market,” also called “marking to market,” assigns the cur-
rent market price to the value of an asset. If the market price is not
known, then an estimate or approximation is used. Mark to market is
an accounting rule that is of importance mainly to banks and other
financial institutions. The word “mark” in this connotation means a
stamp (“mark”) of a valuation or price on an asset. “Mark to market”
is not the only way of valuing assets on the firm’s balance sheet. There
are two other ways: “book value” and “mark to model.”

Book value, the price at which the asset was acquired, is an alter-
nate valuation scheme. From an economics standpoint, book value is
misleading. After all, if you want to sell something that you previously
bought, you will get the current market price for it. You can’t count
on getting the original price. If you paid $100 for something and its
market price went down to $60, this means that you can sell it for only
$60. It defies both economics and common sense to pretend that it is
worth the original $100. Marking to market gives it a price of $60, book
valuation assigns a price of $100. Clearly, book value is misleading as
a valuation of the asset. Book value does enter into computation of
capital gain or loss, which is important for computation of earned in-
come and taxation. In the example above, there is a capital loss of $40.

Another alternative to marking to market is using complicated
models to compute the “true” value of an asset or contract, on the
grounds that the market value is inappropriate or that there is no mar-
ket for the item. That technique is sometimes called “mark to model,”
a takeoff on mark to market. Institutions that invest in complex items,
such as mortgage-backed securities and credit default swaps, run the
risk of sharp declines in market price, or even no market—that is, no
one wanting to buy the items. The bank might complain that the cur-
rent market price does not take account of the “ultimate” value of the
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item, which would be much higher. However, economics tells us that
prices of financial assets have incorporated in them all information
about the future value. The current market price of an asset does in-
corporate its future value. For example, if it is expected that the asset
will go up in price next year, that expectation would be reflected in the
current market price and its price would go up right away.

It is unfortunate for a firm that made a bad decision, but the mar-
ket gives the objective price, and that price could be very low or even
zero (no market for the item). Banks that made these unwise invest-
ments are prone to say that the market value is inappropriate and
therefore that mark to market should not be applied. That justifies a
fictitious valuation—a mark to model—that makes the bank’s balance
sheet seem stronger than it really is.

Conclusion: Mark to market gives the realistic valuation of as-
sets, which is important for rational decision making and economic
efficiency.

Who manages the infrastructure of electronic
banking and information sharing that, for example,
allows me to withdraw money from my bank account
almost anywhere in the world? Is it decentralized
like the Internet? And how vulnerable is it—would it
be theoretically possible for some malign entity to
delete electronic records of holdings, in the digital
equivalent to setting fire to a big pile of cash?

From the time money was invented, new kinds of money and in-
novations in ways of transferring money have given rise to concerns.
At first, money was only coin. There were no currency bills, no banks,
and therefore no deposits and no checks. In colonial times, the prin-
cipal coin was the Spanish dollar (the forerunner of the U.S. dollar)
and its fractional parts. The Spanish dollar was not a bill; it was a sil-
ver coin.

For small change, the Spanish dollar was literally cut into as many
as eight parts, called “bits” by the colonists. When I was much younger,
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my friends and I used the expression “two bits” to denote a quarter. I
did not know it then, but now I know—and so do you—that “two bits”
were two-eighths, or one-quarter, of the Spanish dollar. It is amazing
that the slang persisted over several centuries.

In cutting the Spanish dollar into “bits,” and even without break-
ing up the coin, unscrupulous colonists would engage in the practices
of “clipping” and “sweating,” which were techniques of obtaining some
of the valuable silver metal from the coin. Then they would put the
coin back into circulation at face value, by buying something with it.
If a coin became too light, it might be accepted only at less than face
value. So you were taking a risk in getting a coin, not knowing if it was
lighter than full weight. The same problem applied to the other coins
in circulation. Note that the danger was not the counterfeiting of coins,
which was difficult and expensive to do, but rather the unnatural light-
ness of the coins.

Then paper money was invented, also in colonial times, beginning
in the colony of Massachusetts. With paper money (currency bills),
counterfeiting became profitable and was prevalent. People were sus-
picious of bills because they could never be sure whether they were
counterfeit and therefore could be rejected as payment to another
party. Of course, modern techniques of making bills “counterfeit
proof” did not exist at that time; but, even today, counterfeit bills do
circulate on occasion.

When banks came into the picture, deposits and checks, which
were used to transfer deposits, were introduced. Checks are not money;
rather, they are used to transfer money from one person’s account to
another’s. People worried that their checks could be stolen, their sig-
nature forged, or the original amount on the check changed to one
much higher. Another concern was that the bank could make a mistake
in their deposit account, to their disadvantage—it could be uninten-
tional, even a simple clerical error.

With electronic banking, there are new fears. Thus far at least, elec-
tronic banking does not involve the creation of new money. Rather, it
is a means of moving money at lightning speed, even around the



FINANCIAL MARKETS 125

world, as you properly stated. Yes, electronic banking is essentially de-
centralized, and largely operates via the Internet. No one manages the
Internet overall. If there were such a manager, then we would not be
suffering from the deluge of spam! The greatest danger is that you
yourself make a mistake by entering the wrong amount on the key-
board. (That is also true for ATMs, automatic teller machines, which
do not operate via the Internet.) But that kind of error is much less
likely to happen when checks are used, because the process of writing
a check takes time.

Now consider your fear that a malevolent entity could enter your
bank via the Internet and transfer money from your deposit account
to her own account elsewhere, even halfway around the world. Finan-
cial institutions make use of computer technology to guard against
that occurrence. In fact, banks take tremendous care to make sure that
fears such as yours do not become reality. Why? Because then the banks
would suffer tremendous bad publicity, and would lose their cus-
tomers. Yes, what you worry about is theoretically possible; but, as a re-
alistic event, it is extremely unlikely.

It makes me nervous to see banks advertising so
much. It means they’re not paying enough interest
on the money—my money—that they’‘re holding.
Why doesn’t the government pass laws to make the
banks pay higher returns?

Banks advertise for the same reason that other businesses adver-
tise: to get more customers. In general, if advertising were not permit-
ted, many new products and new services would not make it in the
marketplace. Advertising attracts more customers (borrowers and de-
positors) to your bank. With a large customer base, the bank can real-
ize “economies of scale” (spreading its costs among more customers)
and therefore provide its services more cheaply. True, some advertis-
ing is negative and misleading; but that is unlikely to be true for bank-
ing, which is a competitive industry. If your bank misled people, it
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would rapidly lose credibility, lose existing customers, and not get new
customers. If banks could increase their profits by advertising less and
paying higher interest rates instead, they would do so—and some
might already be doing so! Chances are, however, that the typical
bank’s advertising budget is not large enough to make a measurable
difference to the interest rates that it offers on deposits.

Your idea that the government should pass laws to force banks to
pay higher interest rates would be opposed by almost all economists.
Banks would not be able to do that unless they received higher inter-
est rates on their loans and securities portfolios. Interest rates are de-
termined in highly competitive markets. To compel banks to go
against market interest rates would force some to go out of business
and others to have reduced profits, resulting in less expansion and re-
duced services or higher fees for services. And equity considerations
would extend the government control of interest rates to other fi-
nancial institutions as well. The outcome would be substantial eco-
nomic inefficiency.

Why are commercial banks classified differently
from investment banks?

The reason is historical. Commercial banks accept deposits, make
loans, and buy securities. Investment banks underwrite securities
(meaning they purchase and resell new issues of stocks and bonds)
and provide general financial advice (including advice on mergers
with, or acquisitions of, other companies) and financial services to cor-
porations and governments. Investment banks also create mortgage-
backed securities (MBSs, called “securitizing mortgages”). Commercial
banks have the opportunity of borrowing funds from the central bank
(the Federal Reserve), whereas, up until 2008, investment banks were
not permitted to do so.

Until 1999, U.S. law prevented commercial banks and investment
banks from having the same ownership. That is no longer true, and a
single organization can now have separate commercial-banking and
investment-banking components.
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How does it benefit banks to foreclose on homes
that they can’t sell?

Any property can be sold if the price is low enough. So the bank
can always recoup some of its investment. It may be that the bank ex-
pected that the home would be auctioned at a price at least equal to
the remaining principal in the mortgage, but the housing market wors-
ened in the interim. Sometimes it can take a long time until the fore-
closure process is completed, which increases the risk to the bank that
foreclosed.

Another possibility is that the bank wants to set an example. If it
lets one borrower get away with violating terms of the mortgage, other
borrowers may expect the same treatment. Banks (in this case, acting
as mortgage lenders, called mortgagees) want borrowers (in this case,
called mortgagors, those who took out the mortgages) to focus first
on payment of interest and repayment of principal. They want bor-
rowers to cut back on all spending and all other repayment of debt
and pay off the mortgage according to contract. Alleviation of mort-
gage conditions gets borrowers off the hook in first paying off their
mortgage obligations.

It is also true that banks could benefit from giving a borrower tem-
porary relief, especially if there is strong evidence that the borrower
will improve her financial situation in the near future and be able to
meet the mortgage conditions in full, even compensating the bank for
the relief. Also, there are costs to foreclosure (both money costs and
inconvenience), which banks could avoid by seeking alternatives that
allow borrowers to remain in their homes and improve their financial
situation.

From the standpoint both of rational decision making and of eco-
nomic efficiency, the bank should make its own decision on whether
to play “hardball” (foreclosure) or “softball” (breaks to homeowners
close to, or in, foreclosure). If the government uses persuasion or leg-
islation to induce the bank to play softball, the bank could be doing
what it otherwise would choose not to do; the result could be ineffi-
cient. If the breaks to homeowners are financed by the government,
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the banks might agree and even be pleased—but now taxpayers are
paying for homeowners’ debts. There is not only economic inefficiency
but also unfairness. Why should taxpayers pay for the consequences
of decisions made by lenders and borrowers?

What are hedge funds, and why are they so
mysterious? Can | be hurt if a hedge fund goes
under, even if | don’t participate in hedge-fund
investing?

Hedge funds are a type of investment fund; that is, they acquire
money from investors (individuals and institutions) and seek to profit
from investment. They are atypical funds (in particular, unlike mu-
tual funds) in several ways. First, hedge funds are not required to reg-
ister with the Securities and Exchange Commission (SEC), the
government agency that regulates the securities industry, and also are
not required to make periodic reports to that body. That lack of re-
quired disclosure makes hedge funds secretive or, at least, less trans-
parent than mutual funds.

Second, and a primary reason for the nonrequirements, hedge
funds have small numbers of investors and/or are restricted to wealthy
investors, within the limitations specified by U.S. law. The presump-
tion is that only wealthy and well-informed people invest in hedge
funds, and that such people do not need the protection of the SEC.
Again, small numbers and wealthy investors add to the mystery of
hedge funds.

Third, hedge funds can undertake a wide range of investment ac-
tivity, both in outlets and in methods. They can (1) engage in heavy
leveraging (investing a large multiple of borrowed funds), so that even
a low return per dollar invested results in a high total return; and (2)
invest in ultra-risky assets, in the hope of a high return per dollar.

Fourth, the reason for those practices is that management fees
are much higher in hedge funds than in mutual funds. Typically, there
is not only an “asset management fee” of 1 or 2 percent of assets (it-
self on the high range of similar fees for mutual funds) but also a “per-
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formance fee” around 20 percent, although the performance fee can
be lower or even higher. Clearly, management has a huge potential
reward via risk taking. Management gains tremendously if the risky
investment pays off, but does not lose anything (beyond less assets
upon which the asset management fee is assessed) if the risky invest-
ment fails.

Fifth, hedge funds generally have restrictions on redemptions of
shares (cashing in all or part of your investment in the fund). Re-
demption can be limited to only a few times a year, and your invest-
ment in the fund could be made unavailable (“frozen”) for a long
period of time (even a year or more).

In sum, hedge funds are a most unwise investment outlet for al-
most all people and institutions. An exception could be wealthy indi-
viduals who welcome the chance of a large profit even with the
associated disadvantage of a large risk of losing their investment. An-
other exception could be institutions that view a “high-reward, high-
risk” investment as part of an overall diversification investment
strategy in which most other investment is “low-reward, low-risk.”

I don’t see how you could be hurt directly if a hedge fund fails,
providing, of course, that you—and people you care about, and insti-
tutions in which you have an interest, such as your pension fund—are
not among the investors in the fund. Indirectly, you may be hurt if the
investors in the fund are your clients or customers of the firm where
you work. It is also possible that the failure of the hedge fund is part
of a series of failures of financial institutions (what economists call a
“systemic” failure), but that situation would be no different from the
failure of a bank or indeed a mutual fund.

What is a mortgage-backed security?

Think of a mortgage-backed security (MBS) as a bond mutual
fund. Just like a bond, an MBS is a debt obligation that entitles the
holder to earnings (the principal and interest on the underlying mort-
gages) in proportion to its shares in the MBS. Both government agen-
cies (Ginnie Mae) and government-sponsored institutions (Fannie
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Mae and Freddie Mac) and private financial institutions (such as in-
vestment banks) create MBSs by purchasing mortgages from origina-
tors (lenders, called “mortgagees”) and assembling the mortgages into
a pool. Thus the term “securitization” (of the mortgages). Gone are
the days when a mortgage was a simple affair: you and your lending in-
stitution (savings and loan association or commercial bank).

Things are even more complicated because there are several types
of MBSs, depending on the property (residential or commercial)
mortgaged, the type of earnings (principal and interest together, prin-
cipal alone, interest alone), and priority of payment (equal for all hold-
ers of the MBS, separated according to maturity or other quality). The
different kinds of MBSs each have their own special name. The names
that I like best include the adjective “stripped,” as the interest or prin-
cipal are “stripped off” and securitized separately.

When things become more complicated, they can become more
dangerous. When MBSs were originated, it was thought that they had
the advantage of diversification, so that if one mortgagor (borrower)
failed to pay on time, or even defaulted, the inclusion of only bits of
hundreds or thousands of mortgages into one security would provide
protection for the investors in MBSs. The development of a secondary
market, so that investors in MBSs could sell them to others—thus
spreading any risk among more institutions—was also considered ben-
eficial. So was the creation of insurance contracts (credit default swaps,
CDSs) in which (in this case) an investor could purchase the right to
be paid if an MBS goes into default. To make matters even more un-
real, the seller and purchaser of the CDS could have nothing to do with
the MBS or even the underlying mortgages; they could be third (even
fourth and fifth) parties.

So we have a situation in which a mass of securities and contracts
are superimposed on a much lower value of mortgages and underly-
ing property (real estate). Diversification is of little use if a substantial
number of mortgagees default. And if, as a consequence, the MBSs is-
suers cannot make payment, insurance contracts must be paid off. If
the sellers of the CDSs are leveraged (have ready funds to pay oft only
a small proportion of the insured MBSs), then a “financial meltdown”



FINANCIAL MARKETS 131

is a possibility. This can happen even though intentions were good:
Spread the risk.

One can argue that the problem begins at the bottom end: the
original mortgages, when homeowners took on obligations that they
could not honor over time. One could just as well claim the problem
is at the top end: the leveraging associated with CDSs. The govern-
ment is not blameless in this situation. Note that government and
quasi-government agencies named in the first paragraph are heavily
involved in the creation of MBSs (though not CDSs). More trans-
parency and oversight (and possibly regulation) would obviously be
useful for transactions in MBSs and CDSs. Those in the market for
these instruments would make better decisions for themselves and for
the entire financial sector if all transactions were reported to a central
body and in the public domain, with overall statistics (of transaction
prices, and of security and contract characteristics) computed and re-
leased quickly and regularly. Greater involvement of the Securities and
Exchange Commission (SEC) and other government agencies could
be the mechanism to do this.

