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Most introductory-level textbooks, at least in the U.S. market, are now the products
of vast armies: not just the authors whose names you see on the cover, but hordes of
reviewers, research assistants, design specialists, and others whose job is to help
assemble, edit, shape and market the book itself and then all the ancillary items—
the websites, test banks, instructors’ slides, videos, and other enhancements that
keep emerging from the development of new technology.

This book was written entirely by one person with just a tiny bit of assistance.
There are costs to this approach, which I will get to shortly, but one big advantage:
it is possible to offer a new, coherent vision of the subject matter, free from any
pressure to conform to how things have been done in the past. In economics, I think
this one plus outweighs all the minuses, but you can judge for yourself.

Of course, no book of this type is truly the product of just one individual. Just to
be in a position to write it, I had to make my way to professional status as an
economist, and that I owe above all to my dissertation chair, Herb Gintis. To say
that Herb was an ideal advisor would be an understatement; he really took me under
his wing and did whatever it took (including occasional childcare) to help me
succeed. My debt to him cannot ever be repaid.

As a teaching professor of economics I have benefitted enormously from my
colleagues at Evergreen State College, where I have worked for the past 15 years.
Most teaching at Evergreen is interdisciplinary, undertaken in teams. I have taught
economics in the context of biology, ecology, physics, history, sociology, philoso-
phy, political science and cultural studies. This has been an invaluable laboratory
for seeing the place of economics in the broad expanse of human knowledge and for
augmenting my economist’s skills with those honed by other kinds of training.
Their impact on this textbook should be obvious.

In addition, Evergreen is one of the premier teaching institutions of higher
education in North America. It has played a pioneering role in the development
of learning communities, inquiry-centered courses, active learning strategies and
other innovations. I have been honored to teach with colleagues who are master
educators by any definition of the term, and most of what I have learned as a teacher
I owe to them.

On the receiving end of my experimentation in the classroom have been my
students. In more ways than I could document they have left their traces on this text,
some by making specific recommendations, others simply by showing me what
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works and what doesn’t. Their patience and goodwill, and above all their thirst for
learning, has made it possible for me to develop new approaches to teaching
economics through trial and error. And the more I took the plunge into rethinking
how introductory economics could be refashioned, the more necessary a new kind
of textbook appeared. The very idea of this book emerged logically from my
interactions with students at Evergreen.

Once I realized I needed to write a textbook, the biggest challenge was getting
started. Here I can credit Peter Barnes, who provided a month’s glorious solitude at
Mesa Refuge. By the time I left, about a third of the micro text had been drafted and
I had discovered a smart, friendly and socially committed colleague. Several pages
of the text bear his imprint and are much the better for it. Since then I have also
benefitted from reviews of individual chapters, especially by Matson Boyd, Josh
Mason and Seving Rende.

To be published, a book still needs a publisher (although this may be changing). I
was fortunate that Barbara Fess of Springer saw value in the unfinished work I sent
her, and she has kept me on track through the final revisions. When I think I am
missing all the inputs that a more commercially-oriented publisher might provide, I
remind myself how professionally satisfied I am working with Springer and how
supportive Barbara and her colleagues are of my vision. It’s well worth it.

But that brings me to the downside of working on my own. Economics is a vast
subject matter, and no one can possibly encompass all of it. Although I have gone
over it again and again, I am sure this text has its share of errors and omissions. Here
I depend on you. Please make note of any flaws you discover and take the time to let
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Foundations



It would not be easy to avoid all discussion of economics in twenty-first century
America. You would have to keep your distance from television, radio and
newspapers, not to mention casual conversations on the job, over a beer, or at a
family gathering. In fact, our society is saturated with economics, reflecting the
great power that economic events have over our lives, even though the forces that
produce them are often mysterious. Economics is like the weather, only more so: all
around us, obviously important, subject to prediction but only slightly to control.

Unfortunately, much of the folk wisdom about economics—the assumptions
behind casual discussion that are often reflected in the media—is wrong. It
misrepresents what economics is and what it has to say to us. Since we get these
messages, consciously and unconsciously, dozens of times each day, the first step in
studying economics is to unlearn the assumptions we pick up in daily life. This is
not easy to do. I will discuss a few of the more common myths in this chapter, but it
is my experience that deeply ingrained ideas do not fade away easily. You will want
to return to these myths later on, as we gradually build up a body of theories to
replace them.

1.1 Myth #1: Economics Is the Study of How to Make Money

Economists are certainly interested in the strategies people employ in order to make
money, but the purpose of economics is not to help anyone do this more success-
fully. The vantage point of economics is not any particular individual and their
material goals, but rather society as a whole. Economics is about what is beneficial
for society in general. What’s good for any particular individual is not necessarily
good for all of us as a group, and economics takes this distinction very seriously.
Often economists are interested in interfering with the money-making plans of
particular individuals or businesses in order to safeguard the interests of society.
A good example of this is the study of monopoly—a situation in which a single
business controls all or most of a market. Monopoly can be very lucrative: get rid of
your competitors and you can make higher profits. Economists are interested in the

P. Dorman, Microeconomics, Springer Texts in Business and Economics, 3
DOI 10.1007/978-3-642-37434-0_1, © Springer-Verlag Berlin Heidelberg 2014
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ways businesses exploit the power of monopoly, whether they raise prices and
restrict options for consumers, or whether they engage in pre-emptive innovation
and even price-cutting in order to discourage future competition. In this sense, they
do study the money-making process. But the goal is not to make monopolists rich,
since that can easily happen at the expense of society. Instead, the purpose of
economic analysis is to anticipate how monopolists will use their power, what
effect this will have on the rest of society, and therefore whether action should be
taken to restrict this power or limit how it can be used. In their studies of these
questions, economists should be guided by the desire to promote the well-being of
all members of society and not just those who hold a monopolistic advantage.

1.2  Myth #2: Economics Says that Supply and Demand in Free
Markets Solves All Our Economic Problems

To be honest, there is a germ of truth here: economists, as a group, are far more
supportive of free markets than just about anyone else. They tend to be more
pro-business, regarding profits as largely justified and beneficial. They are more
likely than other academic specialists to question the desirability of regulations that
limit the freedom of businesses to make money as they see fit. This hostility toward
government often translates into a belief that supply and demand should govern
economic outcomes, or that these forces are so powerful that it is not a good idea to
stand in their way.

Most people, for instance, think it’s a good idea for the government to set a
minimum wage, a bottom limit to the amount employers must pay their workers for
an hour’s work. They think minimum wages contribute to fairness and reduce
poverty. (People disagree on what this minimum should be of course, but not as
often on the need for some minimum.) A high percentage—perhaps as many as
half—of economists, however, think there should be no such regulation of wages.
In their view, if a worker is willing to work for a very low wage and an employer is
willing to pay it, it would be unwise to interfere. The forces of supply (workers) and
demand (employers) for labor should determine wage rates, and nothing else.

Nevertheless, it is much too sweeping to claim that economics is ever and always
wedded to free markets. In situation after situation, economists are quite willing to
support government or other forms of intervention in order to protect the interests of
society from the actions of individuals in the marketplace. They do this because
they believe that markets often fail; in fact, much of economic theory consists of a
careful analysis of the causes and consequences of this failure. Economists are more
likely to support the ideal of a free market, but they are perfectly willing to
withdraw this support when markets misfire. We will see many examples of this
over the course of this text.
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1.3  Myth #3: Economics Is About “Economizing”—Holding
Down Costs

This is a case of language playing tricks on us. The common meaning of
economizing is to make do with less; it’s a term we’re all familiar with. It is
natural, then, to think that this has something to do with economics as well.
There is just enough truth to the idea to make it really insidious; economists, after
all, look for ways to cut unnecessary costs. But, as we will see, costs alone have no
meaning in economics—they matter only in the context of the benefits they make
possible. “No pain, no gain” is as relevant to economics as it is to anything else:
sometimes costs must be increased in order to take advantage of an opportunity.
This is true for a business considering an investment possibility, or a student
borrowing money to finance an education, or a country improving its infrastructure
to stimulate new increases in productivity. Sometimes economizing is highly
uneconomical.