What are interest rates? How and why do they
change?

An interest rate is the price for the use of funds. The rate is ex-
pressed as a percentage of the amount transacted and per time period
(usually per year—even if the interest is paid at another frequency; for
example, monthly). The borrower receives the funds so that she can
make purchases in the present; the lender provides the funds so that
she will have more funds (principal plus interest accumulation) in the
future.

So interest rates play an important role in the economy. They
provide compensation so that individuals, businesses, and govern-
ments can trade present and future purchasing power. Lenders are
savers; they give up present purchasing power for the future. Bor-
rowers are spenders; they obtain more present purchasing power
than their current income permits. Without interest, there would be
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very little lending and borrowing, and therefore only small amounts
of saving and investment. The economy would grow more slowly, if
at all.

Even though economists simplify by speaking of “the interest rate,”
in fact there are many different interest rates in the economy and many
different instruments (called “debt instruments”) that carry with them
an interest rate. When you put money in a bank account that pays in-
terest, you are lending to the bank (the bank is borrowing from you).
When you buy a government bond, you are lending funds to the gov-
ernment (the government is borrowing funds from you). And, obvi-
ously, when you borrow money from a bank, the bank is lending to
you. Banks also lend to and borrow from each other, as well as borrow
from the central bank; businesses and governments borrow from
banks; and so on.

Interest rates differ according to (1) the credit-worthiness of the
borrower (the higher the probability of default, the borrower not pay-
ing back, the higher is the interest rate to compensate); (2) the term to
maturity (the longer the funds are borrowed, usually the higher the in-
terest rate); and (3) the type of debt instrument (the more negotiable—
easily transferable—the debt, the lower the interest rate). Interest rates
are highly dependent on expectations. If it is generally expected that
there will be higher inflation in the future, then interest rates will go
up; lenders will insist on compensation for being repaid in dollars that
will be worth less in purchasing power than the dollars that they lend.
They will get that compensation, because otherwise they will not lend.

Most interest rates move together. Like most other prices, interest
rates are determined in a market. The forces that change interest rates
in general are demand and supply. Therefore interest rates change ac-
cording to market forces. If there are more funds available for lending
(for example, because foreigners are investing in our country), then
interest rates fall. If the economy is booming, then households and
businesses want to borrow more to finance expenditures, and interest
rates go up.

To repeat, interest rates are determined in markets. If any lender
insists on a higher interest rate than the market (after taking account
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of special factors, such as credit-worthiness of the borrower), the
lender will not be able to make loans. If a borrower insists on a lower
interest rate than market, the borrower will not be able to get a loan.

What is a “financial panic”?

The word “panic” means an excessive state of alarm or fear that
leads to irrational behavior. A financial panic is generally a banking
panic, and it differs from panic in general in that it is widespread, not
confined to one individual or entity.

The panic can be either liquidity-type or solvency-type. A liquid-
ity-type panic is a run on banks. Depositors rush to take their money
out of banks, for fear the bank will fail or at the least close its doors
temporarily, preventing cash withdrawals for a period of time. This
panic feeds on itself. A solvency-based panic involves loans going bad.
Banks fear that their loans will not be repaid, call in their loans, and re-
fuse to lend. The danger to the banks is that their assets will fall and
bankruptcy will loom. Again the panic feeds on itself.

How realistic is each form of panic today? With government-
guaranteed deposit insurance, runs on banks would appear to be a
thing of the past. But that is an exaggeration. Some banks do not have
deposit insurance. In that situation, fears of depositors that their de-
posits may be uncashable could be rational, and runs could happen.
Even a bank with deposit insurance might suffer a run, because de-
positors could be worried that time could elapse before they are paid,
or that the process of receiving the cash could be inconvenient.

The fear that a bank lacks sufficient cash in its vault to pay off all
depositors at once is based on reality. Even if the vault cash is supple-
mented by the bank’s deposits at the Fed, the cash would be insuffi-
cient. No bank could be profitable if it held 100 percent of its deposit
liabilities in the form of reserves. It is the making of loans and pur-
chase of securities that give rise to bank profits. Bank income-earning
assets (loans and securities) are largely long-term, while bank liabili-
ties (deposits) are largely short-term. That is why even the best-
managed banks cannot quickly assemble cash to pay off all or a large
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part of their deposits. So, without deposit insurance, a liquidity-type
panic would bring down even solvent banks (banks that are in no dan-
ger of bankruptcy).

A solvency-type panic is of two types. First, banks fear that their
business and consumer borrowers will be unable to repay their loans.
That can have a devastating effect on the bank’s balance sheet and
cause the institution to become insolvent. Even as some loans are re-
paid, the banks may refuse to make new loans. Second, banks (or fi-
nancial institutions in general) fear that the loans they make to one
another will not be repaid, or the contracts they transact with one an-
other will not be honored. Then the lending that financial institutions
make to one another dries up. It is entirely possible that both solvency-
type panics occur simultaneously.

Solvency-type panics are not as easy for the government to prevent
as liquidity-type panics. One policy would be for the government to
guarantee loans that banks make to the public and/or to guarantee
loans that the banks make to one another. That policy would create a
“moral hazard” problem, meaning that it would destroy the incentive
of banks to make sound lending decisions and to avoid risk uncom-
pensated by a higher expected return. Why not lend to high-risk bor-
rowers and take out high-risk contracts, for a higher expected return,
if any losses on these contracts will be covered by the government?

Why was deregulation of the financial industry so
firmly sought by the U.S. government? Could this
deregulation be the cause of any recession that
followed?

The government pushed Congress for legislation to deregulate the
financial industry because of the increased competition and enhanced
efficiency that would ensue. Deregulation permitted banks to charge
any interest rates that they wanted on deposits, treated credit unions
and savings and loans associations essentially the same as banks, and
permitted banks to offer commercial banking services, investment
banking services, and insurance services. As a consequence, mergers



FINANCIAL MARKETS 135

of commercial banks and financial banks could readily occur. Re-
moval of restrictions on the free market typically enhances economic
efficiency.

It is hard to believe that financial deregulation in itself could be the
cause of a recession. With financial efficiency enhanced, the flow of
funds from savers (lenders) to spenders and investors (borrowers) oc-
curs at lower cost and with less friction. However, one could argue that
deregulation fosters unwarranted lending to borrowers who were not
creditworthy. This could set up an economic expansion that would be
replaced by a recession when the boom collapsed. That argument says
that the free market, brought about by deregulation, doesn’t work
properly in the financial sector.

The free market does not seem to be working properly when com-
plex assets, such as mortgage-backed securities, are purchased by buy-
ers who are unaware of the risks involved or believe that they can
adequately insure the risks, and when contracts on borrowers default-
ing turn into bets on whether or not borrowers will default. The fi-
nancial sectors’ function of intermediation between borrowers and
lenders turns into a game of musical chairs: Who is left holding the
bad assets and bad contracts? The problem is that the chairs are semi-
attached, and a few chairs falling can bring down the lot of them.

However, the cause of a subsequent recession is not deregulation
in itself, but rather poor management and horrible decision making.
A free market does not guarantee profits. It offers enhanced scope for
either profits or losses, depending on the decisions taken.
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Chapter 7

CYCLES
AND GROWTH
(BOOMS AND BUSTYS)

Now we come to the big national picture. In this chap-
ter, Everyday Economics explains the workings of the
overall economy, what economists love to call the
“macroeconomy.” Okay, you can’t influence the macro-
economy, at least not by yourself alone. But a lot of
people and a lot of businesses acting together affect
the macroeconomy. Something else is clear: the macro-
economy certainly affects you in important ways:
whether or not you have an ongoing job; the general
standard of living of the country; the amount of infla-
tion (which is the increase in the prices that you pay

for commodities in general); and so on.
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What is per-capita GDP, and why is it important?

GDBP, short for “gross domestic product,” denotes the total produc-
tion of goods and services within a country during a given time period,
generally a quarter year or a full year. How can we add up amounts of
different commodities produced? (You can’t “add” 25 million personal
computers and 700 million bushels of apples.) The technique is to
multiply (“weight”) the quantity of each commodity by the price of
the commodity. (So, if personal computers have an average price of
$1,000 and apples are $10 a bushel, the addition of $25 billion plus $7
billion, equaling $32 billion, is legitimate.) In that way, the country’s
total production is obtained on a consistent basis.

For a true measure of output over time, we need to correct GDP
for inflation. If GDP is not so corrected, it is called “nominal GDP”
(or “money GDP”). If GDP is so corrected, it is termed “real GDP” (or
“deflated GDP”). Real GDP is obtained by dividing nominal GDP by
a price index, called the “GDP deflator.” The GDP deflator encom-
passes changes in the prices of all components of output—consumer
goods and services; goods purchased by business (investment goods);
and government production of, and spending on, goods and services.
The GDP deflator is a measure of how prices in general, or on average,
have changed. If money GDP increases by 8 percent over a previous
year but prices are higher by 3 percent, then real GDP goes up by only
about 5 percent.

Real GDP is important, because it measures how the overall econ-
omy is doing. Many economists consider it a recession if there are two
successive quarters of reduction in real GDP (for example, real GDP
falling from $14.3 to $13.8 to $13.1 trillion, at annual rates, over three
quarters). This reduction in real GDP would mean that more people
are becoming unemployed. In the other direction, if real GDP goes up
at a rapid rate, then unemployment is falling substantially.

Per-capita nominal GDP is of little interest; but per-capita real
GDP has an important meaning. To obtain per-capita real GDP, sim-
ply divide real GDP by population. So per-capita real GDP is each per-
son’s average share of real GDP. Per-capita real GDP measures how fast
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the country’s output is growing in proportion to its population. It is
the best indicator of the country’s economic growth. If per-capita real
GDP goes up, then there are more goods and services potentially avail-
able to each consumer—only potentially, because the increased output
can take the form of business investment or government goods and
services or exports net of imports. While the standard of living of the
population may not actually increase, certainly the potential has gone
up. And, in the long run, standard of living will move up with per-
capita real GDP.

What are economic cycles? Why do they happen?
Is there a way to stop them?

The usual term for “economic cycle” is “business cycle” or simply
“the cycle.” But the term “economic cycle” or “economic fluctuation”
is more descriptive, because the business cycle is defined in terms of
the behavior of real GDP (gross domestic product—the economy’s
total output of goods and services—corrected for inflation, so it is
GDP in “real” terms, as if total output were a physical amount of one
commodity). Still, the term “business cycle” is so prevalent that we
use it here.

GDP has a certain trend growth. That might be 3 percent a year.
This means that, on average, GDP (“trend GDP”) goes up by 3 percent
a year. Why? Because the economy’s resources—the workforce, human
capital (training and education embodied in the workforce), and phys-
ical capital (factories, office buildings, machinery, and equipment)—
on average go up year after year, and the level of technology (ways to
make existing products and the creation of new products) also im-
proves over time. The expansion of resources and the improvement in
technology would generate real GDP increasing on average by the 3
percent mentioned.

But actual GDP is not necessarily the same as trend GDP. GDP can
increase more than 3 percent or less than 3 percent. In fact, GDP can even
decrease. The fluctuation of actual GDP around trend GDP is the
business cycle. Commonly, one thinks of a cycle as having a certain
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regularity or recurrence. But that is not true in reality—at least it is not
true for the business cycle. Some cycles are short, some are long. Some en-
tail large deviations from trend GDP, some involve short deviations.

When actual GDP is above trend GDP, the economy is in the ex-
pansionary phase of the cycle. When actual GDP is below trend GDP,
the economy is in the contractionary phase. Really high actual GDP
compared to trend GDP is sometimes called an “overheated” economy.
Really low actual GDP compared to trend GDP is called a “recession.”
And critically low actual GDP would mark a “depression.” (Remember
that both actual GDP and trend GDP refer to real GDP.)

You might ask how the business cycle affects you. Real GDP (I am
emphasizing the “real” here) carries employment with it. Think of the
situation as economists do. Instead of employment, consider its re-
verse: unemployment. If GDP falls, unemployment rises; if GDP rises,
unemployment falls. So the business cycle, defined as the behavior of
GDP, carries with it an unemployment cycle. People find it hard to get
a first job or a new job in a recession, but easier to find jobs in an ex-
pansion. In an overheated economy, there is substantial inflation,
which hurts people living on a fixed income or on income that does
not increase as much as prices do.

Why do business cycles happen? Economists have a lot of ideas on
the subject, but there is no consensus. To ask why business cycles hap-
pen is also to ask: Why can’t actual GDP be trend GDP all the time? In
other words, why can’t actual GDP be identical to trend GDP year after
year, with the consequence of no business cycle?

It doesn’t happen for at least three reasons. First, the economy en-
counters “shocks,” which immediately make it impossible for actual
GDP to be identical to trend GDP. A shock is an unexpected, sudden,
temporary event that shakes up the economy. A good example is an
oil price increase or an oil price decrease. Another example is a sudden
or unexpected increase or decrease in stock market prices. Finally, there
could be a natural or other disaster, such as a serious hurricane or an-
other 9/11 terrorist attack.

The immediate consequence of the shock is an upward or down-
ward movement in actual GDP. The question becomes why isn’t there
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an immediate, or a quick, return to trend GDP. The answer (and the
second reason why actual GDP doesn’t stay even with trend GDP) is
that people and businesses just don’t behave that way. They adjust
slowly even to a sudden change in circumstance. Businesses see their
costs go up when the price of energy unexpectedly jumps. They don’t
increase their prices to compensate, at least not right away. And if they
do increase prices, sales go down. Either way, the businesses reduce
their production, and layoff or fire workers.

Another example: Individuals feel richer when their stock prices
suddenly go up. But they don’t increase spending immediately in the
amount in which their stocks went up, and then bring their spending
back down again quickly (commensurate with the fall of the stock
price). Instead, they spread out their spending increase over time. This
“smoothing behavior” is human nature, and therefore, business na-
ture and consumer nature.

The third reason for actual GDP staying away from trend GDP is
that the people and businesses in the economy naturally have “waves
of optimism and pessimism.” People spend more money and busi-
nesses hire more workers and expand operations when they are opti-
mistic about the future of the economy, and do the opposite when they
are pessimistic. Note that the optimism or pessimism can be a conse-
quence as well as a cause of the business cycle. In other words, that at-
titude can jump-start the cycle and/or make it stronger.

Can business cycles be stopped? Governments and central banks
try. They have not yet succeeded, and probably never will. There are
several reasons. First, it is usually not obvious, and in fact quite con-
troversial, whether or not the economy is in a recession and whether
or not it s in an expansion. It is even harder to predict whether the
economy is about to be in one of these phases. Second, there must be
political or administrative agreement among government (or cen-
tral bank) decision makers about what action to take, and how
much action.

Third, the action taken has effects on the economy that cannot be
predicted either in timing or in strength. To fight a recession, policy-
makers can use monetary policy (lowering interest rates, increasing
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the reserves and lending ability of banks) or fiscal policy (lowering
taxes or increasing government spending). These policies can actually
worsen the economic cycle. Just at the time when the policy is most
effective, the economy could be changing, or have already changed,
from recession to expansion—and then the economy would overheat.
The opposite can happen as well, with government action to fight an
overheated economy exacerbating a recession.