There is another aspect to this myth that deserves mention. It is normal for
businesses and individuals to look for ways to cut their costs by shifting them to
others. Not every tax is paid or workplace injury reported; sometimes natural
resources that belong to the entire society, such as clean air and clean water, are
used without any compensation. When this happens, some people’s costs go down,
but not necessarily the full cost to society. Since the perspective of economics is
that of society as a whole, cost-shifting is not cost reduction at all. In other words,
individual economizing may not be the same as social economizing, quite apart
from the problem that benefits need to be considered as well as costs.

1.4  Myth #4: Economists Want to Increase the Amount
of Money Possessed by Individuals or Communities

Sometimes it looks this way. Economists often speak of the need for more eco-
nomic growth, measured as quantities of money. (At the time of this writing, the
most recent measurement of the size of the US economy is about 16 trillion dollars.)
Certainly on an individual level, we are often concerned with increasing our income
or savings. Isn’t the goal of economics just to do this for everyone at once?

The problem with this view is that it mistakes the value of something for the
units in which it is measured. Money in itself is meaningless: you can’t eat it or live
in it, and it provides just a tiny bit of heat if you burn it. The real value of money, of
course, lies in the things you can buy with it—and it is these things that economics
is concerned with, not money itself. The difference is important; as we will see, it is
possible for the amount of money that people have to go up even when the real
amount of “stuff” (actual goods and services) remains the same. (This is called
inflation.) Moreover, many important economic costs and benefits are not measured
in money at all. A worker who receives training on the job is receiving an important
benefit (as is also, perhaps, the employer), but this may not take a monetary form. A
business that pollutes the local water supply is generating a significant cost to
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society, but no money may change hands. Economics is concerned with “real” costs
and benefits in this larger sense, not simply with the sloshing of money back and
forth between people. Of course, flows of money are important and need to be kept
track of, but this is only one part of what economics is about.

1.5 Is Economics the Study of the Economy?

No. There is no single discipline or body of thought that studies the economy in all
its complexity. Economics studies certain aspects of the economy, and it studies
them in certain ways.

To see this, it helps to agree on what we mean by “the economy”. The concept is
actually rather fuzzy; in fact, for most of human history people did not have this
concept at all. The notion that some portion of our individual and collective lives
could be set aside and labeled “economic” is a modern invention. Without going
into the difficult theoretical issues that we would have to consider if we wanted an
exact definition, we can speak generally about three aspects of economic life:

Economic institutions. These are systems of organization that play a role in the
production, distribution or use of goods and services. Examples include
corporations, government agencies (especially those that regulate the economy),
markets (to be defined in Chap. 6), and families or other household groups (that
distribute goods among their members, produce important economic services
like child-rearing, and make decisions about who will provide what sort of labor
in the paid labor market). Institutions that play a role in the economy also play
other roles: they can be political or social institutions as well as economic ones.
There is thus an important overlap between “the economy” understood as a
system of institutions, and the other aspects of society. This is one reason
economic reality is so difficult to see from the vantage point of just one field
of study, such as economics.
Economic behavior. People and organizations engage in economic behavior
when they participate in the production, distribution or use of goods and
services. Some of this behavior takes the form of decision-making; other behav-
ior involves carrying out decisions. You may decide to take a job, for instance;
this act of choice is an example of economic behavior. So is the actual work you
do once you begin the job. You might go one step further, and say that anything
you do that affects your work, such as commuting choices or social connections
established with coworkers, is economic behavior too. If you take this wider
view (which is probably the most useful one), it is clear once again that much of
our life is simultaneously economic and something else.

Economic outcomes. Economies have results. Things get produced, and

resources are used in one way rather than another. People do certain types of

work and receive pay in return. Goods and services find their way to specific
consumers, who use them to greater or lesser advantage. The natural environ-
ment is preserved or degraded in the process. Health too is an economic
outcome, as is education, and even peoples’ choices over how many children
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to have, where to live, and how much time to devote to personal and community

activities are economic to a significant degree. Once more, there is no clear

dividing line between an economic outcome and an outcome that might be

looked at from some other perspective, such as the family or the political system.

The closer one looks, the clearer it is that “the economy” is not a distinct thing
walled off from the rest of life; it is really just one aspect of everything we are and
do. It is far too diffuse and complicated to be captured by any single body of
thought. Psychologists, sociologists, philosophers, geographers, political scientists,
ecologists—all these and more have something to say. But this raises the question,
what is the relationship between economics and the economy? If economics is not
specifically “the study of the economy”, what is it?

1.6 What Economics Is

There are two ways to describe what is distinctive about economics: it is a body of
thought and an organized profession. Both are crucial to what we will be exploring
in this book.

Economics is an intellectual tradition. It encompasses more than two centuries of
research and speculation, recorded in books, journal articles, government reports,
lectures, and other forms. This is a dynamic process, so new ideas do not simply sit
side-by-side with old ones; the old ideas are often revised or pushed aside. At any
point in time, economics is what economists of that era think and say. Some of this
will reflect long-standing beliefs, but much of it will be new. It is important to look
both backward and forward, to consider the roots of current doctrines but to keep
abreast with their continuing evolution.

In particular, as we will see, economics is organized around a few core ideas, and
these ideas distinguish it from other perspectives. Economists tend to be outcome-
oriented (ends justifying the means), concerned with a tightly defined conception of
efficiency, and disposed to thinking about the economy as a set of exchanges. Their
theory is narrow in some respects and quite sweeping in others, but it is different
from the theories you would find being discussed by practitioners of other social
sciences. One of the purposes of this book is to make these core ideas available to
you, the reader, so that you can make your own decisions concerning what is useful
about the economic approach.

At the same time, economics is a profession. It is organized politically, socio-
logically and, yes, economically. It maintains professional organizations which
help certify who is and is not a “real” economist. It organizes conferences and
learned books and journals, which determine what ideas will be disseminated
within the profession and to the larger public. It inhabits departments at colleges
and universities which hire, fire and promote academic economists, determining
which careers will prosper and which will be cut short. Finally, its leading
practitioners are often given top positions in business and government, where
their theories can be translated into action. While no academic specialty has as
much power as the “practical” professions, such as law or management, economics
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has more power than most. It is common to find that high-level politicians, officials,
and policy analysts rose through the ranks of the economics profession.

What this means is that economics is not just a way to think about reality; it is an
important part of that reality. Even when they are wrong in their judgments, what
economists think matters. As we will see, economists as a profession often adopt
positions that are very different from those of the majority of the population. This
adds to the visibility of economics within the political process. It would be difficult
to be an active citizen today without a critical understanding of economic
arguments.

From my experience, students are often disappointed by the study of economics.
They come into economics courses eager to learn about the economy, and instead
they are up to their ears in the abstract and often arcane theories of the economics
profession. I empathize with their plight, but I urge them to keep at it. Economics as
an approach to studying economic life has its shortcomings, but it has valuable
insights to offer too. It is sometimes necessary to slog through quite a bit of
preliminary explanation before these insights become apparent and are available
for use. Moreover, economics is itself an important part of the world it studies.
There is value to knowing where economists are coming from—or, as a famous
economist, Joan Robinson, once said, the reason to study economics is to avoid
being misled by economists.

Terms to Define

Economics vs the economy

Economics vs economizing

Cost shifting

Economic institutions

Economic behavior

Economic outcomes

Money vs “real” economic goods and services

Questions to Consider

1. Before entering this class, did you subscribe to any of the four myths identified
above?

2. Read through a recent comprehensive newspaper, such as The New York Times,
the Washington Post or, in other languages, Le Monde, Frankfurter Allgemeine
Zeitung or El Pais. How many economists are cited? In what contexts? What
opinions did they offer?