To summarize, we sort of understand the nature of the business
cycle—but we can’t predict it and don’t yet know how to stop the cycle
or even how to moderate it. That doesn’t stop government from try-
ing to do so—sometimes worsening the cycle in the process.

Can the government turn around a downward
economic cycle? How?

The government can certainly #ry to turn around a recession (short
for “downward economic cycle”); but whether it will succeed is prob-
lematic. The government policies used to do so are expansionary fis-
cal policy (a deliberate budget deficit) and expansionary monetary
policy (the Federal Reserve [Fed] buying government bonds in the
open market, thus increasing bank reserves). There are reasons why
each policy may not work. The increased government spending may
“crowd out” private spending, because government borrowing to fi-
nance the budget deficit drives up interest rates and discourages busi-
ness borrowing to finance investment and consumer borrowing to
finance spending. The Fed action directly increases only bank reserves,
and the banks may decide not to lend.

Also, even if the policies are effective, they may be effective at the
wrong time. Both monetary and fiscal policy take time to work. It
could be that, by the time the monetary and fiscal policies have their
impact, the economy has naturally turned around and is in the ex-
pansionary phase of an economic cycle. Now, instead of fighting a re-
cession, the policies make the economy overheat, and inflation results.

But it is very possible that the policies are ineffective, at least as
far as increasing private spending on goods and services, which the
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economy and individual businesses need in a recession. Both individ-
uals and businesses can be pessimistic about the future of the econ-
omy when there is a recession. Indeed, that pessimism could have
caused the recession. When individuals are afraid of losing jobs, they
spend less. When businesses worry that their sales will be off, they stop
hiring new workers. When financial institutions fear that their loans
will not be paid back, they stop making new loans. The financial in-
stitutions may even be afraid of lending to each other.

One of the most difficult things to do is to end a general pes-
simistic outlook about the economy. If the government just says that
there is no reason to be pessimistic, that tactic may backfire and pes-
simism becomes panic: People think that only a dire situation would
cause the government to make a statement like that!

Eventually the economy will correct itself. A recession means
more unemployment and therefore less upward pressure on wages
(less wage increases, and even wage decreases), which reduces costs
for businesses. Both lower costs and the recession itself reduce prices
or inflation, and enhance the purchasing power of money and other
assets, which increases spending. As sales increase, the economy turns
around and the recession ends. This corrective process will work, but
might take a long time.

The government can help by reducing rigidities in the economy,
which tend to keep costs up. One example is the minimum wage,
which prevents wages from falling below a government-specified
hourly rate. Another example is restrictive work rules (adopted in ne-
gotiations with unions) that prevent firms from adopting the cheap-
est way of increasing production.

What is “stagflation”? How does it relate to
recession and inflation?

“Stagflation” involves both recession and inflation. Stagflation is a
combination of stagnation (meaning a prolonged recession) and sub-
stantial inflation. At one time it was believed that substantial inflation
could not exist in a recession. The idea was that, as the economy moved
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further into a recession, businesses would fire more workers and have
more plants idle. Also, they would accumulate more and more inven-
tories that were unplanned, as sales fell short of expectations. There-
fore, upward pressure on wages and prices would weaken substantially,
and inflation would fall to a low level.

Then economists came to realize that the behavior of labor dur-
ing a recession needed to be incorporated. Workers, particularly when
represented by unions, are very reluctant to accept decreases in wages
at any time, including during a recession. Even when prices are rising
very little, workers will try to achieve substantial wage increases,
though perhaps not as much as they would under substantial infla-
tion. The result is “wage-push inflation.” Over time, with wages in-
creasing as much as price increases during high inflation and wages
increasing more than price increases during low inflation, the infla-
tion rate at a given unemployment rate (or at a given stage in a reces-
sion) goes up. Wage push is stronger in forcing inflation up than are
idle plants in forcing inflation down.

Still later, and continuing to the present, economists have
changed their minds again. Economists observed that, at least in the
private sector, the percentage of workers in unions has fallen dra-
matically. They also see that, largely as a result, businesses offering
low, if any, wage increases during a recession get away with it; work-
ers accept the terms, because they are afraid of losing their jobs. So
economists have largely lost interest in stagflation as an interesting
phenomenon to be studied. Indeed, it is thought that price deflation
(the opposite of price inflation—prices falling by a certain percent
every year) could actually happen during a recession. That would be
the very opposite of the inflation component of stagflation.

What is the difference between a recession and a
depression?

A standard economics joke goes as follows: “A recession is when
other people are unemployed. A depression is when you are unem-
ployed.” There is some truth in the statement. A depression is simply
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a serious and prolonged recession. More people are unemployed, and
for longer periods, in a depression.

But there is some unfortunate nastiness in the joke, because the
suggestion is that economists believe that people are always and to-
tally selfish—with each person caring only about himself or herself
and not at all about other people. That is not what economists believe.
Just because you are concerned with what is best for you (which ad-
mittedly is an assumption that economists often make) does not mean
that you don’t care about other folks or about the country or about
the world.

Could the world ever again suffer a depression
such as happened in the 1930s?

It is extremely unlikely that the world would ever again suffer a de-
pression as happened in the 1930s. The “Great Depression” of the
1930s took place because of events that could not possibly recur. A
tremendous number of banks failed, largely because of “runs on
banks,” as people rushed to get their deposits out in cash. There was no
government-insured deposit insurance as there is today. There was the
gold standard, which limited the ability of banks to increase the money
supply; there is no gold standard today. It was unclear then how mon-
etary policy and fiscal policy would work to prevent or alleviate the
depression; today we have much greater knowledge of how these poli-
cies work. The problem was a lack of spending (not enough demand
for goods and services), and the government did not help much.

Nevertheless, it remains true today, as it was in the 1930s, that deep
and widespread pessimism about the future of the economy could
bring about or aggravate a recession. Whether it could turn the reces-
sion into a serious and prolonged recession, which we call a depression,
is still unlikely. The problem is that banks cannot be forced to lend
money, even if the central bank provides them with the means (more
bank reserves) to do so. If the banks are not confident of being repaid,
they won’t make loans. That could certainly bring about a recession,
even a serious recession. Through open-market purchase of bonds, the
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central bank could keep on increasing bank reserves and the liquidity
of banks, and pushing down interest rates; but nothing else happens if
the banks do not lend.

In that situation, expansionary fiscal policy could take over: re-
duction of taxes and increase in government spending. Even though
people might initially be too pessimistic to spend their increased after-
tax income, eventually they will do so if taxes are cut enough. The in-
creased government spending on commodities will also induce
businesses to increase production. Eventually, banks will see the profit
in making loans. Pessimism on the part of all concerned will change to
optimism, and the economy will move out of the recession.

To fully answer your question, there is the possibility that a de-
pression of the caliber of the 1930s could again recur; but, unlike the
1930s, the cause would be on the supply side. If a large portion of pro-
ductive capacity (physical capital, such as factories, machinery, and
equipment, and infrastructure, such as roads, bridges, and airports)
were wiped out by war, civil strife, or natural disaster (such as a
tremendous meteor hitting the country), then a depression would re-
sult. The solution to that kind of depression would be physical in ad-
dition to financial (monetary or fiscal policy). The infrastructure
would have to be rebuilt and the physical capital re-accumulated. That
seems like a near-impossible task, but Germany and Japan did it after
World War II.

How does consumer confidence factor into
economic outcome?

To judge by the number of indexes of consumer confidence that
are regularly published, many observers believe in the importance of
consumer confidence to the economy. Consumers are asked for their
views on their own future employment and financial situations, on
their planned purchases, and for their impressions of the future of the
overall economy. An interesting question without a known answer is
the extent to which economic decisions of business and government
are influenced by the published consumer-confidence measures.
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Unquestionably, consumer confidence is important to the econ-
omy. If individuals are scared about their employment or fearful of
the stability of their finances, they are likely not to spend as much.
That translates into less consumer spending on goods and services,
which means less revenue and lower profits for business, as well as re-
duced business investment in physical plant and inventories. Substan-
tial unemployment naturally results.

Similarly, if people believe that the stock market will fall, that in it-
self could bring about a fall in stock prices—because the very lack of
confidence is reflected in panic sales of stocks. When there is a finan-
cial crisis, the pessimistic outlook on the economy could be shared by
businesses, and a severe financial panic both results from and adds to
the pessimism. There could just as well be consumer (and business)
optimism, with beneficial results for both financial markets and the
real economy.

Some economists believe that waves of optimism and pessimism
are characteristic of the stock market, making the market go up and
down cyclically, with similar implications for the economy. Ironically,
general pessimism might occur simply because of the general belief
that there is general pessimism. The same applies to general optimism.
The views of one of the greatest economists of all time, though writ-
ten long ago, hold true today:

Day-to-day fluctuations in the profits of existing investments, which
are obviously of an ephemeral and non-significant character, tend to
have an altogether excessive, and even an absurd, influence on the
market. . . . In one of the greatest investment markets in the world,
namely, New York, the influence of speculation . . . is enormous.
Even outside the field of finance, Americans are apt to be unduly in-
terested in discovering what average opinion believes average opin-
ion to be; and this national weakness finds its nemesis in the stock
market. . ..

Even apart from the instability due to speculation, there is the
instability due to the characteristic of human nature that a large pro-
portion of our positive activities depend[s] on spontaneous opti-
mism rather than on a mathematical expression, whether moral or
hedonistic or economic . . .
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This means, unfortunately, not only that slumps and depres-
sions are exaggerated in degree, but that economic prosperity is ex-
cessively dependent on a political and social atmosphere which is
congenial to the average business man.”

Under normal economic conditions, why does
inflation inevitably occur?

Inflation is the percentage increase in the general price level—for
example, 5 percent per year, meaning that prices in general go up by 5
percent every year or possibly 5 percent in this year compared to last
year. Inflation may not be uniform. Some prices may go up by less than
5 percent, or even fall, while other prices go up by more than 5 percent.

The most commonsense explanation that economists have for in-
flation is in the famous expression “inflation is too much money chas-
ing too few goods,” meaning goods and services (“commodities”).
Money gives households, firms, and governments immediate pur-
chasing power. The greater the increase in the money supply, or in its
rate of growth, the greater that purchasing power. Of course, the
greater, too, is inflation, except that there is another item in the state-
ment: the amount of commodities that is produced. With more things
to buy, money gains purchasing power. The greater the amount of
goods and services produced, or the greater the rate of growth of that
amount, the less the inflation.

The money-supply increase is usually expressed as a “rate of
growth,” because production of goods and services naturally has a
trend increase (say, 3 percent per year), due to improvements in tech-
nology, expansion of the workforce, and increase in physical capital
(factories, office buildings, machinery, and equipment). So an increase
in money would affect inflation only if it exceeded that trend increase
(3 percent per year).

" John Maynard Keynes, The General Theory of Employment, Interest and Money.
London: Macmillan, 1936, pp. 153—154, 158-159, 161, 162. Reproduced with per-
mission of Palgrave Macmillan.
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Some economists, called “monetarists,” believe that inflation can
result only from too much increase in the money supply or its rate of
growth. That makes a lot of sense when the government or central
bank prints money like mad and “hyperinflation”—inflation that gets
larger and larger—results. But, under normal economic conditions,
the increased money supply would also act to increase production of
commodities. The end result could be either increased or decreased
inflation.

Who is hurt by inflation? Does anyone gain?

Lenders are hurt by inflation, because they are paid back in dol-
lars worth less in terms of commodities. Workers also are hurt, be-
cause they accepted wages on the assumption that there would no
inflation or less inflation than actually occurred. Borrowers gain, be-
cause they pay their debt in dollars worth less than what they bor-
rowed. Businesses gain, because their prices go up more than the
wages they pay. The only way for there to be no gainers or losers is for
the inflation to be generally and correctly anticipated, so that inter-
est rates go by the amount of inflation and wages go up as much as
prices.

People on fixed income such as pensions are unambiguously hurt
by inflation, because their pensions are the same dollar amount but
that amount buys less commodities.

What is deflation?

Deflation is the exact opposite of inflation. A 2-percent deflation
means a fall in the general price level by 2 percent per year or 2 percent
in this year compared to last year. The fall need not be uniform; some
prices may go down by more than 2 percent, some by less. The cause
of a deflation is not enough money for too many goods. To reduce out-
put might end the deflation but at the expense of more unemploy-
ment. A better solution is for the central bank to increase the money
supply or its rate of growth.
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Who is hurt by deflation, and who gains?

Lenders and workers gain from deflation that takes everyone by
surprise. The lenders get paid back in dollars worth more in terms of
commodities, and the workers enjoy a greater purchasing power of
their wages. Borrowers lose, because they pay their loans back in dol-
lars worth more than when they borrowed. Firms lose, because they get
lower prices than they expected for the commodities that they pro-
duce. Fixed-income pensioners gain, because their fixed dollar income
buys more commodities. If the deflation is anticipated, it will be re-
flected in lower interest rates and lower wages. Then no one gains or
loses, except those on fixed incomes.

Since the 1930s, there has been a lot of inflation in countries such
as the United States but, with rare exception, no deflation. It is likely
that modern central banks would increase the money supply substan-
tially in order to avoid deflation.

Does lowering interest rates prove to stimulate
growth? Why?

Lower interest rates reduce borrowing costs for businesses that want
to invest in buildings, property, machinery, equipment, and invento-
ries. This is called “physical investment”—or simply “investment.”
Physical investment is distinguished from “financial investment,” also
called just “investment.” The vocabulary of economists is sometimes
strange and ambiguous, but in this case, the context usually makes
clear whether physical or financial investment is under consideration.

The physical investment increases the country’s “physical capital,”
meaning its total stock (quantity and quality) of factories, office build-
ings, machinery, equipment, and inventories. Also, with more capital
to work with, workers become more productive. For both reasons, the
production capacity of the country increases, and the economy grows
faster.

There are problems with achieving growth in this way. First, it
may be that most of the borrowing is by consumers to purchase
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homes and durable goods rather than by businesses to increase phys-
ical capital. Second, businesses may be pessimistic about future sales
and therefore not borrow funds and consequently not expand phys-
ical capital. Third, banks may also be pessimistic, worried that their
loans may not be paid back, and therefore refuse to lend. Fourth—the
opposite danger—the economy might be in an expansion phase, and
the lower interest rate would cause inflation rather than add to phys-
ical capital.

There are better ways to stimulate economic growth. In large part,
growth depends on the quality of the workforce. Education and train-
ing should be fostered by government policies. Providing good health
care for the population and promoting a healthful lifestyle are also in-
gredients. Improvements in technology—new commodities, im-
provements in the quality of existing commodities, and better and
cheaper ways of producing commodities—are very important to as-
sure economic growth. A free-enterprise system, whereby inventors
and innovators (called “entrepreneurs”) keep the profits on their ac-
complishments, provides incentives for entrepreneurs to develop and
use improvements in technology.

The infrastructure should not be forgotten. One of the crucial
functions of governments is to maintain and improve the economic
infrastructure. That means both physical things (roads, bridges, air-
ports, harbors, sewer systems) and human things (education and pub-
lic health, as stated above). Without a sound economic infrastructure,
growth policies will not work.

Finally, it should be emphasized that growth can have a negative
feature. There is a price to be paid when an economy switches re-
sources from producing for the present (consumer goods and serv-
ices) to producing for the future (infrastructure and physical capital).
Unless there is substantial unemployment, both consumer commodi-
ties and physical capital cannot be increased at the same time. In the
short run at least, there is a sacrifice of consumption so that there can
be more investment. The most serious examples of this are the old So-
viet Union and former Communist China. By direct control, the gov-
ernments of these countries starved consumption (in fact, sometimes
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literally starving people to death) in order to shift resources from pro-
ducing consumer goods and services to producing physical capital.

This is not to say that growth is harmful. Rather, there is some-
thing to be said for the market determining the pace of economic
growth. The government’s role is to maintain and improve the physi-
cal and human infrastructure. If people want to provide for their fu-
ture retirement, they will save more now. This means more funds are
supplied to financial markets, which lowers interest rates. The lower in-
terest rates stimulate business investment. As a consequence, the econ-
omy grows faster, and in the future produces the additional consumer
goods and services that retirees want. That is the logic in having the in-
terest rates for growth determined by the market rather than by the
government, which might set interest rates too high or too low.

This argument leaves room for the central bank to determine in-
terest rates from the standpoint of fighting recessions and inflation,
reducing rates in recession and increasing them in inflation. But that
would take place only for relatively short periods of time.

Can the United States continue to grow? And at
what point is growth unsustainable?

Let’s begin by defining growth. Growth is the trend increase in per-
capita real GDP (gross domestic product adjusted for inflation). This
is the economy’s inflation-corrected total output per person. Note that
the GDP must be corrected for inflation; otherwise the growth is not
physical, just nominal GDP or money GDP. For example, if money
GDP goes up by 5 percent, but inflation is 3 percent, then real GDP in-
creases by about 2 percent.

The real GDP concept used for growth is per capita, but for cycles
it is real GDP itself. The economy’s business cycle, which involves re-
cessions and expansions, is measured according to the movement of
real GDP around trend real GDP. The economy’s growth is measured
via the trend of per capita real GDP (GDP per inhabitant). Note that
GDP for growth (per-capita [real] GDP) is not GDP per worker; rather
it is GDP per inhabitant, whether or not the inhabitant is working.



CYCLES AND GROWTH 153

Now your question can be answered. Yes to the first part; the
United States can, and most probably will, continue to grow. There
will still be the business cycle, but the trend in per-capita [real] GDP
most likely will be upward, as it has been for many years.

Uncertain is the answer to the second part. In principle, many
things can make growth unsustainable. The sources of growth (dis-
cussed below) can dry up; damage to the environment can be so great
that it cannot be overcome; the demographic structure can involve an
ever higher proportion of retired or other nonworking people; or there
could be a natural catastrophe (a massive meteor landing on or near
the Continental United States) or a human-made catastrophe (a nu-
clear war or widespread terrorism or civil strife). Most people believe
that these unfavorable events will not happen to the United States dur-
ing the foreseeable future, but we really don’t know.

So let’s return to examine the sources of U.S. growth, and consider
government policies that would foster these sources and therefore help
in sustaining U.S. growth. The workforce (labor) is crucial. Natural
birth and immigration together assure an increasing population and
therefore an increasing workforce. The danger here is that the demo-
graphic structure could shift in the direction of an aging, nonworking
population. Sometimes changes in the culture act to increase the work-
force. For example, the dramatic increase in married female workers
tremendously expanded the labor force. Another source of increased
labor supply would be more people opting for later retirement.

Physical capital—factories, office buildings, machinery, and
equipment—that is directly used by firms in producing commodities
grows via business investment in these items. Business investment is
financed by domestic private savings and net capital inflow (foreign-
ers investing in this country in greater amounts than we invest
abroad). Increasing domestic private savings is paramount, because
there is no guarantee that net capital flow will be inward to the United
States indefinitely.

There is also human capital, meaning education, training, and
good health embodied in labor. Expanding and improving education
at all levels and universal medical care are public policies that would
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assure growth in human capital. For economic growth, one of the most
important tasks of government is maintenance of the infrastructure,
both physical (transportation and communication facilities—roads,
bridges, canals, airports, cellular and broadcast frequencies, the Inter-
net, and so on) and human (education and public health).

Technological improvement results in creation of new commodi-
ties, better quality of existing commodities, and cheaper ways of pro-
ducing commodities. A good environment for invention (creation of
something new) and innovation (installing that new thing in the pro-
duction process) is critical. This means a legal system that protects in-
tellectual property sufficient to encourage invention and innovation
(via patent laws, for example) but not overly sufficient so that it takes
too long for innovations to spread beyond patent holders.

Natural resources are an ingredient in economic growth. They are
fixed in quantity but fortunately can be imported. In fact, international
trade is a good growth policy, as it assures an efficient mix of the coun-
try’s output (GDP): The country is exporting what it can produce
more cheaply and more efficiently than other countries and import-
ing what it could produce more expensively and less efficiently.

Efficiency in the production process increases productivity of all
growth ingredients. Also, workers “learn by doing”—experience in-
creases labor productivity.

In sum, there is reason for optimism. The United States continues
to posses the ingredients for sustained economic growth. Sound
growth-oriented government policy helps keep the growth process

going.
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CENTRAL BANKS
AND MONELY
(THE FED)

Money, money, money. You can’t buy happiness and
true love with money, and you can’t have a two-way
conversation with money. But money can buy a lot of
material things. Ever since money was invented—and
that is many centuries ago—people have been fasci-
nated with money. Questions about it abound, from
what money really is to how the money supply is con-
trolled. Everyday Economics does not evade these is-

sues; it addresses them head-on in this chapter.
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What is money?

We can say that, at least in the U.S. economy, money is “the dollar.”
But what does that mean?

Traditionally, economists see money as having three functions:
unit of account, medium of exchange, and store of value. A unit of ac-
count is the unit in which prices are expressed, records of transactions
are made, and valuations of assets and liabilities are kept. Without a
common unit of account, records would be inconsistent and non-
comparable. A medium of exchange is a facilitator of transactions.
Without money as an intermediary, people and businesses would have
to resort to barter, with all its inconveniences and inefficiencies. A store
of valueis an asset that permits transferring of purchasing power from
one period to another—from present to future, in its simplest form.

While money is both the only unit of account and by far the
most important medium of exchange, there are many other stores
of value (for example, stocks, bonds, and real estate) and, in fact,
money is not a particularly important store of value (mainly because
money has a low expected return compared to other assets). Fortu-
nately, in the modern economy, we do not have the complication of
different moneys for the different functions of money. We are no
longer in colonial times, when the unit of account was pounds,
shillings, and pence (like the old English system), while the principal
medium of exchange was the Spanish dollar (actually a coin, and
forerunner of the U.S. dollar).

There are two general properties of money that are not unique to
money. First, money is a stock rather than a flow. In other words,
money exists at a point in time. Official statistics as well as economic
writings refer to the “money stock” or “stock of money”; though often
the term “money supply” is used. While changes in the money stock
are flows, the level of the money stock is (as the term itself indicates)
a stock. Second, money is an asset (meaning something owned) to the
holder of money. It is also a corresponding liability (meaning some-
thing owed: a debt or obligation) to the issuer of money. The implica-
tion is that the money stock cannot be measured by including all
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holders and all issuers. That’s because, if you cancel assets and liabili-
ties, the result would be a zero money stock.

There are two official definitions of the U.S. money stock,
termed M1 and M2. M1 is founded on a strict definition of money
as a medium of exchange. In particular, M1 consists of public hold-
ings of (1) currency, meaning coins and bills; (2) traveler’s checks;
and (3) checkable deposits at financial institutions such as banks,
savings and loan associations, and credit unions. The “public” means
individuals and nonfinancial institutions such as businesses and
nonprofit organizations. For lack of separate data, the “public” in-
cludes foreigners in the case of currency. Issuers of M1 are the Treas-
ury (for coin), the Federal Reserve (for currency), and financial
institutions (for traveler’s checks and checkable deposits). These en-
tities are not considered part of the public, so their holdings of
money are excluded from M1.

M2 adds some other stores of value to M1: savings deposits, time
deposits (such as “certificates of deposit,” or CDs) less than $100,000,
money-market deposit accounts, and balances in retail money-market
mutual funds. Obviously, many stores of value (such as stocks, bonds,
and real estate) remain excluded from M2.

Checks and debit cards are not money. Rather, they are instru-
ments that transfer money from one holder to another. Also, credit
card balances are not money. They are loans that the credit card com-
panies make to us. Of course, money is used to pay the credit card debt.

People often ask: “What gives money its value?” Economists ask
themselves the same question. The answer often given by economists
is: “general acceptability.” But what gives money the property of “gen-
eral acceptability”? At one time, paper currency and banks did not
exist. Gold and silver, which are tangible commodities, constituted
money. Cigarettes were money for Allied prisoners in German pris-
oner-of-war camps in World War II. It is easy to see that these “com-
modity monies” had at least part of their value based on their
non-monetary usefulness.

Money today is currency and deposits, which economists call “fiat
money, meaning something made money by decree of an authority.
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Currency and deposits are money because the government in effect
declares them to be money. So “general acceptability” is enhanced by
the government. However, the “general acceptability” of money is in
large part a circular phenomenon: we accept money because we are
confident that other economic entities (people, financial institutions,
other businesses, government) will accept that money. In other words,
money is generally accepted because it is generally accepted! If that
seems weird to you, you may be interested to know that it is also weird
to many economists.

What is “liquidity”? And what does it mean for a
market to be “liquid” or “not liquid”?

“Liquidity” of an asset refers to the speed, convenience, and cost of
converting that asset to immediate purchasing power of goods, serv-
ices, securities, and so on, or what is called “generalized purchasing
power.” The most liquid asset of all is money—currency and bank de-
posits upon which checks can be written—because money itself has
generalized purchasing power. If you have money, you can spend it
immediately on whatever is available for purchase, and you don’t have
to convert the money into what it already is (generalized purchasing
power). Of course, we are assuming that the money you have to spend
is genuine. The seller of whatever you buy is confident that the cur-
rency is not counterfeit and that the money in your deposit account is
there to cover the amount of the check you write.

Other assets are less liquid. They have to be converted into money
before they can be spent. Further, this conversion can involve your
time, expense, and risk. If you have a certificate of deposit (CD) in a
bank and you cash it in prior to maturity, you have to pay a penalty, in-
cluding loss of interest. If you have a bond (even a government bond)
and sell it prior to maturity (you could sell it in the market, but not
back to the issuer), then there is the risk that your selling price of the
bond is lower than the price at which you bought the bond. Of course,
the risk could be to your benefit: the selling price of the bond mightbe
higher than the buying price.
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If you own stock and want to convert some of it to money, the sit-
uation is even more uncertain. Stocks, unlike CDs and bonds, have no
maturity date. As long as the issuing company remains in existence,
the stock goes on as well. So no matter when you sell the stock you ei-
ther could make a profit (selling at higher than the purchase price) or
take a loss (selling at lower than the purchase price).

In addition, there is a commission you pay to a broker for carry-
ing out the transaction. Instead of (or even in addition to) the com-
mission, there is a “bid—ask spread.” No matter what the “market price”
of the bond or stock, you have to pay a somewhat higher price to buy
it and can sell only at a somewhat lower price. Also, you have to wait
until the transaction is completed before you receive your money.

The situation is even worse for physical assets. If you want to sell
your car or house, then the price is even more uncertain than for a
bond or stock, and furthermore the price is dependent on bargaining,
with all its hassles. Further, for something like a house, there could be
a substantial delay from the time you decide to sell to the time that
you receive the money.

Why hold these less-liquid or “illiquid” (not at all liquid) assets at
all? The reason is that they can give you a high return (interest, divi-
dends, or profits)—much higher than the return on money, which for
currency is zero and for checkable deposits is low compared to the ex-
pected return on bonds, stocks, and real estate. Of course, the return
on these less-liquid assets is not a sure thing; that is why it is only an
“expected” return. You could even suffer a loss when you sell the asset.
That loss is impossible with money, but the expected return on money
is less than on less-liquid assets.

What about liquidity of an entire market for an asset or group of
assets? Here liquidity means that the market can experience a large
amount of transactions with only a slight effect on the market price.
In contrast, an “illiquid market” (also called a “thin market”) suffers
large changes in price for a small amount of transactions. One virtue
of the stock and bond markets that governments like and that finan-
cial institutions brag about is that the typical investor can buy or sell
a substantial amount of a particular stock or bond without “moving
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the market” (changing the market price). In other words, the market
is liquid.

By the way, a liquid market is not also called a “thick market,” even
though an “illiquid market” is termed a “thin market.” Don’t ask me
why there is no vocabulary symmetry, because I don’t know.

What is monetary policy and how does it work?

Monetary policy is the use of instruments by the central bank to
control the money supply (the money stock), which consists of cur-
rency and bank deposits held by the public. The “public” excludes the
banking system, meaning not only banks but all financial institutions
that have deposit liabilities. The money supply is controlled not di-
rectly but only indirectly. The banking system has reserves, consisting
of currency in its vaults (not part of the money supply) and its de-
posits with the central bank. These reserves are assets of the banks;
they are the source of cash to honor requests by depositors to with-
draw their deposits in whole or part. Note that deposits are assets of the
deposit holders, but liabilities of the bank.

A fundamental fact is that banks hold reserves that account for
only a fraction of their deposit liabilities. That is important for their
profits, because the loans made and securities bought are income-
earning assets (the counterpart of deposits), whereas reserves earn no
interest. Early in their history, banks discovered that only part of their
deposits would be cashed in (or lost via check-clearing with other
banks); therefore it made sense to hold reserves in smaller amounts
than deposit liabilities.

Central banks refine the banking practice by having minimum re-
serve requirements as a percentage of deposit liabilities of banks. This
percentage (which can be zero) can vary with the type, size, and loca-
tion of the financial institution, as well as the type and amount of the
deposit. Therefore deposits of the banking system are a multiple of its
reserves.

One way for the central bank to increase (or decrease) the money
supply is by reducing (or increasing) reserve requirements. Another
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way is by lending to banks, thus increasing the banking system’s de-
posits at the central bank and potentially increasing the money supply
(if the banks lend more to individuals and businesses). By worsening
the lending terms (increasing the interest rate charged to banks) or
even rationing borrowing (refusing to lend to banks), the central bank
can decrease the money supply.

The third way of affecting the money supply is the usual instru-
ment of choice: open-market operations. The central bank buys secu-
rities either from the banks themselves or from the banks’ customers.
It pays for the securities by increasing the banks’ deposits at the cen-
tral bank. This happens directly if the purchases are from banks, indi-
rectly if the purchases are from the public. In the latter case, the central
bank writes a check on itself, which the recipient deposits in her or its
financial institution, which then sends the check to the central bank
and receives a corresponding increase in its deposits at the central
bank. Either way, banking-system reserves go up, permitting increases
in bank lending and in the money supply. Of course, if the central bank
sells securities, then everything goes into reverse and the money sup-
ply is reduced.