As we have just seen, economics is not just an open-ended study of the economy,
nor is it simply a collection of ideas and tools. It is an enterprise, with its own
particular history, structure and values. We have sketched some of this very briefly,
but we need to consider the economics enterprise in more depth before beginning
the actual study of economics. After all, it is the deeper purposes of economic
analysis that give meaning to the various definitions and models we will examine,
and these purposes are the product of many generations of teachers, writers and
researchers, each building on or reacting to the experiences of their predecessors.
What economic ideas mean cannot be separated from what they mean to those who
develop and use them.

In this chapter we will approach this problem from two directions. First we will
pay a visit to the England of Adam Smith and his contemporaries in order to see
what questions they were trying to answer when they set economics on its modern
path. As we will discover, the concerns of these “founding fathers” have cast a
shadow that still touches us today. But one difference between then and now cannot
be avoided: the early economists considered themselves practitioners of philoso-
phy, law, history and politics. They saw their main purpose as the persuasion of
their fellows toward a particular brand of policy and institution-building. Most
contemporary economists would call themselves scientists; their goal is to contrib-
ute to an expanding body of valid information and explanation. This entails a bit of
juggling, since they, like their forebears, also want to influence events. This raises
the difficult question of how to combine science and persuasion and even deeper
questions of regarding the relationship between the two. This may seem to be
something of a tangent, but how to draw the line between disinterested analysis
and judgments of value and desirability—indeed, whether there even is such a
line—will reappear frequently in the chapters to come. That’s why some introduc-
tory observations are in order. But first the history.

P. Dorman, Microeconomics, Springer Texts in Business and Economics, 9
DOI 10.1007/978-3-642-37434-0_2, © Springer-Verlag Berlin Heidelberg 2014
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2.1 The Historical Context

To a remarkable degree, economics (at least in the English-speaking world) is about
the merits of a single, simple answer to a question people have been asking for over
200 years. The question is whether the unprecedented power to change the world
wielded by modern economies can be allowed to operate free of any conscious,
overall control. The possible answer is that a system of generalized competition can
harness this power to socially beneficial ends. Economics has been mulling this
answer for centuries, wondering whether or not it is true.

The story behind this question takes us back to the first modern economy, that of
Great Britain in the eighteenth century. British society had deep roots in institutions
and practices going back to the middle ages. Its government was in the hands of a
landed aristocracy that could trace its lineage to the knights and noblemen of
ancient times. About 95 % of the population consisted of common farmers and
workmen, people with no political rights and few expectations of economic or
social advancement. The moral order was under the control of an established
church, which viewed its Christian doctrine as the basis for how life should be
lived, from the vagabond drifting from village to village on up to the king himself.

In economic terms, this medieval legacy was highly conservative. There was
little innovation from one generation to the next, much less from one year to the
next. Boys had an obligation to assume the occupations of their fathers, and girls
were raised to manage the same domestic responsibilities carried out by their
mothers. There were rules stipulating how different sorts of work were to be carried
out, how much sellers could charge for their products, what could be done with land
and other property. Everyone saw themselves enmeshed in a web of responsibility,
aware that the entire social order depended on this responsibility being fulfilled.
The purpose of life was to see to these responsibilities, which meant accepting one’s
role in the system. Of course, there were rebels, but rebels were suppressed, often
ruthlessly.

It is fair to say that, until the eighteenth century, most Britons lived and died in a
world that looked identical to the one in which they were born. Technology changed
gradually and hardly at all in the villages. Hardly anyone went from rags to riches or
back again. Beliefs and customs were stable and predictable.

The dominant worldview, shared by aristocrats and commoners alike, was one of
unequal reciprocity. No one could deny that some were rich and powerful and
others poor and without recourse. God, it was thought, had created the world this
way, and had assigned duties appropriate to each station. The poor owed their
obedience and steady effort. The rich were responsible for the welfare of those
beneath them; they were obligated to defend them in times of war, feed them during
poor harvests, and see to it that they were not taken advantage of due to weakness or
ignorance. (This last obligation was relative, of course, since the wealth of the
nobility could hardly have existed without exploitation of the common people.) The
great virtues espoused by the Church were loyalty and mercy.

This established order was increasingly shaken by events at all levels. On the
local level, some aristocrats began running their domains more like capitalist farms,
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designed to make as much money as possible, than feudal estates. In the cities,
merchants took advantage of improved trading opportunities to amass new
concentrations of wealth, and they used this wealth to secure a higher social status
that was formerly available only by birth. At the national level, England was
engulfed in a revolution during the 1640s, and the balance of power between king
and parliament shifted toward the latter 40 years later. But it was not until the
eighteenth century that the older order could be seen to be crumbling before the
eyes of contemporary observers.

The middle of the century witnessed the start of the “industrial revolution”. New
mechanized technologies appeared in textile production, coal mining and other
industries, and this had profound social effects. Entire occupations (like that of the
handloom weavers who supplemented their farming income with home production
of cloth) disappeared. New occupations, especially mill work, demanded labor, and
workers abandoned their ancestral homes to travel to the factories that were
beginning to emerge. The new enterprises multiplied new wealth, and the notion
that one should go through life simply carrying out inherited responsibilities
seemed too limiting. Why not venture to get ahead, to seize some of this new
wealth by starting a business, developing a new idea, or acquiring one of the new
productive skills commanding greater pay and prestige? A society regulated by
obligation was, within the space of just a few generations, mutating into an arena for
competing ambitions. Individualism was openly espoused by a new breed of
“romantic” artists and writers, calling for rebellion against the values of the church
and the other pillars of tradition. (You can see the conflict between individual
ambition and the traditional call to duty in the novels of Jane Austen. Rebellion
reaches its peak in poets like Shelley.)

If England was something of a European follower at the start of the seventeenth
century, behind more advanced regions of the continent in learning, the arts and the
level of economic prosperity, it was the undisputed leader of the world at the close
of the eighteenth. An explosion of production propelled England into the unprece-
dented position of global economic hegemony. Its manufactured goods undersold
local competition from Lisbon to Bombay. Its wealth was used to build the world’s
most powerful navy, which in turn made the British Empire second to none.
Travelers from other countries made their way to England to find out how this
island on the fringe of Europe, with its grim climate and relatively undistinguished
history, had conquered all comers.

But the English themselves were taken by surprise as well. How had such a
dramatic change occurred? What could explain the spectacular increase in wealth,
the ultimate source of the country’s military and political dominance? Was it a
particular natural resource, a characteristic of the population that made it more
productive, or were there institutions and policies that fostered economic progress?
And if it was the last of these, could these institutions be emulated, so that
prosperity could spread around the world?

At the same time, pride and satisfaction with British economic growth was
shadowed by a deep fear that this new era would come to a bad end. Children
were rebelling against their parents, the church had lost its unquestioned moral
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authority, and unbridled ambition had taken the place of duty to one’s community.
What would hold society together in the absence of duty? Would England descend
into Thomas Hobbes’ fearsome “war of all against all”? By what alchemy could the
lead of narrow self-interest be transmuted into the gold of social order? The
responsibilities inculcated by traditional morality were the only social glue England
had known; casting them off might make some people rich beyond their dreams, but
wasn’t there a price to be paid?

2.2 Adam Smith

Various answers were proposed to this question, but none could match the power
and sweep of the one offered by philosopher and legal theorist Adam Smith. Smith
was a leading figure in the “Scottish Enlightenment” of the mid-late eighteenth
century. (A group of brilliant Scotsmen were revolutionizing philosophy, politics
and science.) In 1759 he wrote The Theory of Moral Sentiments, a work arguing that
the general desire to protect one’s reputation, and the internalization of the views of
others as a form of sympathetic emotion, provide a sufficient basis for morality. A
world of individual ambition can be one of honesty and cooperation if a solid
reputation is the precondition for success. Better still, people may internalize the
imagined scrutiny of others, and this produces a sort of conscience. Once such
feelings have been implanted, upright behavior will continue even if no one else is
looking. A theory based on reputation within a fairly small community whose
members interact repeatedly is not a bad hypothesis for “well-born” residents of
Great Britain during this period. The number of noble and upper-class families
numbered only in the thousands, and word of foul play could get around. (We will
see later that a similar process, modeled by repeated game theory, applies
reasonably well to many situations in our own day.)