There are many issues in monetary policy. Three are mentioned
here. The first issue is how monetary policy works to increase the econ-
omy’s output (in a recession) or to reduce inflationary pressure (in an
overexpansion of the economy). Many economists think that increas-
ing the money supply or its rate of growth reduces interest rates, which
stimulates borrowing, and therefore spending, by individuals and busi-
nesses. The same line or reasoning applies in reverse to a reduction in
the money supply. Some economists, called “monetarists,” have a dif-
ferent view. They believe that the increased money directly increases
spending, because it “burns a hole in the pocket” if it is not spent; so
no decrease in the interest rate is necessary. Similarly, less money
means there is less spending, again directly and not through interest
rates.

The second issue is whether the central bank should have a target
growth rate for the money supply or a target interest rate for the econ-
omy. Monetarists advocate the former, but central banks have opted
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for the latter. For example, the Federal Reserve (the U.S. central bank)
has a target federal-funds rate. The federal-funds rate is the interest
rate at which banks lend and borrow deposits that they have at the Fed
to and from each other. As the federal-funds rate goes, so do the other
interest rates in the economy.

A third issue is that the central bank, through its three instru-
ments, can force the banking system to contract its deposits, thus re-
ducing the money supply or its rate of growth. But it cannot force the
banking system to expand its deposits; so the money supply or its rate
of growth does not necessarily increase. It is easier for the central bank
to fight inflation than recession! Why would banks not want to ex-
pand their deposits, even with more reserves? Because they could be
scared that loans would not be paid back. A recession could be caused
by pessimism about the future of the economy, and could itself gen-
erate pessimism about the future of the economy.

What does the Fed Chair do? How does that
differ from the Treasury Chair?

The formal names are “Chairman of the Board of Governors of the
Federal Reserve System” (abbreviated as the “Fed chairman” or “Fed
chair”) and “Secretary of the Treasury” (abbreviated as “Treasury sec-
retary”). First, consider how they get their positions. Both are ap-
pointed by the president and confirmed by the Senate. The Fed
chairman must first be appointed a member of the Board of Governors
of the Federal Reserve System (there are seven such members), and
also must be confirmed. So the Fed chairman experiences two ap-
pointments and two Senate confirmations. Appointment to the Board
of Governors is for a nonrenewable 14-year term; appointment as
Chair is for a renewable 4-year term.

The Treasury Secretary serves at the pleasure of the president, and
can be dismissed at any time. In contrast, the president cannot do that
to the Fed chair. The Federal Reserve in general, and the Fed chair in
particular, is essentially independent of the president, apart from the
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appointment procedure. Ultimately, the Federal Reserve owes its ac-
countability only to Congress, which at any time can amend the legis-
lation under which the Federal Reserve operates.

It is fair to say that the Fed chair has a greater influence on the
economy than does the Treasury secretary and has the more presti-
gious job. In fact, the Fed chairman is sometimes described as the sec-
ond most powerful person in the United States! No one would say that
about the Treasury secretary, who is only fifth in line in the presiden-
tial succession order. It is true that the Fed chair is not a Cabinet mem-
ber and not in the presidential succession line; but no matter, that does
not affect his or her influence and prestige.

What do they do? The Fed chair heads the Federal Reserve, which
is responsible for the monetary policy of the country. It does this pri-
marily via open-market operations, buying and selling existing gov-
ernment bonds. Suppose the Fed buys bonds. It does this by writing
checks to the sellers of the bonds, who deposit the checks in their
banks. The banks present the checks to the Fed, which increases the
deposits of the banks at the Fed. These deposits are reserves of the
banking system. (The process is simpler, if the Fed buys bonds from the
banks themselves. Then the Fed pays directly by increasing the banks’
deposits at the Fed.) So bank reserves increase, and the banks proceed
to expand their lending, creating deposits in the process. The oppo-
site is true for the Fed selling securities. So open-market operations
change the rate of growth of the money supply. The Fed also supervises
and regulates banks, making sure that the financial system is secure
and protecting credit rights of consumers.

The Treasury secretary heads the Department of the Treasury,
which is in charge of the finances of the federal government, especially
the collection of taxes and paying bills. It also manages the public debt
of the government. The Treasury secretary advises the president on
economic policy, but is not the only advisor. The Treasury issues (cre-
ates) government bonds and sells them in the marketplace, usually to
private parties. Note that the Fed does not issue bonds; it deals only in
existing bonds.



164 EVERYDAY ECONOMICS

How does the Fed differ from other, overseas
monetary institutions?

Perhaps the most important difference is that, compared to almost all
other central banks, the Fed has greater independence in monetary pol-
icy. And monetary policy is the most important task of a central bank.

Economists identify two aspects of central-bank independence:
independence in setting goals (the objectives of monetary policy) and
independence in the policy operations used to carry out goals. Inde-
pendence means independent of the government, the political au-
thority. In practice, the government is represented by the Treasury or
Department of Finance.

The Fed is independent of the U.S. Treasury in both aspects. The
Swiss National Bank is thought to have even greater independence
than the Fed. The European Central Bank (ECB) essentially has inde-
pendence comparable to the Fed. While treaty establishes price stabil-
ity (absence of inflation, or, in practice, low inflation) as the primary
goal of the ECB, it is free to interpret that goal. In spite of its long his-
tory compared to other central banks, the Bank of England is inde-
pendent only in the policies used to carry out goals; its policy goal (a
precise inflation target) is set by the British Treasury.

Central banks with low independence are those of some develop-
ing countries and/or of countries with authoritarian governments. It
is unlikely that the People’s Bank of China would disobey instructions
from the Chinese government. The danger of lack of independence in
these countries (but not in China) is that the government orders the
central bank to purchase government debt in large amounts and in-
consistent with the goal of low inflation. In some countries and some
times the central bank literally “prints money” (prints currency) in
phenomenal amounts, in order to finance government spending.
Needless to say, the consequences for inflation and for confidence in
the country’s currency can be serious indeed. Because the Chinese gov-
ernment traditionally insists that the People’s Bank of China have a
conservative monetary policy, these events are not likely to happen in
that country.
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The Fed, and the central banks of other large developed countries,
has the advantage of a large capital market, which facilitates the pol-
icy instrument of “open-market operations.” That means purchases
and sales of domestic government bonds to alter the reserves of the
banking sector and therefore change the rate of growth of the money
supply. In countries without such a market, monetary policy is more
difficult. Open-market operations are the most precise kind of mon-
etary policy; they can be calibrated to a precise degree.

All is not lost for countries lacking a substantial capital market.
Central banks buying (selling) anythingincreases (decreases) reserves
of the banking system. The thing doesn’t have to be domestic-
government bonds. In particular, the central bank can buy and sell
foreign exchange (for example, the dollar or euro) instead of bonds.
But then the exchange rate may be affected in a way that the country
and its central bank do not want. The central bank buying foreign ex-
change pushes up the price of the foreign currency in terms of do-
mestic currency. In other words, it pushes down the price of the
domestic currency in terms of foreign currency. The central bank sell-
ing foreign exchange has the opposite effect. The central bank might
not like the resulting change in the exchange rate. Then there is a con-
flict between monetary policy’s domestic effect (change the money
supply in the desired direction) and foreign effect (change the ex-
change rate in an undesired direction).
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Chapter 9

ECONOMIC SYSTEMS
(CAPITALISM AND
COMMUNISM)

At one time there was a lot of controversy among econ-
omists, political scientists, and the general public as to
whether capitalism or communism would prevail in the
world. Guess what? Capitalism won. The communist
countries have become a lot more like us than we have
become like them. And capitalism carries with it the
market system, whereby economic decisions are made
by individuals and businesses acting in their own inter-
ests and guided by market prices. Issues about capi-
talism both in and of itself and versus communism or
socialism remain. In this chapter, Everyday Economics

answers some provocative questions of that nature.
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What would happen if the middle class
disappears?

If the middle class disappears, there would be profound social, po-
litical, and economic consequences. The middle class has cultural and
ethical values that set the social tone in modern countries. The “work
ethic,” volunteer work for charities (as distinct from large individual
contributions), and affinity to neighborhoods are among the values
associated with the middle class. Of course, some poor people and
some rich people also have these values. So whether these values would
entirely disappear without a middle class is uncertain; but it is indis-
putable that the existence of a large middle class in the population fos-
ters these values.

Politically, the middle class is associated with democracy. When
the population consisted of largely the extreme rich (nobility) and the
extreme poor (peasants and serfs) with a very small middle class,
democracy did not take hold. Whether the growth of a middle class in
China carries with it democracy to replace an authoritarian govern-
ment remains to be seen—but history is on the side of democracy up-
lifted by a rising middle class.

Economically, the “middle class” is defined as the group of people
who are neither rich nor poor. Scholars can argue as to which meas-
ure of the middle class is best. To put it another way, there is no agree-
ment on how high your income or wealth has to be to classify you as
rich, nor on how low to classify you as poor. But almost everyone
knows where he or she would be classified according to any reason-
able definition.

If the middle class disappears, an array of industries oriented to
goods and services consumed by the middle class would shrink dras-
tically—from public universities to serviceable yet stylistic clothing,
from personal computers to moderate-cost single-family housing. Pro-
duction in these and any other industries that remain would have great
difficulty finding trained workers who do “middle-class jobs.” An econ-
omy consisting of only the rich and the poor would probably revert to
a sharply reduced total output (real GDP, or gross domestic product in
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“real terms,” correcting for inflation or deflation). Per-capita real GDP
would also fall, although the concept would have little meaning in an
economy consisting of only rich (high per-capita real income) and
poor (low per-capita real income).

The disappearance of the middle class is an extremely unlikely
event. During major wars, there was concern that military occupa-
tions susceptible to high casualty rates were composed mainly of the
middle class, which could substantially reduce the middle-class pop-
ulation. Some fear today that the middle class could vanish through
tax policy, that is, the government overly taxing middle-income
brackets, while the poor receive subsidies (welfare) instead of paying
taxes and the rich have substantial tax breaks to compensate for high
tax rates. The highly educated and hardest-working component of
the middle class would shift to the rich group; the less-educated and
less-motivated component to the poor.

In my view, the middle class is here to stay for at least several more
generations. Nevertheless, there is understandable frustration of mid-
dle-class people with government policies that are overly oriented to
the poor and to the rich segments of the population. The middle class
generally feels neglected or abandoned—except during political cam-
paigns, when politicians vie with one another to show they have the in-
terests of the middle class foremost in their minds and policies.

What is nationalization, and how does it affect
economic growth?

Nationalization means firms owned by government rather than pri-
vate individuals, partnerships, or corporations. Strictly speaking, na-
tionalization is the act of changing ownership of firms from the private
sector to the government. But the question is logically interpreted as
pertaining to firms already nationalized. The ultimate in nationaliza-
tion (or, more precisely, nationalized industry) is socialism, under
which the government owns all, or nearly all, firms in the economy.
The question then becomes: Is government ownership of industry
good for economic growth?
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Some economists think that, under ideal conditions, government
ownership would be better for economic growth than private owner-
ship. They believe that, in each industry, the government could behave
as a benevolent monopolist, and could establish the pricing and pro-
duction policies that would bring about the most economic efficiency.
A privately owned monopoly would not do this, because it would be
detrimental to the monopolist’s own profits. The problem is that ideal
conditions do not apply. The government may claim that it runs na-
tionalized industry with the objective of economic efficiency, but it
most probably lacks the information and the capacity to carry it out.

A nationalized industry lacks the profit motivation that makes
firms foster efficiency. This is clear when the alternative to government
ownership is many firms (true competition) in the industry. But even
when the alternative is only a single firm (private monopoly), at least
the monopolist enhances its profits by always producing any given
amount at lowest cost. There is no profit incentive for a government
monopoly. Any profits go to the state, the overall government. Also,
the manager, even the CEO equivalent (whatever the head manager is
called under nationalization), has incentive only to keep his job and
not make waves by engaging in entrepreneurial activity. Creation of
new products and creation of cheaper ways of producing existing
products will be slower than under private ownership.

It is true that the old-time Soviet economy, when it was the Soviet
Union and embraced socialism, at times experienced rapid economic
growth. But that growth was concentrated in heavy industry, including
the military. It was not the type of growth that the bulk of the popula-
tion wanted. In fact, consumers had their standard of living reduced,
and, under extreme circumstance, were literally starved, so that the
economy (especially heavy and military industries) could grow.

What went along with socialism was a command economy. In-
stead of the free-market price system, there were government-
controlled prices and government orders to firms on what and how
much to produce. The economic inefficiency of socialism and a com-
mand economy became apparent in the transition of the Soviet, East-
ern European, and Chinese economies from socialism and command
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economies to capitalism (private ownership of industry) and the free-
market price system. Under the free-market price system (our system),
market prices guide the decisions of consumers and businesses.

There are some nationalized industries in the United States, such
as the U.S. Post Office (for delivery to mailboxes) and Amtrak (for pas-
senger intercity train service). Neither is a model of economic effi-
ciency. In addition to the absence of the private profit incentive, there
is the political element of the government providing above-market
wages and benefits that would not be acceptable to a privately owned
firm. The government is typically weaker in labor negotiations than is
private industry, although there are occasionally exceptions due to spe-
cial circumstances. Air traffic controllers are the best example of a
tough U.S. government attitude toward the workforce, which began
under President Reagan.

The opposite of nationalization is privatization; the conversion of
government ownership to private ownership. Then the advantages of
private ownership for economic efficiency and economic growth could
be realized, although it could take time.

In what big ways does the American economy
differ from the economies of other wealthy Western
nations, such as Canada, the UK, France, and
Germany?

The similarities between the United States and the four countries
mentioned are much more important than the differences. All five
countries are developed industrial countries and have high per-capita
income (expressing their GDP in a common currency, such as U.S.
dollars, and dividing by population) and are market economies. Po-
litically, the countries are true democracies, with governments that are
not authoritarian. They are allies, all members of NATO.

There are some meaningful differences among the countries,
though not in the sense of the United States versus the other four. Ger-
many, France, and the UK are members of the European Union (EU).
They have free trade in goods and services, and also free movement of
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people and capital—not only among themselves but also among the
other members of the EU. Further, the EU has a common trade policy
(tariffs and other trade restrictions) versus the rest of the world, in-
cluding Canada and the United States. Naturally, free immigration
within the EU does not extend to people outside that organization.

The United States and Canada, along with Mexico, are members
of the North American Free Trade Agreement (NAFTA). The three
countries have free movement of goods and services among them-
selves—but decidedly not free immigration. Thus there remains the
issue of illegal (undocumented) Mexican workers in the United States.
Unlike the EU members, the United States, Canada, and Mexico have
their own trade policies versus the rest of the world.

France and Germany are euro countries. Their national curren-
cies are defunct, as are their national monetary policies. The European
Central Bank is responsible for monetary policy for the entire euro
area. In contrast, the United States, Canada, and the United Kingdom
retain their own currencies and their own monetary policy.

One important difference between the United States and the other
four countries as a group is the extent to which the “welfare state” has
been adopted. Canada, the United Kingdom, France and Germany
have a broader “safety net” for people in terms of health care, housing,
welfare in general, old-age pensions, and so on. Whether that is good
or bad for economic efficiency and growth is a matter of debate. A
strong welfare state enhances the physical and mental well-being of
workers, presumably making them more productive. However, a
strong welfare state removes some work incentive, because the basic
needs of people are covered in any event. It also tends to have high tax
rates, again discouraging work incentives.

What is the biggest difference between a
capitalist versus a socialist versus a communist
economy?

The biggest difference is the issue of who owns businesses and es-
pecially physical capital (factories, machinery, equipment). Under cap-
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italism, persons own the businesses and physical capital. These per-
sons can be individuals, partners, or corporations (legally persons,
though owned by many individuals—the stockholders). Under so-
cialism, the state owns the businesses and physical capital. According
to Marxist theory, under pure communism (which has never existed in
any country), there is no state; so the entity or entities that would own
businesses and physical capital is unclear. Sometimes the words “so-
cialism” and “communism” are used interchangeably.

Of course, all economies are mixes of capitalism and socialism, al-
though there are different mixes for different countries. The United
States is probably the industrial country with the heaviest capitalist
component. Without a doubt, the transition of extreme socialist coun-
tries—the ex-Soviet Union (divided into multiple countries), Eastern
European countries under Soviet influence, and China—from social-
ism to capitalism is a fascinating economic event.

Normally, capitalism is associated with a market economy and
socialism with a command economy. In a market economy, economic
activity (production, consumption, and trade) is coordinated by the
actions of individual decision makers acting in accordance with price
signals. In a command economy, economic activity is coordinated by
central planning and decree. Again, all economies are a mix of the
market and government intervention, with different mixes for differ-
ent countries. It is only logical that the same countries that move from
socialism to capitalism also move from a command economy to the
free market.

Isn’t an advantage of communism over capitalism
that communism has a job for everyone? Is
“consumer sovereignty” an advantage of
capitalism?

When the “communist” economies of China, the old Soviet Union,
and Eastern Europe were in existence, they did provide jobs for al-
most everyone. Typically people did not have complete freedom of
travel, so they could not change location to get new jobs. Also, with a
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“command economy,” the opportunity for entrepreneurship and
wealth accumulation was limited. The economy was government-run
and heavy-industry oriented. The consumer was considered last. The
quantity, quality, and variety of consumer goods and services available
were much more limited than in Western capitalist, market
economies. The incentive to work hard was not there, both because
people were already provided with jobs and because they could not
buy much with their earnings. A widespread saying among workers in
communist countries was: “They pretend to pay us, and we pretend
to work.”

A capitalist market economy has “consumer sovereignty.” This
means that commodities are produced in accordance with the de-
mands of consumers and not via instructions of a dictator or central
planning board. Consumer sovereignty is not necessarily fair. You may
think that your desires for commodities give you a “vote” on what and
how much of consumer goods and services are to be produced. But
that vote “counts” only if it carries with it the ability and willingness to
pay for the goods and services. It is “one dollar, one vote” rather than
“one person, one vote.” A rich person’s influence in the markets for
consumer goods and services counts much more than a poor person’s
influence. You can reasonably judge that situation to be “unfair.”

Consumer sovereignty can also be viewed as leading to immoral
outcomes. Consider some types of commodities that are produced in
capitalist market economies: pornographic literature and films, de-
signer clothing, pet rocks, virtual pets, electronic games with violent
orientation. Some observers judge that array of goods as immoral, and
would prefer that it be replaced with more production of religious lit-
erature, modest clothing, and nonviolent electronic games. Again that
view cannot be contradicted on moral grounds.

However, one could ask who better than the consumer to make
decisions on what goods and services to consume? If some consumers
have greater wealth, they have a greater say in these decisions. We can
argue about income redistribution from rich to poor, but that is a sep-
arate matter from consumer sovereignty. As far as judgments on types
of commodities produced are concerned, inevitably certain com-
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modities will be considered inappropriate or immoral by some indi-
viduals. These people need not purchase the commodities and also
can try to educate others to avoid the commodities. If their arguments
work, then consumers in general will cut back on their demand for
these commodities and there will be less production of them.

Could national economies reach a right balance
between government economic intervention and
market freedom?

In principle, yes. From the standpoint of economic efficiency, the
government should intervene in the economy only under certain con-
ditions. First, the government should provide “public goods,” such as
national defense, police and fire protection, snow removal, and pub-
lic health. You can’t rely on private business to produce these items,
because they could not prevent nonpurchasers from enjoying these
“goods” and therefore no one would voluntarily pay for them.

Second, the government should intervene in economic activities
with side effects: It should tax activities that generate bad consequences
for those not carrying out the activity, such as chemical production
that causes pollution, and it should subsidize activities that have good
consequences for those not carrying out the activity, such as basic sci-
entific research. Third, the government should provide infrastructure
(roads, bridges, education). Fourth, there needs to be a legal system to
make laws and adjudicate disputes.

Unfortunately, reality intrudes. Unless one carries out sophisticated
polling of people (which is not done), it is impossible to determine ef-
ficiently how much of each “public good” to produce. In addition to
“public goods,” the government also produces “private goods,” which
are better left entirely to private business. The U.S. Post Office is a good
example. Activities with side effects can be taxed or subsidized, but it is
often hard to measure the actual amount of the good or bad side effect
and to determine the appropriate tax rate or subsidy rate. Infrastructure
and the legal system appear clear-cut, but that is not the case. There can
easily be too little or too much expenditure on infrastructure, and the
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legal system is full of problems, partly because laws can have good in-
tentions but undesirable side effects.

Yes, the market can “fail” to do its job correctly, but so too can the
government when it tries to correct the market. So, in practice, it is
unlikely that the right balance between government intervention and
market freedom can be achieved.

Another complication is that much government intervention is for
the purpose of subsidizing people or organizations (especially busi-
nesses) without the motivation of enhancing economic efficiency. Some
subsidies redistribute income from richer to poorer people; other sub-
sidies redistribute income from taxpayers to corporations. These acts of
government are political facts of life, but they detract from economic ef-
ficiency. Unfortunately, our very democratic system of government pro-
vides the opportunity for government actions that detract from
economic efficiency.



Chapter 10

GLOBALIZATION
(GLOBAL ECONOMY
AND YOU)

The power of economics is seen at all levels—from the
decisions of an individual person to the workings of
the global economy. In the final chapter, Everyday
Economics provides insight into the globalization is-
sues that people wonder and worry about. And the
final question asks what could happen should global-

ization end.
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Define free trade. Is it really free?

“Free trade” means international transactions in goods and serv-
ices that take place strictly according to market considerations. There
are no tariffs, which are taxes on imports but not on domestic pro-
duction of the same or similar commodities. There are no other gov-
ernment interferences with trade, such as quotas that set limits on the
quantity of commodities that can be imported. Even so, trade would
not really be free in the sense that it is truly unencumbered, for the
following reasons.

1. There are frictions in international trade that are not imposed by
government: in particular, transportation costs and transac-
tions costs. It is usually true that these costs are greater in in-
ternational rather than domestic trade, because of the
elements of greater distance, different legal systems, and dif-
ferent cultures. But there are exceptions. For example, trade
between Michigan and Ontario could easily involve lower
costs than trade between Maine and Texas.

2. Evenif there are zero tariffs and zero other trade barriers among
a group of countries, in a real sense this trade is not free. Con-
sider the European Union (EU). By removing trade barriers
among themselves but retaining trade barriers against outside
countries, each EU country gives a competitive advantage to
other EU industries, as compared to industries in outside
countries. So, for example, France may import a commodity
from Italy even though the United States could provide the
commodity at a lower price. The reason is that the U.S. ex-
porter is faced with a tariff or other trade barrier to overcome,
while the Italian exporter has no such obstacle.

3. Even if trade is legally free, governments may interfere in other
ways with the free movement of goods and services between
countries. For example, imports may be discouraged by ad-
ministrative regulations that favor domestic producers. An ex-
ample is safety and environmental rules that could be



GLOBALIZATION 179

established to make it easy for domestic firms to obey and
hard for foreign firms to meet. Sometimes it is not clear
whether a safety regulation, put in place allegedly to keep dan-
gerous products from being marketed, is truly for safety or re-
ally just to keep out imports.

4. Intellectual property rights may not be respected internation-
ally. The U.S. government and U.S. corporations have a his-
tory of complaining that patents and trademarks of U.S. firms
are not respected in some other countries, such as India and
China. For example, Indian firms produce versions of drugs
still under patent owned by U.S. pharmaceutical companies,
while Chinese firms copy Hollywood films and books copy-
written by publishers in the United States and other coun-
tries. They often do this without permission of the patent or
copyright holder. Trademarks are also violated. A U.S. brand
name may be attached to a product manufactured in India
or China by firms that have no relationship to the U.S. com-
pany. These shenanigans could occur quite in accordance
with foreign law, or even perhaps against the law but with the
passive acquiescence of the foreign government. Certainly,
there are less U.S. exports because of such violations of intel-
lectual property rights.

5. Free trade does not encompass government over-encouraging
trade. Too much trade is no more consistent with the free mar-
ket than is too little trade. Government subsidies to com-
modity exporters—even if the subsidies are not directly tied to
exports—are just as much interferences with free trade as are
tariffs. Agricultural products and aircraft are two commodity
classes for which subsidies are prevalent.

In fact, except for regional organizations such as the EU, trade is still
subject to tariff and nontariff barriers (especially quotas limiting the
amount of foreign goods that can be imported). True, these barriers
have been reduced over time and even removed for some classes of
commodities—but they are still there. Economists and government



180 EVERYDAY ECONOMICS

officials are aware that textiles and agricultural products are two classes
of commodities that are far from enjoying free trade.

What do imports and exports really mean, and
how do the statistics we hear about them affect
individual economies?

The U.S. balance of payments is a record of all economic transac-
tions between residents of the United States and residents of other
countries. “Residents” includes individuals, households, businesses,
and governments (local, state, and federal). The balance of payments
is kept quarterly, except that the goods-and-services account is avail-
able monthly.

Every month the government provides data on exports of goods
and services, imports of goods and services, and the deficit in goods
and services. The exports (or imports) figure is the dollar value of all
goods and services that U.S. residents sell to (or buy from) the rest of
the world. The balance on goods and services is the exports figure
minus the imports figure, and is also called net exports of goods and
services, or net receipts from goods and services. This goods-and-
services account is in surplus or deficit, according to whether exports
are greater or less than imports of goods and services.

Exports of goods and services are desirable because they involve a
demand for, and therefore increase, the country’s output and employ-
ment (to produce the output). Imports of goods and services are ben-
eficial because they enhance the country’s standard of living (more
goods and services to consume and invest). The balance in goods and
services is important in the sense that a surplus adds to, and a deficit
subtracts from, U.S. total output of goods and services (the GDP, or
gross domestic product). In that sense it can be argued that a surplus
increases, and a deficit reduces, U.S. employment.

However, more important than the balance on goods and serv-
ices is the fact that, in exporting goods and services that we produce
cheaper than abroad, and in importing goods and services produced
cheaper abroad, both countries gain. In particular, U.S. residents
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gain. We gain in overall productivity of our workers and in economic
efficiency.

Other items in the balance of payments are available only quar-
terly. The income account has two main components: investment in-
come and compensation of employees. Investment income receipts
are composed of interest and dividends earned by U.S. residents on
assets (stocks, bonds, businesses, and bank accounts) abroad. Em-
ployee compensation receipts include wages, salaries, and benefits
earned by U.S. residents working in other countries. Payments on in-
come accounts go in the opposite direction. Net income receipts are
receipts minus payments.

Net unilateral transfers are the amount of gifts received by U.S.
residents from residents of other countries minus the amount of gifts
donated by U.S. residents to foreign residents.

Now add the balance in goods and services, net income receipts,
and net unilateral transfers. This overall balance is called the balance
on current account. Note the composition of this balance: it is receipts
minus payments emanating from flows of goods and services, invest-
ment income, worker income, and gifts. The current-account balance
has great importance. Suppose the United States is in current-account
deficit. From that fact, we can say that the United States is living be-
yond its means. Our current (meaning expected, regular) payments to
foreigners exceed our current (expected, regular) receipts from for-
eigners. We are paying more in dollars than we receive in dollars.
Therefore foreign businesses, households, governments, and central
banks end up with an increase in their dollar holdings.

What do the foreigners do with their increased dollars? They in-
vest them in the United States. So, in net terms (because there is typi-
cally also some increase in U.S. investment abroad), our debt to
foreigners has increased. Foreigners now own more stocks, bonds,
businesses, and bank accounts in the United States. Is that a problem?
There is at least one advantage. The net foreign investment in this
country means an increased flow of funds into our financial institu-
tions, which lowers interest rates, resulting in improved lending terms
(lower interest rates) for borrowers.
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However, the consequence of continuing to live beyond our means
is that foreigners own more and more assets located in the United
States. Our investment balance will continue to worsen, as our inter-
est and dividend payments to foreigners increase, due to their in-
creased holdings of U.S. income-paying assets. Can the foreign
investment go on for a long time? Possibly, if foreigners actually want
to hold ever more assets in this country. But eventually the foreigners
may feel overloaded with dollar assets, sell the assets, and take their
funds elsewhere. That could disrupt U.S. financial markets by greatly
depressing prices of stocks and bonds and increasing interest rates
tremendously.

There is also an issue of national sovereignty. To the extent that
the increased foreign investment in this country takes the form of
ownership of companies, foreigners increase their direct control of
U.S. production. That may not be a problem if the foreign owners be-
have no differently than U.S. owners would. But what if the foreign
owners take orders from their governments who happen not to be U.S.
allies? It is this fear that keeps the U.S. government from approving
foreign investment in certain crucial sectors of the economy.

Isn’t the shift of manufacturing from the United
States to China and India due to “unfair trade”?
After all, U.S. manufacturing technology is just as
good as in these countries, but foreign companies
don’t pay U.S. taxes or U.S. wages.

The shift in a country’s focus of production from basic manufac-
turing to high-tech manufacturing to services continues a progression
that began with the shift from agriculture to basic manufacturing. De-
veloped countries such as the United States go through these changes.
The basic, and even high-tech, manufacturing moves somewhere, and
the growing economies of China and India are the natural locations.
One can predict that eventually China and India will lose their man-
ufacturing to other developing countries. That process may have al-
ready begun.
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That said, there has to be a logical economic reason for the U.S.
loss and Chinese or Indian gain of manufacturing industries. It is
true that U.S. wages are high compared to Chinese or Indian wages
(converted to U.S. dollars)—but that is true as an economy-wide
average. All U.S. companies, not just in the U.S. manufacturing in-
dustry, pay U.S. wages and U.S. taxes. Yet many U.S. companies suc-
cessfully compete with foreign companies, and even export
commodities to China and India. How can that be? The answer is
that the productivity of U.S. workers (largely due to more physical
capital, and superior technology) is higher than the productivity of
workers abroad. Suppose that U.S. wages are generally three times as
high as in China and India. Thus, any industry in which U.S. worker
productivity is more than three times as high as in China or India
is a good candidate to thrive domestically and export (even to China
and India).

Then why is the United States in deficit on goods and services, im-
porting a higher dollar amount of goods and services than exporting?
One reason is that foreign countries and foreign residents want to in-
vest their financial capital (buy more assets) in the United States more
than American residents want to invest abroad. To compensate, U.S.
residents buy more foreign goods and services than foreigners buy U.S.
goods and services.