But Smith was not satisfied. The process of rapid economic development was
drawing in Englishmen (and Scotsmen) of all social classes. It was becoming
common for people in the course of their daily business to make transactions with
others they had never seen before and would likely never see again. Indeed,
international trade was beginning to play a more important role, and the ultimate
buyers of a good might have no idea who the original producer was, much less an
expectation of doing repeated business. And, in any event, the theory of conscience-
due-to-reputation had nothing in particular to say about why England’s economy
was growing so rapidly or whether such spontaneous and unregulated growth
should be left alone or placed under some form of control.

After many years of study and reflection, including a pivotal trip to France,
where he met with that country’s leading economic thinker, Francois Quesnay,
Smith unveiled a new approach in his major work, An Inquiry into the Wealth of
Nations, in 1776. (For economists, the start of the American Revolution is the
second most important event of that year.) This is one of the great achievements in
world literature, and it is well worth reading even today. Smith’s writing style is
lucid and often elegant; his blending of observation and reflection is masterful.
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(Smith’s work is in the public domain, and full-text versions can be found on the
Internet.) His argument is both simple and complex and not as easy to pigeonhole as
is sometimes believed.

For our purposes, Smith’s main point is that social order and prosperity alike are
the products of vigorous, free competition. It is competition that, according to
Smith, provides the incentives that power economic growth and that guarantee
that growth will be in accord with the public interest. Since all mainstream
economic theory since Smith has been concerned with these two claims, either
endorsing or denying them, it is essential to be completely clear on what they entail.

Smith argued that the traditional society of obligation and inherited status
cultivated unproductive attitudes on the part of rich and poor alike. If no one
could get ahead—if your status at birth was unalterable—there would be no reason
to work harder than anyone else. In such a world, good enough is good enough.
Moreover, without rewards for innovation and risk-taking, progress in technology
and business methods would be sporadic at best.

A competitive world would be quite different, he thought. Consider, for instance,
the role of land ownership. Under the old system, still partially in effect during
Smith’s lifetime, extensive land holdings were a perquisite of nobility. You were an
aristocrat because your family possessed a spread of land, and you possessed this
land because your family was aristocratic. As an aristocrat, your obligation was to
preserve this land and pass it on to future generations, so that the noble lineage
would continue unbroken. The productivity of the land was secondary.

Those without land, meanwhile, were unable to acquire it. If the land is tied up in
the hands of the aristocracy, then the common people can gain access only as
tenants. This means they would have less freedom to make changes in how the land
was being used, and any investments they might make, such as irrigation or
drainage, would be lost to them if their tenancy were ended. Of course, there is
no reason to suppose that hereditary aristocrats are any wiser in the ways of
agriculture than their best tenants, so enormous potential human resources—the
ingenuity of commoners—was simply lost to society.

Now consider the impact of the economic, social and legal changes taking place
in the seventeenth and eighteenth centuries. An enterprising landowner might
institute a change in crops or cultivation methods, even though this would lead to
tenant farmers losing their livelihoods—a violation of his duty under the old
system, but in many cases a step toward increased efficiency. Soon whole
communities were uprooted, with families migrating to the new industrial towns,
hoping to make ends meet by factory work. Lands open to everyone for grazing
livestock or hunting in the winter to survive the lean times could be turned into
private property, violating traditions extending back to the middle ages. A noble-
man could even sell the land outright, choosing to embrace the aristocracy of
money instead of feudal privilege and obligation. Modern property rights in land,
and a free-market approach to agriculture ended centuries of rural stagnation, but
they also exposed the majority of English country people to risks they had never
known before. The freedom of those with wealth and ambition to compete became
the necessity for all, however destitute, to compete as well.
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Like many of his compatriots, Adam Smith viewed these developments with
alarm, but he also felt that they were the only sure basis for England’s current and
future prosperity. Competition would be hard, he thought, but eventually it would
lead to new efficiencies, so that the lot of even the poorest would be better than in
the old days of ironclad tradition. Under the pressure of competition, people would
develop their skills, so that they could earn a better living and improve the well-
being of society at the same time. As more activities were put on a market basis, it
would be possible for a small number of very efficient operations to serve the entire
nation. Their efficiency would be based on a division of labor—breaking down
production into small operations and permitting workers to specialize in just one—
and achieving economies of scale. By breaking the chains of tradition, moreover,
the most creative and enterprising individuals, whatever level of society they might
come from, would be encouraged to bring about advances in technology. Competi-
tion would reward innovation, even while it separated the useful innovations from
the useless. Even the least skilled workers would gain from competition, because
their labor would be sought by a multitude of employers; if any paid lower wages or
made the work more disagreeable than the rest, they would fail to assemble a
workforce altogether.

Thus, for Smith, the problem—the spread of competition and self-seeking
throughout society, unbridled by traditional customs or morality—was also the
solution. It should be the policy of the government, he thought, to accelerate this
process, removing as quickly as possible all restrictions on the use of property and
all obligations inherited from the past.

The name for this new regime, as it appeared in the legal system, was freedom of
contract. The doctrine has two parts. First, it claims that consenting parties should
be free to negotiate any agreement they might agree to, whether or not outside
observers approve. Workers and employers should be free to agree on any set of
wages, hours and working conditions, unimpeded by regulations from government.
This means, of course, that there could be no minimum wage laws (or maximum
wage laws, as were common in pre-Smithian England, either), occupational safety
laws, restrictions on permissible hours of work, etc. If the owner and the worker
agree on terms, who should interfere? It would also mean the end to any regulation
of financial or commercial agreements, and for the same reasons. The second claim
was that no one should bear any obligation unless it was expressly agreed to, for
instance in a contract. Hence caveat emptor—*let the buyer beware”—because
sellers had no obligations to back up the quality of their wares unless buyers were
able to wrangle from them a formal agreement. Owners of inns would no longer
have the obligation to lodge and feed travelers; they could refuse service for any
reason or no reason at all. Landlords would have no obligations to tenants other than
those spelled out in contracts; without written protection people could be turned out
at a moment’s notice.

Freedom of contract was the legal form of the new free-market doctrine. It
converted every interaction under its domain into buying and selling, and it
permitted the markets it created to determine their own results. Of course, freedom
of contract was a theory and not a reality. It took generations of crusading by jurists,
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politicians and intellectuals like Smith to gradually undo the shackles of the
medieval system, and before the job was complete, demands for new types of
regulation arose—but this is a story for later. Nevertheless, freedom of contract,
and the free-market system it defined, provided a simple, powerful idea that many
influential Englishmen rallied around. This ideal, never fully implemented any-
where, is referred to as laissez-faire, from the French for “let people do whatever
they choose”.

Aside from his practical arguments, Smith made a political case for laissez-faire.
Imagine a “state of nature”, he says, a world without artificial rules inherited from
the past. People would soon begin to establish markets and trade with one another,
because it is human nature to do so. Without any edicts from on high, a complete
system of markets would emerge, and something like freedom of contract to sustain
it. Thus, laissez-faire is the “natural” state toward which all societies would
gravitate, were it not for the irrationalities of their own customs and laws inherited
from the past. It is enough to remove these fetters for laissez-faire to emerge of its
own accord. Moreover, Smith thought it was self-evident that freedom of contract
was freedom itself; he therefore referred to a free-market economy as the system of
“natural liberty”. This political argument has never left the stage, and supporters of
laissez-faire today are as likely to be moved by this vision of individual freedom as
they are by more pragmatic economic concerns.

The main point in all of this is that economics is not a pure product of the
intellect in the sense that, say, mathematics is. It has its origin in a specific time and
place, and it came forth to make the argument that a system of free markets could
surmount all the criticisms made of it. It could promote economic growth for the
entire nation and also rising incomes for all social classes. It would prevent abuses
through the discipline of competition, and it would achieve a more perfect morality
than all the preachings of the priests and professors. It would render most govern-
ment activities unnecessary and permit people to enjoy the maximum possible
extent of personal freedom. To be a “political economist” (that was the term) in
the generation following Adam Smith was to believe all this and to take it as a
personal mission to prove it to the world.

Smith was one of the most influential thinkers of his era. His contemporaries felt
he had demonstrated through examples and the force of reason that natural liberty
and laissez-faire were to government and society what Newton’s laws of motion
were to planets and apple orchards. Nevertheless, it gradually occurred to careful
readers that Smith had proved nothing. At crucial points in his argument he simply
assumes that certain arguments are true, because they sound reasonable to him and
he had the words to make them sound reasonable to others. Beginning with his
disciple, David Ricardo, economists began to find flaws in the Master’s intellectual
system. Eventually, it became clear that the case for laissez-faire, if it existed at all,
could not be universally applicable; it could only be true under certain conditions.
Modern economics, even to this day, is largely about the analysis of those
conditions, and the search for what to do if the conditions do not hold.
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2.3  Economics in Other Languages

Meanwhile, other traditions were beginning to take hold on the European continent,
and these should be noted, since they also contributed to the evolution of economic
thinking.

In France, the Revolution (1789) and its Napoleonic aftermath instigated a new
interest in the application of science to public affairs. A pivotal event was the
creation of a national engineering corps (Corps des Ponts et Chaussées), and a
national technical university (Ecole Polytechnique), with responsibility for roads,
bridges and other public works. The prestige of science was enormous, and many
political leaders and intellectuals expected that a new era was dawning in which
scientists and managers would organize all aspects of government and economy,
bringing the fruits of reason and efficiency to society as a whole.

In this environment, several mathematically-trained theorists, above all the
remarkable Augustin Cournot (1801-1877), worked on techniques to measure the
benefits of private and public projects and to organize the collection of economic
data. Cournot gave us the rudiments of formal supply-and-demand analysis and the
first intimations of game theory. The image that emerges from their work is not that
of the philosopher turning to practical affairs, like Adam Smith, but the dispassion-
ate physicist or chemist writing equations for how many carriages will use a bridge
using models derived from the natural sciences.

In principle, the models of Cournot and his contemporaries could be applied to
the broad social questions raised by Smith, Bentham and Ricardo, but they also
suggested, by their very precision, the perspective of the administrator who wants to
replace seat-of-the-pants guessing with disciplined evaluation. This in fact was the
actual use: the work of these post-Revolutionary French thinkers was not immedi-
ately recognized as “political economy”. It was taught to engineers and future
managers, creating a tradition of professionalized planning that was one of France’s
contributions to nineteenth century culture. Nevertheless, the spirit of this work
lives on today at the heart of economics. Much of the theorizing and number-
crunching economists do is still primarily for the purpose of designing programs,
forecasting costs and benefits, and anticipating market responses.

Later in the nineteenth century, during the period leading up to and then
following German unification (1871), a series of economists and historians emerged
in that country with a quite different problem to place on the agenda: what sorts of
institutions allow for sustained, long-run economic growth, and how does growth
alter them in turn? Why have some countries jumped on the growth track, while
others have remained stagnant? And why do some countries seem to burn them-
selves out, going through a phase of growth and then falling back?

The most prominent of these thinkers was Max Weber (1864—1920); typical
issues for him were the role of accounting in the early development of capitalism,
the role of religious belief, and the rise of bureaucratic forms of organization. Other
practitioners of the “German Historical School” examined labor markets and the
way job skills were passed down and acquired, the role of geography (an interest
that goes back to Humboldt, the early nineteenth century explorer and author, in
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fact), and systems of land tenure. In the final decades of the nineteenth century,
German economists also specialized in the use of economic research for social
reform. They provided analysis that made for more effective legislation, as well as
statistical methods for evaluating how well the reforms were working.

This perspective migrated across the Atlantic, where it appeared as “Institutional
Economics” and flourished during the first half of the twentieth century. (The
American Economic Association, the main professional organization for
economists in the US, was founded in 1885 by institutionalists.) Institutionalism
along these lines has almost disappeared from the profession, however, and one is
more likely to find followers of Weber and his ilk in sociology or political science
departments in modern American universities. Nevertheless, the questions have
never gone away, and there has been a resurgence of interest in them, now based on
techniques from game theory and regression analysis in statistics. In particular, the
field of development economics—the study of economic growth and change, or
sometimes the lack of it, in poorer regions of the world—is deeply influenced by
this long tradition of thinking about institutions. We will return to institutional
questions in considerable detail later in this book. Meanwhile, policy analysis—the
use of economics to assess public policy options—is now a component of main-
stream economics everywhere.

Pulling these strands together, you should see economics as the product of many
ideas originating from many places—but the biggest piece is still the one first laid
by Adam Smith in 1776. In the confrontation with the sweeping vision of an
Invisible Hand, much of the theory you are about to encounter was conjured up.

24  Economics Today: In the Image of Science

A careful reader might be somewhat perplexed at this point. The invisible hand
argument, and the larger questions of liberty, social benefit and social order that it
attempts to answer, seem more like the stuff of philosophy than science. It is fine for
people to talk about “natural liberty” and the “interests of society”, but what place
can such concepts occupy in a field of study like economics that aspires to a precise,
testable account of how economies operate?

Whether, and in what way, economics can be regarded as a science depends, of
course, on what you think a science is. In this second part of the chapter we will
consider how economists have thought about this problem, even as they continued
to wrestle with the legacy of Smith and freedom of contract.

To begin with, we need an idea of what we mean by “science”. A good place to
start is with the view held by most economists, since this influences how they do
their work, whether justifiably or not. It is probably fair to say that, according to this
view, science is the practice of adding, piece by piece, bits of information to the pile
of society’s “correct” understanding. The sequence involved is thought to go
something like this:

First, we begin with an understanding inherited from the past. Earlier
generations groped toward a practice of science, and they succeeded in creating a
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body of knowledge. But the knowledge they have passed on to us is incomplete and
even inconsistent, and in any event the world keeps changing, so old ideas may no
longer be relevant; hence the need for continuing research. The second step is the
formulation of a hypothesis, an informed guess about what may be true concerning
some aspect of the world. Hypotheses do not come out of thin air; they are
deductions from or extensions of the wisdom passed on to us by previous
generations of scientists. That is, we should identify that part of past knowledge
that we believe to be correct, such that any new truth we discover in the future will
have to be broadly consistent with it, and use it to devise new hypotheses. The third
step is the experiment. This can take many forms, but usually involves either a
logical test, such as the construction of a mathematical model, or an empirical one,
such as a statistical analysis. Hypotheses that fail such tests are discarded; those that
pass are placed before the profession in the form of articles in learned journals.
(Books are assumed to play a smaller role in the process, because hypotheses are
proposed and tested one at a time, and books because of their length usually juggle a
great many hypotheses at once. As you advance in economics you read fewer books
and more journal articles.) This begins a fourth stage, in which other researchers
may try to find unnoticed problems with the hypothesis, perhaps subjecting it to
new tests—new models or sources of data. Only if a hypothesis survives this
scrutiny is it anointed with the blessing of science: it can now be added to the
repository of accepted truth that the next round of research can take as a starting
point. This sequence is sometimes called “the scientific method”. The vast majority
of economists think this is the way all sciences work, and they seek to emulate the
process in their own discipline.

But there are academic specialties, based in disciplines like history, sociology
and philosophy, that study in a rigorous way how actual sciences function. These
researchers, drawing on theories of knowledge creation and validation, as well as
historical studies of scientific advance, offer a much more complicated account. In
fact, it would be more accurate to say that they offer /ots of accounts that differ in
many ways. It’s a fascinating topic, but well beyond the scope of this text. For us,
it’s enough to explore a few common themes that are particularly relevant to
economics.