Another reason that the United States imports more than it ex-
ports revolves around the exchange rate. Consider the case of China.
The Chinese central bank keeps the yuan at an artificially low value
compared to the U.S. dollar. Suppose the actual exchange rate is 8
yuan per dollar, whereas the true-equilibrium market exchange rate
would be 6 yuan per dollar. Then it takes 25 percent less dollars to
buy a yuan, or 33 percent more yuan to buy a dollar, than under a
free-market exchange rate. This discrepancy makes Chinese com-
modities much cheaper to U.S. residents than they would be under
the free-market exchange rate. Also, U.S. commodities are much
more expensive to Chinese residents. This situation increases the dol-
lar amount of U.S. imports of goods and services and reduces the
dollar amount of U.S. exports of goods and services.
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If the yuan/dollar exchange rate were close to the free-market rate,
then some U.S. manufacturing industry would be restored and sorme
existing manufacturing industry would expand. Obviously, the U.S.
government puts periodic pressure on the Chinese to free the
yuan/dollar exchange rate either completely or partially, so that it
reaches or comes closer to the free-market rate. That would make the
yuan stronger (at the extreme, only 6, instead of 8, yuan per dollar).
The Chinese government is reluctant to comply, because it likes the
idea of exporting a lot more than it imports. To placate the United
States—that is, for good political relationships—China does allow the
yuan to get slightly stronger from time to time.

| understand that the United States restricts
imports of sugar. Is that a good or bad policy?

Sometimes the government adopts economic policies with the in-
tention of helping only a small group in the economy. An example is
restrictions on the imports of certain commodities. The tariff (tax)
and quota (import limitation) system on imports of sugar is set up
purely to keep the U.S. sugar-producing industry operating at a high
profit level. Sugar is produced in the United States, but very ineffi-
ciently (that is, at a high cost) compared to production elsewhere in the
world.

Who gains from U.S. sugar policy? The domestic sugar produc-
ers, who get a higher price for their product. Who loses? Two groups:
the industries (candy, soft beverages, ice cream, and so on) that use
sweeteners, and consumers. Why do consumers lose? They either pay
more for these candy and beverages, or they pay the same price for
an inferior product. The product is inferior because the industries
use more corn sweetener (which is now less expensive compared to
sugar) and less sugar. If you don’t think that makes a difference, take
the ice-cream taste test. Try ice cream with corn sweetener and then
ice cream with sugar. As for “chocolate” made with corn sweetener
instead of sugar—I, for one, would not try that product even if it
were free of charge.
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When tariffs were removed on television sets, the
U.S. television industry was destroyed by cheap
imports. Doesn’t it follow that removing tariffs on
all commodities would destroy all U.S. industry?

The argument is totally wrong. Some U.S. industries are inefficient
compared to foreign industries. These industries would be harmed,
and possibly forced into bankruptcy, with serious import competition.
However, other U.S. industries not only survive but also thrive when
tariffs are removed mutually by the United States and its trading part-
ners. These are efficient industries. Expanding production in efficient
industries and getting rid of inefficient industries adds to economic
efficiency (economists call that “specializing in efficient industries”).
Also, removal of tariffs makes prices to consumers go down and the va-
riety and quality of goods and services go up, as long as imports in-
crease. It is true that the owners of inefficient industries and workers
in the industries are harmed by tariff removal—these people would
suffer, but they are the only people hurt.

Improvements in economic efficiency are by definition good for the
overall economy and also are good for many people, but rarely are good
for everyone. Unfortunate, but a fact of economic life and possibly of
life itself! Any change, no matter how good for the overall economy and
overall society, usually hurts some people. For example, the shift to the
word processor and then to the personal computer brought tremendous
benefits to consumers and businesses. We don’t stop to consider that, in
the process, it destroyed the livelihoods of typewriter manufacturers and
workers in that industry, as well as that of typewriter repairpersons.

How are currency exchange rates determined? Is
there some central body that decides it on a daily
basis, or is it just the reported average of what
traders are doing on any given day?

An exchange rate is the price of one currency in terms of another
currency. For example, the yen/dollar exchange is the number of yen
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per dollar. Normally, the exchange rate is determined by demand
and supply. U.S. exports of goods and services to Japan, and Japan-
ese investment in the United States, give rise either to a demand for
dollars or a supply of yen. Japanese need dollars to pay for the U.S.
stuff, or Americans get yen in payment and want dollars. U.S. im-
ports of goods and services, and Americans investing in Japan, mean
a supply of dollars or demand for yen. Americans need yen to pay
for the Japanese stuff, or Japanese get dollars and want their own
currency.

The higher the demand for yen (supply of dollars), the more “un-
favorable” the exchange rate for Americans (that is, it takes less yen to
buy a dollar, or more dollars to buy a yen). The higher the supply of
yen (demand for dollars), the more “favorable” the exchange rate (it
takes more yen to buy a dollar, or less dollars to buy a yen). So the ex-
change rate increasing (for example, from 200 to 225 yen per dollar)
means that the dollar is worth more in terms of the yen.

The normal, and ideal, situation is for the exchange rate to “float
freely” in the foreign-exchange market. Because there are so many buy-
ers and sellers of foreign exchange, competition results in a free-market
price for the exchange rate.

However, either or both of the countries’ central banks (the Fed-
eral Reserve and the Bank of Japan) could decide not to let the free
foreign-exchange market work. At the extreme, the central bank could
fix the exchange rate at a certain level (for example, 150 yen per dol-
lar) and keep it there. That is called an exchange-rate peg. Or, the cen-
tral bank could keep the exchange rate within a certain range (for
example, between 125 and 175 yen) and let it move freely only within
that range. Also, the central bank could smooth the exchange rate (by
buying or selling yen for dollars) within the range, or even if there is
no range.

The actual reported exchange rate typically refers to transactions
between New York banks at noon in a trading day. There is a variable
spread between the selling and buying rates of dealers. The spread is
widest at the foreign-exchange shops at airports. Therefore that is the
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last place where you should buy or sell foreign currency. You also want
to avoid buying or selling foreign currency at your local bank. If the
bank is small and has little dealings in foreign exchange, the price that
it quotes you is likely to be outrageously out of line, and it is even pos-
sible that the bank will refuse to transact at all in the foreign currency.
The best place to buy foreign currency is probably at a large bank in the
foreign country itself, providing it is a bank that is used to substantial
dealings in foreign exchange (which, of course, is your domestic cur-
rency, the dollar).

Be advised that the spread exists whether or not the currency floats
freely, is at a peg, or has central-bank smoothing of the rate. Always
be careful to observe the exchange rate when you decide to convert do-
mestic to foreign currency or vice versa.

What strengthens or weakens currencies?

There are two senses in which currencies can strengthen or weaken:
domestic and international—and they are related. Domestically, a cur-
rency becomes stronger if a given amount of the currency can buy
more commodities; weaker if it can purchase fewer commodities. The
dollar is weaker if there is inflation (prices of commodities rising, in
general); it is stronger if there is deflation (price of commodities
falling, in general).

The most important influence on the domestic strength of the
dollar is the money supply. The faster the money stock grows, the
greater the inflation, and the more the dollar loses value. There was a
time when ten cents was the price of a cup of coffee. In my youth, peo-
ple often used that fact to show contempt for a ridiculous statement or
ridiculous suggestion. The expression was: “That and ten cents gets
you a cup of coffee.” I used to answer: “Twelve cents in Chicago.” Un-
derstand: The fact that the dollar is worth much less in terms of com-
modities than it used to be does not, I repeat, does not, mean that your
standard of living has fallen. After all, wages and salaries are also much
higher than in the past.
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In general, as the U.S. economy becomes more productive, worker
compensation has increased. On average, over all workers (including ex-
ecutives, managers, and other highly paid professionals) compensation
(or, more precisely, income in general, including interest, dividends, rent,
and so on) must go up more than prices of commodities. Improvements
in productivity guarantee that result. However, in some countries and at
some times, the government or central bank prints money so fast that in-
flation becomes greater and greater (called “hyperinflation”), and the
result is that money has virtually no value and the real economy comes
virtually to a halt. In these circumstances, there are photographs of peo-
ple hauling zillions of units of the currency in a wheelbarrow over to a
bakery to pay for one loaf of bread!

Internationally, a currency is considered stronger or weaker as its
exchange value versus other currencies increases or decreases. The dol-
lar is stronger against the euro if it takes more euros to buy a dollar
(or, equivalently, fewer dollars to buy a euro). This means, of course,
that the euro is weaker against the dollar. It is interesting that the dol-
lar can strengthen against some foreign currencies and weaken against
others. In that situation, indexes of the dollar exchange rates against
various foreign currencies are computed—not unlike indexes of prices,
which are measures of inflation.

Many factors enter into the determination of a country’s exchange
rate, meaning the exchange value of its currency, or the price of the
currency in terms of the foreign currency. The most important factor
may be the same major influence on the domestic value of the cur-
rency: how fast the country’s money supply increases compared to the
other country’s money supply. The country with the slower growth of
the money supply would have the stronger currency, because it would
have less inflation and so its commodities would be more competitive.
The country’s goods and services would be cheaper to foreigners, and
foreign goods and services would be more expensive to the country.

A recession is thought to strengthen a country’s currency, because
the country imports fewer goods and services, resulting in a lower de-
mand for the currency of the foreign country. A higher interest rate at
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home than abroad means more foreign funds would be invested in the
country. There would be a greater foreign demand for the domestic
currency to purchase securities, and again the country’s currency in-
creases in value.

Expectations are also important. If it is generally believed that pol-
icy making in the country will be irresponsible (examples include the
government printing money like mad or confiscating businesses), then
that country’s currency may fall in value even before these policies are
carried out! Why? Because individuals and businesses are rational.
They behave on the basis of all available information, even if that in-
formation is about the future rather than the present.

Why would the U.S. government ever want a weak
dollar?

A weak dollar means an unusually low exchange value of the dol-
lar: For example, 80 yen per dollar, when the exchange rate was for-
merly 120 yen per dollar. This means that it takes 33 percent less yen
than at the earlier exchange rate to get a dollar. So American goods
and services cost the Japanese much less yen than at the earlier ex-
change rate. Obviously, this would cause an increase of exports of
American goods and services to Japan. By the same argument, at the
new exchange rate it takes %80 of a dollar to buy a yen, whereas previ-
ously the yen was %120 dollar. So it takes 50 percent more dollars to buy
a yen than at the previous exchange rate. As a consequence, Japanese
goods and services would be much more expensive for Americans,
which would reduce American imports of goods and services from
Japan.

It is reasonable to assume that the low exchange value of the dol-
lar applies not only to the yen but also to currencies of the most im-
portant trading partners of the United States. Then, generally, the weak
dollar enhances the competitiveness of American business. U.S. com-
modities are cheaper compared to foreign commodities, both at home
and abroad. U.S. exports increase and imports decrease. The result is
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areduced deficit on goods and services, which increases output (GDP)
and expands employment, in order to produce the higher output.

Another advantage of the weaker dollar is that it means a smaller
increase, or even a decrease, in the debt that U.S. residents owe to for-
eigners. There is a long-term consequence of a deficit on goods and
services not compensated by a high-enough surplus on income (in-
terest and dividend and employee-compensation receipts exceeding
payments) and on unilateral transfers (more gifts and aid coming in
from foreigners than going out). The deficit adds to U.S. debt to for-
eigners. In effect, foreigners are lending the United States money to fi-
nance the U.S. deficit on goods and services, income, and unilateral
transfers. Debt has to be paid back, with interest.

So the way to reduce the U.S. foreign debt is to have a surplus on
goods and services, income, and unilateral transfers. A sufficiently
weak dollar would bring about a surplus on goods and services, and
likely also a surplus taking account of income and unilateral transfers.

However, there are disadvantages to a weaker dollar. First, it
makes U.S. real and financial assets (such as businesses, and stocks
and bonds) cheaper for foreigners, and so U.S. debt to foreigners
might actually increase. But that would happen only if foreigners be-
lieve that the asset prices are only temporarily cheap. If they think
that the low prices are more or less permanent, or as likely to fall as
to rise in the future, then the low prices will not induce them to buy
U.S. assets. They would not be able to make a profit by reselling the
assets in the future.

Second, the weaker dollar reduces the standard of living of U.S.
residents as a group. Imported goods and services, and the commodi-
ties made from them, are all more expensive, and fewer commodities
are imported as a consequence. That is not all bad, because it brings
Americans closer to living within their means. Foreigners financing
the United States enjoying more goods and services that the United
States produces cannot go on forever. A weaker dollar begins the in-
evitable process of living within our means, meaning that ultimately
the dollar total of our exports of goods of services, receipts from in-
come (interest, dividends, and employee compensation), and gifts re-
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ceived is no longer below the dollar total of our imports, payments of
income, and donations.

What is the International Monetary Fund, and
what does it do?

The International Monetary Fund, commonly referred to as “the
IMF” or “the Fund,” is an international organization concerned with
monetary relations among countries. This means that it exercises mon-
itoring (called “surveillance”) over exchange rates of countries and also
reviews their monetary and fiscal policies. You can say that the global
financing system is the responsibility of the Fund, but the Fund is not
an agency of a world government—because there is no world govern-
ment. So all that the Fund can do is make recommendations to its
member countries, rather than issue orders to them.

There is an exception. As you might suspect from its full name,
the Fund has control of a fund of currencies. The currencies are pro-
vided by member countries to the Fund when they join and periodi-
cally thereafter. The Fund lends out these currencies to countries that
need them to finance their balance-of-payments deficits. An interna-
tional currency, called “Special Drawing Rights” (SDRs), is also in-
volved in these lending arrangements. Countries contribute currencies
to the Fund and receive borrowing rights to the currencies in propor-
tion to Fund measure of the countries’ economic size, which is altered
periodically over time.

Voting rights in the Fund are also in proportion to the Fund’s
measure of economic size. What this means is that the Fund is run by
the big powers, especially the United States, the United Kingdom, Eu-
rope (the EU countries), Japan, and China. Formally, the Fund is run
by international civil servants. In actuality, everyone is aware that the
big powers have effective control, if only in the background.

Only a portion of borrowing rights is automatic. Most borrowing
requires permission from the Fund, and that means permission from
those countries that, in essence, run the Fund. So countries in the big-
power group or those aligned with these countries tend to receive loans
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more readily than small, unaligned, developing countries. The latter
countries generally have their borrowing requests examined with thor-
oughness and must commit to follow strict conditions for receiving
loans. In fact, the Fund’s language involves the term “conditionality” in
that context.

The Fund has many economists working for it, and they do good
economic research, which the Fund publishes. The Fund also assem-
bles lots of good economic data for its member countries and for the
world economy. You can get the data on the Fund’s Web site, but—to
the dismay of those doing economic research—you have to pay for the
best stuff.

What is the difference between the International
Monetary Fund and the World Bank?

The World Bank is concerned with helping developing countries.
The International Monetary Fund is oriented to the international fi-
nancial system. So the Bank makes loans only to developing countries,
while the Fund lends to both developed and developing countries.

The Fund obtains its monies from member country “subscrip-
tions” according to the country’s economic size, as determined by the
Fund. The World Bank obtains most of its funds by borrowing—and
it has a great credit rating. So the Bank pays a low interest rate and
lends the funds out at favorable terms to the developing countries.
Funds to help the poorest countries are obtained largely from dona-
tions from richer countries, and the poorest countries receive grants in
addition to loans, the latter on very favorable terms.

It is a fair statement that, unless you are a middle-income devel-
oping country or a poor country, the Fund is much more important
to you than is the Bank.

Since the world economy seems so connected,
should there be a global economic watchdog that
could intervene when, for example, Chinese or U.S.
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economic wrongdoing affects the economy of
Germany, Nigeria, or Singapore?