The first big question is, what do sciences try to do? What is this “knowledge”
that they try to build up? Is an equation knowledge? A specimen in a natural history
collection? A speculation about the origins of time? The short answer is that
different sciences produce different kinds of knowledge. Mathematics produces
theorems and proofs. Physics does too, but it also conducts experiments that attempt
to measure the quantitative dimensions of physical entities and forces. Chemistry is
a bit like physics, but with more cataloging of knowledge about different chemical
substances. On the other hand, some sciences, like geology, are mostly descriptive,
pulling together lots of “small” theories about specific questions rather than a single
“big” theory, and have somewhat less predictive power. (True, plate tectonics is a
very big theory, but most matters of interest to geologists are not directly deducible
from it, at least not through pure theory.) Very loosely, what they all have in
common is that they try to answer the “why” and “how” of natural phenomena
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with materialistic explanations: they appeal to mechanisms that can be measured
and observed (sometimes indirectly with complicated apparatuses) to explain why
the world is the way it is.

Economics follows this pattern, up to a point. As we will see, economists
propose a grand theory about human behavior in market or market-like situations
that they hope can explain the world we live in. It is an open question, however,
whether this theory is materialistic—observable and measurable—in the sense that
the natural sciences are. Some of the fundamental forces invoked by economists
will turn out to be psychological and invisible, assumptions about preferences
people have for the things they buy and sell, so that attention tends to shift from
processes, the mechanisms that explain economic events, to outcomes. In other
words, economists put a lot of effort into testing hypotheses about which outcomes
are likely to occur, rather than what mechanisms operate to produce these
outcomes. (It is possible that this generalization will be obsolete in a few years, if
the role of behavioral economics, which is based on observable aspects of psycho-
logical and social influences, becomes more prominent.) This is rather different
from the usual approach of science. Maybe we should say that economics resembles
an applied field, like medicine. Medical researchers perform trials to see whether a
drug will treat an illness, and if the outcomes are positive, the drug will be
prescribed even if the profession is unsure about the precise reason for its success.
Economic policies may not be so different.

But that raises a second question: what constitutes “success” for experimental
testing, whether of theories or pharmaceuticals? How certain does a scientific or
professional field have to be before it puts its stamp of approval on a result and adds
it to the storehouse of “known” facts? And what is the tradeoff between high
standards of believability and the need for practicality?

We have a framework for thinking about this problem that makes it much easier
to analyze—in fact, this is one of the most useful frameworks you can have for
thinking about almost any question in a rational way, so take note. In any situation
of uncertainty, when we propose a hypothesis, a course of action, a solution—
anything—there are two ways we can go wrong. The first is Type I Error, the risk
of thinking something is true when it is not; the second is Type II Error, the risk of
not thinking it is true when it really is. The first is often referred to as the risk of a
“false positive”, where “positive” signifies that you think there is a basis for
accepting a proposition, and the second is the risk of a “false negative”, where
“negative” means you think there is a reason to reject a proposition.

Here’s an example. Suppose we want to know whether a particular pharmaceu-
tical will speed up recovery from certain strains of influenza. We conduct a test on
200 people who have this disease, giving half of them the experimental treatment
and the other half a placebo. (A placebo is something that looks the same as the
treatment to the patient, but is neutral.) We find that, on average, the individuals
who were given the treatment recover a bit sooner. We are not completely sure the
drug is effective, however, because there is natural variability in how people
recover, and it is within the realm of possibility that the treated half would have
bounced back faster in any case. In this example, Type I Error would arise if we
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conclude that the medicine works, but in reality it doesn’t—all we saw was random
noise. We can eliminate this type of error completely by concluding that the
medicine doesn’t work, but in that case we are at risk of Type II Error if it actually
does. It is easy to see that there is no avoiding the risk of some kind of error; we can
choose only which kind we would rather live with.

Economists face this same conundrum. For instance, there are demands in
several countries to raise the statutory minimum wage. What effect should we
expect this to have on unemployment rates? Would unemployment go up, down or
remain about the same? Research on this topic is inconclusive, and of course the
answer will probably differ from one country or even region to another. It may also
depend on how much the minimum wage is raised as well as the broader economic
context. Suppose we rephrase the question in a simple yes-no fashion, for instance
“Will an increase in the minimum wage in this location at this time result in an
increase in unemployment?” An economist might say the answer is yes, but if she is
wrong it’s a Type I error. Or she can say that she doesn’t think this will happen, and
she could be wrong about that too: Type II. To study a problem and propose an
explanation or prediction is to expose yourself to the risk of being wrong in one way
or the other.

All of us go through life making judgments under cloudy circumstances. We
think it’s going to rain, so we leave the bike at home. We think the exam will be
easy, so we study less. We think the party will be fun, so we accept the invitation.
Or we take the bike, study more, and pass up the party. Either way, we face the
unavoidable risk of either thinking something will happen when it won’t, or vice
versa.

In their day jobs, scientists take an extreme position on the question of risk: they
minimize to the fullest possible extent the risk of Type I error, no matter how great
the risk of Type II error. Science rests on the fundamental distinction between those
things you know with virtual certainty and everything else. What we call “the
scientific method” is actually a set of procedures for minimizing Type I error. This
means things like validating all the equipment you use in an experiment,
documenting each step, setting up the experiment to minimize the possibility that
extraneous factors will interfere, and using very conservative statistical rules (low
threshold p-values) to determine whether measured effects are “significant”. Of
course, given this obsession, scientists also want to reduce the risk of Type II error
whenever it’s also possible; the best-designed (most “powerful”’) experiment is one
that has low risk of either kind of error. But there is no doubt which risk will be
taken if there is any choice in the matter. In “real” sciences, committing Type I
error—announcing to the world that you’ve discovered something, when in fact you
haven’t—is a very serious breach and can even be career-ending. Type II error—
failing to identify a result that you’ve actually uncovered—means passing up an
opportunity for success, but little more.

This is why it is reasonable to think of science as a process of accumulating bits
of true knowledge, so that over time the explanatory power of science goes up and
not down. When you think about it, there are no other social institutions that have
this characteristic. Today’s music is not necessarily better than yesterday’s (just ask
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any of us older folks), nor are today’s politicians better than those of the past, but
today’s science is better. The bias toward minimizing Type I error may slow down
the progress of knowledge, but it also ensures that change really is progress.

The reason for stressing the role of Type I error minimization in science is that
economists don’t practice it. There are reasons for this, honorable and not-so-
honorable. On the honorable side is the fact that economics is never far from policy,
and in the pragmatic world of policy a single-minded approach to error, always
minimizing one type at the expense of the other, is inadvisable. Consider again the
issue of raising the minimum wage. From a scientific point of view, one should not
take a position unless there is a very high degree of likelihood that the position is
correct. This means our hypothetical economist should not predict an unemploy-
ment effect unless she is very, very certain of it. But in the real world, there are costs
to making mistakes on both sides. If she says the increase will have no effect and it
does, real people have to shoulder the consequences. A sensible approach would
take into account how severe are the social costs of unemployment compared to the
social costs of low wages, as well as the likely effects of a policy on both of them. In
a policy field like economics there is risk on all sides, and one must try to find a
practical balance. This is one reason economics is not “science”.

Another reason is that, since economies are so complicated, and we keep finding
ourselves in new situations that prevent us from simply extrapolating lessons from
the past, tests of economic hypotheses are often of very low power. That is, they
have lots of Type I and Type Il error. If we adopt the conservatism of other sciences
and only accept propositions that have extremely low risk of Type I error, we won’t
have much economic knowledge at all. There is no real alternative to setting looser
standards.

On the less honorable side, we can mention that economists are often attached to
their theories for personal or ideological reasons. A researcher’s career can depend
on the combat between ideas, so it is natural for economists to hang onto their
positions until they are absolutely untenable. This is equivalent to saying that only
an extremely large risk of Type I error is sufficient to make them change their
minds. Also, economics is closely tied to political and financial interests: economic
theories lead to economic policies from which some benefit and others lose. This
too can muddy the waters and lead to too much credence in claims supported by too
little evidence.

Be aware, however, that these generalizations about economics and its status, or
non-status, as a science are just that, generalizations. Economics is an enormous
field with a large number of practitioners. Some branches of economics are fairly
close to scientific standards, and some economists are more assiduous than others
about evaluating the evidence.