There are some international organizations that do, or could do,
something like what you suggest—but only in a limited way. The
United Nations (UN), especially its Security Council, is a body con-
cerned with peaceful and cooperative relations among countries.
Countries can complain to the UN when they believe that they have
been wronged by other countries. However, the UN is effective only
when the big powers want it to be. If the big powers—especially the five
permanent members of the Security Council (the United States,
United Kingdom, France, Russia, and China), who have veto power—
do not agree on substantive action to resolve a complaint, then the UN
will do nothing substantive.

Another international organization is the International Monetary
Fund (IMF). The IMF is supposed to monitor the exchange rate and
macroeconomic policy of member countries. In principle, that in-
cludes the ramifications of the exchange rate or macroeconomic pol-
icy of one country on the economic well-being of another country. In
practice, that does not happen.

For example, a country could manage the exchange value of its
currency so that it has a competitive advantage in trade. The fewer U.S.
dollars it takes to buy one Chinese yuan (the more yuan it takes to buy
a dollar), the cheaper Chinese exports are to Americans and the more
expensive American exports are to Chinese. So, in keeping its currency
low in value relative to the dollar, China encourages its exports to the
United States and discourages its imports from the United States. That
worsens the U.S. trade deficit with China. Even if the United States
were to complain to the IMF about the undervaluation of the yuan, it
is not clear that the IMF could take action under its rules and unlikely
that it would even express an opinion on the matter.

It is true that when the IMF makes loans to other countries, it can
set conditions that include alterations in the country’s exchange rate
and macroeconomic policies. However, these conditions concern the
economic well-being of the borrowing country alone. They have no
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relationship to the effects of that country’s policies on the economic
well-being of other countries.

The World Trade Organization (WTQ) is more geared to what
you suggest. The WTO is set up to receive and resolve complaints
about violations of trade agreements, such as imposing discrimina-
tory tariffs on a member country or instituting quotas limiting the
amount of imports of particular commodities from a member coun-
try. However, the WTO has no means of enforcing its rulings. A coun-
try found in violation of a WTO rule or a WTO trade agreement can
refuse to make the necessary correction (for example, removing the
discriminatory tariff or the quota). At that point, the WTO encour-
ages the complaining country and the country in violation to negoti-
ate a settlement.

Failing that, the complaining country is permitted to retaliate
against the country found in violation, for example, by imposing its
own discriminatory tariff or quota against important exports of the
country found in violation. Really, all that the WTO does regarding
complaints by one country against another is to provide a convenient
forum whereby the countries involved can do what they probably
would do if there were no WTO!

To sum up, the world is far from having a “global economic watch-
dog.” An effective watchdog would probably require a world govern-
ment behind it—and we are far from having that as well. You ask,
though, not whether we have a global economic watchdog, but
whether having one would be a good idea. The answer is not neces-
sarily “yes.” Not all economic decisions of national governments are
sensible. Sometimes such decisions go against the market system and
reduce economic efficiency. It is not obvious that a global economic
watchdog would behave differently from national governments in this
respect.

What's after globalization?

Globalization means a number of things. The first is freer interna-
tional trade in goods and services. The second is freer movement of
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capital across countries. Logically, along with capital, there should be
freer migration of people, especially workers, from one country to an-
other. That has not happened; but the march of globalization in other
respects has not been slowed. The third is freer transfer of technology
between countries. The fourth is the spread of capitalism and the mar-
ket system to countries previously only marginally in the international
trading system: Russia, other ex-Soviet Union countries, Eastern Eu-
ropean countries, China, and—to a lesser but vitally important ex-
tent—India. The fifth is the incorporation of these countries into the
international economy.

The sixth meaning of globalization is the tremendous increase in
domestic companies importing parts for their products from abroad
and/or assembling products abroad, and/or servicing products abroad.
If the foreign firm doing these things is legally part of the domestic
company (a subsidiary or affiliate firm), then the transfer of work
abroad is called “offshoring.” If the foreign firm is legally unrelated to
the domestic firm, then the transfer of work is termed “outsourcing.”
Of course, offshoring and outsourcing have their domestic counter-
parts. An entirely domestic vertically integrated firm (that is, a business
producing its own parts for its salable product, assembling the prod-
uct itself, and having its own marketing, legal, and accounting de-
partments) corresponds to an offshoring situation.

The phenomenon of “contracting out” is the domestic equivalent
of outsourcing. I have a friend who owned a carpet retailing company.
He also was the only worker for the company. His business physical
assets (capital) consisted of a telephone (there were no cell phones at
the time), a van, and many books of sample carpets. When a sale was
made, he contracted out the carpet manufacture and the carpet in-
stallation. Then he drove to the next prospective customer and, if there
was a sale, repeated the procedure.

Will globalization ever end? One realistic possibility is that the
process of increases in the six phenomena mentioned above comes
to a halt: globalization stops. That would mean the end of global-
ization defined as increases in the phenomena, but it would not
mean a reverse of the globalization that has occurred to date. Even
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if globalization reverses itself, as long as the reversal is small, the fact
of globalization remains.

One way for globalization truly to end would be politically suc-
cessful protectionist movements in countries crucial to the function-
ing of a global economy. First and foremost among these countries is
the United States. Others are the United Kingdom, the European
Union (EU), Canada, Switzerland, and Japan. These are the main in-
dustrial countries of the world (allowing that the EU consists of a
group of such countries). It is conceivable that some of these coun-
tries could withdraw, even partially, from the international global
economy by systematically ceasing to honor obligations under the
World Trade Organization (WTO) or by systematically taking advan-
tage of loopholes in the rules of the WTO. The damage to the global
economy would be devastating.

The outcome of this withdrawal would be high tariffs and high
nontrade barriers (such as quotas and administrative hassles for im-
ports) and restrictions on capital flows and technology transfers—
beginning with the countries that began the process and then spread-
ing throughout the world. As a result, the shift of Russia, China, and
India to capitalism and the market system could be reversed, as the
governments of these countries might try to preserve their economic
growth by returning to their previous economic system.

Why would this process of disintegration of the global economy
begin? Because some industries and labor groups in the industrial
countries are harmed by globalization. Freer trade in goods and serv-
ices in general, especially in the form of offshoring and outsourcing,
takes business away from domestic firms and jobs away from domes-
tic labor. It is true that other domestic firms gain business and profits,
and other labor groups in the domestic economy experience more jobs
and higher wages. Also, the economy as a whole gains, as economic ef-
ficiency is enhanced by globalization. However, the conspicuous nature
of the business and labor groups harmed by globalization could in-
tersect with their political influence. A switch from globalization to
protectionism could result.
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An alternative way for globalization to end could be through re-
gionalism. Even under globalization, regional groups—exemplified by
the EU and North American Free Trade Agreement (NAFTA), and var-
ious similar organizations among developing countries—have in-
creased in number. The EU is an example of a customs union under
which member countries remove all barriers to the movement of
goods, services, capital, and people among themselves. That seems like
globalization; but it is only “regionalism” (the word “regionalization”
is not used). The customs union erects a common trade policy—
common tariffs and nontrade barriers—against imports from the out-
side world. Also, the free movement of people does not apply except
within the customs union.

A free-trade area such as NAFTA involves member countries hav-
ing mutual free trade in goods and services only. The members retain
their own trade restrictions against other countries. Also, there is no
free movement of people, or even of workers, among member coun-
tries. A free-trade area is also regionalism, though in a partial sense
compared to a customs union.

The important point is that, under either form of regionalism, im-
ports of goods and services from the rest of the world are subject to
discriminatory treatment. Free trade in goods and services—and even
free movement of people—among a limited group of countries is not
necessarily a move toward globalization.

Will there be a post-globalization era? If so, what form will it take?
I do not know. But one way to help prevent globalization from ending
would be for governments to take steps to have a “safety net” for work-
ers who lose jobs due to globalization. Ideally, this would take the form
of retraining away from jobs in industries that globalization harms
and toward jobs in industries producing for the global economy. That
policy in itself would help make the economy more efficient and en-
hance economic growth.

In contrast, I personally do not advocate aid (“bailouts”) for firms
that lose customers, revenue, and profits because they cannot compete
in the global economy—or indeed for any other reason. It is up to
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management, and stockholders, to have the foresight to switch the firm
to efficient production of goods in demand in the global economy, and
otherwise to sell off the firm’s assets or merge with another firm. If
none of these events happen and the firm goes bankrupt or is taken
over by another firm, it is deservedly—at least from the standpoint of
economic efficiency.



ADDITIONAL
RESOURCES

The following lists of additional resources are offered
to broaden and deepen the “refined common sense”
that is the hallmark of Everyday Economics. While the
recommended resources are biased by my own pref-
erences, | invite the reader to consult the Web site
http://www.rfe.org, which provides systematic refer-
encing (and easy linking) of a much larger set of on-
line resources with an economics orientation. This is
the “Resources for Economists” Web site, sponsored
by the American Economic Association. The resources
in this section are handpicked for their usefulness and

include print as well as online material.
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1. Encyclopedias

Three encyclopedias published by Palgrave Macmillan were my primary re-
source for the research underlying the writing of Everyday Economics. In my
opinion, these encyclopedias are the best sources for background informa-
tion on common-sense economics. Each encyclopedia has many entries, au-
thored by experts in particular fields. Note that although these publications are
called “dictionaries,” they are really encyclopedias.

The New Palgrave Dictionary of Economics, second edition, edited by Steven
N. Durlauf and Lawrence E. Blume, is the most recent, and most rele-
vant, of these encyclopedias. The print edition consists of eight vol-
umes, and every branch of economics and virtually every economic
issue is covered. This encyclopedia has the additional advantage of an
online edition, located at http://www.dictionaryofeconomics.com/dic-
tionary. You have to subscribe to the online edition, but “teasers” are
provided free.

The New Palgrave Dictionary of Money and Finance, edited by Peter New-
man, Murray Milgate, and John Eatwell, has three volumes and special-
izes in money, banking, and finance.

The New Palgrave Dictionary of Economics and the Law, edited by Peter New-
man, also consists of three volumes, and is even more specialized.

By Googling “economics online encyclopedias,” one can access a variety
of economics encyclopedias and dictionaries. A focused list of dictionaries,
glossaries and encyclopedias for economics and business is in http://www.rfe
.org/showCat.php?cat_id=10. The online encyclopedias that I like best are the
following:

Encyclopedia of Economic and Business History, http://eh.net/encyclopedia,
is oriented to laypersons and students. It has a historical focus.

The Concise Encyclopedia of Economics, http://www.econlib.org/library/
CEE.html, has very brief entries, but is good for an overview of a topic.

Economicae: An Illustrated Encyclopedia of Economics, http://www.unc.edu/
depts/econ/byrns_web/Economicae/EconomicaeA.htm, has a neat in-
teractive format. It is intermediate between an encyclopedia and a
glossary.

Wikipedia, http://www.wikipedia.org, is a special kind of encyclopedia. I con-
sult Wikipedia for insight to how people think about issues rather than
for information on the issues themselves.
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2. Glossaries

Federal Reserve Bank of San Francisco Glossary of Economic Terms,
http://www.frbsf.org/tools/glossary/index.html, has very short entries,
but that is how a glossary is supposed to present information.

Accounting, Business Studies and Economics Dictionary, http://www.tu-
ition.com.hk/dictionary, provides short definitions of terms.

Personal Finance Glossary, http://www.mortgageloan.com/finance-glossary,
is oriented to personal finance defined narrowly but haphazardly. It is
weird that there is no entry for “hedge funds.”

The Glossary at Measuring Worth, http://www.measuringworth.com/glos-
sary/index.html, is specific to the calculators and data sets of that Web
site. The calculators measure economic worth over time. (Disclosure: I
am co-founder and Director of Research of Measuring Worth.)

3. Textbooks

There are a large number of introductory economics textbooks available,
and more seem to be produced every year. There is not much difference
among the textbooks, but, as a teacher of introductory economics for al-
most four decades, I have found that two textbooks are a cut above the rest,
and I am currently using them in my introductory economics classes at
University of Illinois at Chicago. These textbooks, like most introductory
texts, are available also in split form, Microeconomics and Macroeconom-
ics separately.

Paul Krugman and Robin Wells, Economics (Worth Publishers) is the first
textbook recommended. Krugman is a Nobel Laureate whose eco-
nomics views, whether at an introductory or advanced level, are always
worth reading. The interesting thing about the Krugman-Wells text-
book is that economics is presented objectively, with the ideological
(liberal) orientation of Krugman rarely apparent. I find that the sec-
ond edition of this text marks a significant improvement over the ini-
tial edition.

James D. Gwartney, Richard L. Stroup, Russel S. Sobel, and David A. Macpher-
son, Economics: Private and Public Choice (South-Western Cengage) has
gone through twelve editions. Its orientation is slightly more toward busi-
ness than is Krugman and Wells, if only because of the attention given to
entrepreneurship.
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4. Government Web Sites

For factual information, all sorts of statistics, and consumer advice, I recom-
mend Googling U.S. federal government websites at http://www.google.com/
unclesam. Especially valuable are the following sites:

Federal Trade Commission, http://www.ftc.gov, provides consumer infor-
mation.

Bureau of Labor Statistics, http://www.bls.gov, is oriented to the workplace
(wages, employment, unemployment, productivity, worker injuries, con-
sumer price index).

Census Bureau, http://www.census.gov, has a wealth of data on people, house-
holds, and industry.

Board of Governors of the Federal Reserve System, http://www.federalre-
serve.gov, offers banking information and statistics.

Bureau of Economic Analysis, http://www.bea.gov, is the first place to go for
macroeconomic statistics.

5. Blogs

A large number of blogs with economic content is at http://www.rfe.org/show-
Cat.php?cat_id=96. The blogs that I recommend are the following:

The Conscience of a Liberal, http://krugman.blogs.nytimes.com, presents the
views of Nobel Laureate Paul Krugman. The blogger is a great economist
with a social conscience.

Blogs with a free-market orientation are The Adam Smith Institute Blog,
http://www.adamsmith.org/blog, and Econlog, http://econlog.econ-
lib.org. The latter blog is sponsored by the same people who bring you
The Concise Encyclopedia of Economics.

Grasping Reality, http://www.j-bradford-delong.net/movable_type, is an idio-
syncratic and provocative blog produced by Brad DeLong.

Businomics Blog, http://businomics.typepad.com, offers the down-to-earth
commentary of Bill Conerly.

Marginal Revolution, http://www.marginalrevolution.com, goes far beyond
economics in its revelations.

Real Time Economics, http://blogs.wsj.com/economics, is the blog of the Wall
Street Journal, and comments on current economic events.
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6. Economic Reporting

Alonger list is in http://www.rfe.org/showCat.php?cat_id=41, but you can’t go
wrong with the following sites:

Bloomberg.com, http://www.bloomberg.com/news/economy; is the only rec-
ommended site not based on a newspaper or magazine.

Economic-oriented Web sites emanating from media with a long print history
are:

The Economist, http://www.economist.com/finance

New York Times, http://topics.nytimes.com/top/reference/timestopics/sub-
jects/e/economic_conditions_and_trends/index.html

Washington Post, http://www.washingtonpost.com/wp-dyn/content/busi-
ness/economy/index.html

Wall Street Journal, http://online.wsj.com/public/page/news-business-us.html

I also recommend TIME, http://www.time.com/time/business.