Meanwhile, we still have a large unresolved issue from our discussion of Adam
Smith: what about the rather nebulous character of the invisible hand claim? How
can there be a precise and at least somewhat scientific discipline that throws around
terms like “best for society”? To put this question in a more modern context, it is
first useful to make the distinction between positive and normative statements.
Positive statements are those which describe, explain or predict. They may be true
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or false, but in principle they have the potential to be verified against the facts.
Normative statements are those which express preferences; they are often marked
by words like “should” and “better”. In principle, normative statements cannot be
held to a narrow factual standard, since personal values are partially independent of
facts. (I cannot “prove” that your values are wrong.) Nevertheless, as we will see,
fact and value are not completely separate domains either.

Much of economics is strictly positive in the sense above. Economists, for
instance, have tools to predict how putting a tax on a product will affect its price.
Will producers pass most of the tax along to consumers, or will they have to
swallow most of it themselves? If the tax was introduced in the past and we already
know how it turned out, these tools can provide a description of the process and an
explanation for why it occurred. If we are thinking about instituting this tax in the
future, the tools will help us anticipate its effects. This does not mean, of course,
that the tools never fail, only that the job set for them is either a description of
events, an explanation for them or a prediction of the future.

A very large portion of economics, however, is normative. Economics, as we
will see in much greater detail in Chaps. 4 and 6, has an elaborate theory of when
people are better or worse off. This rests on a set of assumptions about human
psychology and what it means to be better off that can’t be based solely on factual
evidence, but once these assumptions are accepted it is possible to analyze well-
being in an extremely precise way. This is the domain of “welfare economics”,
where welfare refers not to a government program, but to the study of well-being.

As you would expect, welfare economics is also where economists come to grips
with the invisible hand argument: what it means, why it might or might not hold,
and what conditions need to be satisfied for it to operate. Economists use these same
concepts to analyze whether particular policies add to or detract from overall social
welfare. Are the benefits from regulating a particular food additive greater than the
costs? Would breaking up a particular monopoly make consumers better off?
Would there be benefits to eliminating tariffs on agricultural goods, and if so,
how large would they be? Proposing answers to questions like these is the bread-
and-butter of most policy-oriented economists, especially in the realm of micro-
economics. Their work shows it is possible to be extremely analytical and precise
about matters of value—provided you begin with shared assumptions about what
“value” means. Because of the importance of the welfare dimension of economics,
Chap. 6 is entirely built around specifying and exploring its assumptions and
implications.

Of course, people do not all agree on what constitutes value, and this raises an
important issue: by predicating their work on one particular notion of what societies
should strive for, are economists implicitly supporting one political ideology over
the others? Is economics intrinsically “liberal” or “conservative”, tilting left or
tilting right? Does it tend to support the rich at the expense of the poor, or vice
versa? How can one possibly take a position on economic policy, or the invisible
hand as a general philosophy of how economies should be organized, without being
tainted by ideology? To probe the matter further, we need some help from theories
that have been developed to explain interplay between what people believe and
where their interests lie.
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The modern theory of this relationship begins with Karl Marx, the nineteenth
century socialist thinker. Marx argued that cultural and intellectual factors were not
the cause of historical change; rather, it was the material facts of history—the
development of economic life—that provided the basis for science, religion, philoso-
phy and other “mental” conceptions. Beyond this, he had a particular theory of
economic development, in which all known societies, beyond the most primitive,
are divided into a large class that produces most of the wealth through its labor and a
small class that commands a “surplus” portion of that wealth for its own use—the
exploited and the exploiters. Very simply put, the primacy of economic life over the
life of ideas translates into the claim that each class is likely to hold beliefs that justify
its particular interests. Each will see its own particular class interest as universal, the
ideal that all would agree on if they only understood. He attached the word “ideol-
ogy” to this interest-based set of beliefs. For Marx, the notion that God created the
world pretty much as we find it was part of the ideology of the Middle Ages of
European Christendom. It was believed by the ruling orders because it justified their
position of wealth and power vis-a-vis the peasants under their command. When the
peasants gained an awareness of their very different interests, they rejected this
theology and replaced it with another, under which a social upheaval was required
to achieve a second coming of Christ. Similarly, the wealthiest elites in the modern
capitalist order adhere to an ideology in which making profits through business
investment is natural and desirable; they believe this because it is in their interest
to do so. (In other words, economics is capitalist ideology!)

Subsequent generations of thinkers have been intrigued by this Marxist formula-
tion but also troubled by its limitations. The historical record is not nearly as clear as
Marx would have it. Changes in ideas often preceded the economic changes that Marx
pointed to as the true motor force, and the relationship between interest and belief is
not so mechanical as the Marxist theory suggests. (Among other things, it doesn’t
explain Marx’ own ideas, or those of his close collaborator Friedrich Engels, who was
himself a factory owner.) The simple division of society into a few economic classes
is, at best, overly simplistic, and we now recognize that there are many other bases for
difference in interest in society: ethnic and racial divisions, gender hierarchy, national
groupings, affiliations according to particular activities or beliefs. (Claus Offe, a
German post-Marxist, has said that, in the modern world, a worker and a capitalist,
both of whom own boats and like to go sailing, have more in common than two
workers or two capitalists, one of whom has a boat and the other not.)

What these complications suggest is that an a priori theory of who is likely to
believe what will not get us very far. Instead, a field of study has emerged called
political sociology (which incorporates an older field called “the sociology of
knowledge”). Practitioners of this field do research on the social factors that explain
why different beliefs are common among different groups. They find that interests
do play an important role, but not in a mechanical fashion. Ideas have logical
connections to each other, and these may exert a force that contradicts simple
economic interest. For instance, if business owners believe that a free-market
system is socially desirable, this may commit them to particular policies, such as
the freedom of workers to quit their jobs whenever they want, that fly in the face of
their immediate interests. Also, business owners may have deep religious beliefs, or
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they may value outdoor activities and be environmentalists. We can’t say who will
believe what without first studying the evidence.

Despite the complexity of modern versions of the theory of ideology, one useful
generalization can be made. The life situations people find themselves in typically
pose particular kinds of problems, and people have a tendency to favor ways of
thinking that help them solve these problems. This is similar to the idea expressed
by the adage that, to a hammer, most of the world looks like a nail.

In the context of economics, this insight suggests that much of the disagreement
over how the economy works can be traced to the different problems that seem
important to different people. As we will see, for instance, inflation is a serious
problem for holders of financial wealth, and many economists have devoted their
lives to understanding the factors that make inflation more likely. Their particular
views on inflation are not simple reflections of their or anyone else’s interest in
stable prices, but the intellectual framework that is useful for limiting the risk of
inflation is not necessarily best for, say, combating unemployment or promoting
economic growth. The same can be said for “competition”. This concept plays a
central role in explaining the openness of the system to new business formation, or
the ability of existing businesses to change their markets or operating strategy.
These are important problems which actual and potential business owners or
managers have to solve every day. Labor unions, on the other hand, are in the
business of suppressing competition among their members; competition is a prob-
lem they try to solve.

I doubt that this generalization can be carried very far. Often, what is attractive
about a particular economic analysis has little to do with its direct problem-solving
potential. The conceptual “fit” between economic theories and philosophical or
political biases may be more important overall. Nevertheless, in the spirit of critical
analysis, you should keep the potential for ideological influence in the back of your
mind. Think about what problems particular theories seem to address, who tends to
face such problems, and what other approaches might make sense to other groups in
society whose problems are not the same. Above all, ask these questions of
yourself: why do you gravitate toward some ideas and away from others?

The Main Points

1. England became the world’s fastest-growing economy in the eighteenth century.
At the same time, the traditional constraints of custom and religion were being
shed, and Britons wondered what new force could or should control the vast
economic powers being unleashed. Adam Smith’s answer was that the force of
competition, along with standards of behavior based on reputation and mutual
respect, was a sufficient basis for organizing economic life. He argued that
giving individuals maximum freedom to conduct business, whether as owners,
workers or consumers, would result in the most prosperity—not only for
England, but also for all other countries. This view is summed up in the
expression “the invisible hand”.

2. Intellectual currents in other countries also contributed to the emergence
of economics. In France, planners and engineers developed methods for
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calculating the economic benefits of public projects. German thinkers in the
nineteenth century stressed the role of institutions in channeling economic life,
ideas that continue to influence studies of economic development in the long run.

3. Contemporary economics presents itself as a science, understood as the accu-
mulation of empirically tested hypotheses derived from a consistent body of
theory. Nevertheless, economics does not prioritize minimization of Type I error
(false positives) over Type II error (false negatives) as most true sciences do. To
some extent, this can be attributed to the greater practical urgency of economic
research: governments, businesses and civil society look to economics for advice
on problems that cannot wait for the slow, skeptical progress of science. The
result, however, is that much less confidence can be placed on economic doctrine
than the bodies of knowledge found in chemistry, biology and other “hard”
sciences.

4. Economics is also subject to ideological influence in a way that the natural
sciences are not. This need not be fatal, however, since ideology is about
why people believe one thing rather than another (the relationship between
beliefs and interests), and not whether their beliefs are correct. Economists can
also reduce the impact of ideology by distinguishing between positive and
normative concepts, although there remains some overlap between the two.
Ultimately, it is not possible to fully rise above ideological pressures, but
economic analysis can increase our understanding of the effects of economic
policies and institutions, especially if we keep the potential for bias clearly
in mind.

Terms to Define

Caveat emptor

Division of labor

Economies of scale

Freedom of contract

Ideology

Invisible hand argument
Laissez-faire

Positive vs normative statements
Type | versus Type Il error
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Questions to Consider

. Economic life is about who does what kind of work, what goods and services are
produced, how the methods of production are determined, and how goods find
their way to those who want to acquire or use them. We have seen that many of
these things were decided in a traditional way in England prior to the Industrial
Revolution. Can you think of similar examples of traditionalism at work in the
modern economy?

. Do we still have a “social order problem” today? What are the main indicators
that we do or do not? If we do, is greater competition (as in Adam Smith’s
theory) part of the problem, part of the solution, or both? Be as specific as you
can about particular economic and social issues.

. In 1960 a group of black students from the Greensboro campus of the University
of North Carolina “sat in” at a drug store lunch counter. They deliberately went
to a business that they knew would discriminate against them and when asked to
leave, they stayed in their seats. The owners called the police, and the students
were arrested. In response to events like this, the federal government eventually
passed a series of civil rights laws that prohibited business owners from refusing
to serve people because of race or certain other factors. Explain how these laws
violate the principle of freedom of contract. What force did Adam Smith expect
to regulate the social behavior of freely contracting businesses? Do you think
this force was insufficient in a situation like Greensboro’s? Are there some
freedoms business owners should not have in any case?

. Most geologists today believe that the earth is covered with plates (large pieces
of its surface) that slowly separate and collide. If they are right, then nearly all
geologists prior to the 1960s, when plate theory gained acceptance, were at least
partly wrong about how the earth’s crust was formed. Does this mean that their
work was less “scientific”? What criteria are you using for “science” when you
answer this question?

. Economists spend more time talking about the positive-normative distinction
than chemists. Why?

. Is there any reason to suspect that ideological factors played a role in the
development and rapid acceptance of Adam Smith’s theory of free competition?
Does your answer imply that his theory is less or more successful in explaining
how economies work?



Economics is not sociology, psychology or politics, but it relies on assumptions
about society, mental and emotional processes, and the political and legal environ-
ment. Until recently, however, these assumptions didn’t come from the other
disciplines which take them as their fields of study; instead, they were largely
inherited from the eighteenth century worldview out of which Adam Smith and his
followers fashioned their early renditions of economic theory. That is to say, they
reflected the prejudices of the Enlightenment in England around the time of the
American revolution. They are rationalist, individualist and concerned with subdu-
ing nature for the greater benefit of civilization. In this chapter we will look
carefully at several of the most important conceptual building blocks, explaining
exactly how they appear in modern economics and subjecting them to critical
scrutiny.

3.1 Choice and Exchange: Metaphors for Economic Life

Think about a day in the life of anyone taking part in an economic system—a day in

your life, perhaps. A list of economic activities might include:

¢ which consumer goods, like toothpaste or breakfast food, you use, and how
much

e which household goods you use, and which you leave for others in your
household

e commuting to work and getting there on time (or not)

» working

¢ studying and attending classes

* paying bills

» shopping

* housecleaning

* raising children

P. Dorman, Microeconomics, Springer Texts in Business and Economics, 27
DOI 10.1007/978-3-642-37434-0_3, © Springer-Verlag Berlin Heidelberg 2014



28 3 Four Building Blocks of Economic Theory

¢ borrowing money or buying financial assets as investments

e quitting old or accepting new employment

e searching for goods, jobs, housing or other items, without necessarily buying,
renting, enrolling, etc.

All of these activities are economic in the sense that they involve the production,
distribution or use of goods and services. If we added up this entire list for everyone
in our society, the sum would look very much like “the economy” as a whole.

This is how the real world is, but so many qualitative differences make it impossi-
ble to do the sort of systematic analysis economics aims at. Somehow, we must
simplify. There are many ways to do it, but economics selects just one: it treats
every form of economic activity as a choice, and every economic interaction between
people as an exchange. These are such shocking simplifications, with such profound
implications for all that follows, that we need to examine them very carefully.

Choice and exchange in their economic usages are metaphors. A metaphor
draws our attention to some aspects of a complex phenomenon by referring to
something else that shares them. For instance, one famous metaphor is: Time is a
river that flows endlessly through space. Time is a difficult concept to wrap one’s
mind around, but this metaphor does help somewhat. It points to the one-way
movement of time as we experience it, and the water imagery reminds us that
time can “carry” things along with it. On the other hand, time is not at all a river in
other respects, nor is a river time. Time is not made up of a physical substance the
way rivers are made up of water. Moreover, rivers can be dammed or even have
their direction of flow reversed; try that with time! The point is that metaphors are
helpful as long as we remember their limitations.

What about the metaphors used in economics? First consider choice. Much of
what we do in the economy does involve choosing: we choose where to work,
where to live, and paper or plastic in the check-out line. No doubt many of the
choices we make are unconscious, but it might not be too far off the mark to think
about them as if they were conscious and “rational” as we will describe in the
following section. Nevertheless, the metaphor of choice can be misleading in some
instances. There are two reasons for this.

First, many of the actions we undertake are governed by a process very different
from conscious choice. In fact, quite often choices are made for us by others. Many
goods are consumed institutionally, for example, such as lunch offerings in a work
or school cafeteria. Often one member of the household purchases goods for other
members. We are also subject to pressure, sometimes intense pressure, from people
we are close to over questions like employment, major purchases, etc. In some cases
the pressure comes from society in general, through judgments of what is fashion-
able or signals high or low prestige. In these cases, treating an economic decision as
if it were a free individual choice may be a mistake. We will discuss this problem in
greater detail in the chapter on consumption.

Second, many activities are not choices at all. You can choose whether to buy
white or red potatoes, but cooking the potatoes is an act of (household) production,
not a choice. Working, doing the actual tasks that make up a job, is not choosing; it
is working. Spending days or weeks searching for a new house is not making a
choice; it’s doing a search. Of course, subject to the qualification we made in the
previous paragraph, all these activities lead up to or follow from a choice. In other
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words, what the metaphor of choice is telling us is that what is deemed important
about any economic activity is the element of choice connected to it. This is a
simplification of great power, because it enables us to make general statements that
apply to the many aspects of life through their common element of choice, but it
downplays the economic importance of the non-choice element. For example, as we
will see, economists until recently have reduced the experience of work to the
moments at which a worker chooses to begin or quit a job. Other aspects of work
entered in only to the extent that they provide information used in making this
choice. Real jobs, however, are usually social situations in which individuals
interact continuously; they have communication and power structures that play an
important role in both the productivity of work and its impact on the worker. To use
the metaphor of choice is to direct attention to the discrete moments in which
workers decide whether to join or quit; it directs attention away from the ongoing
interactions on the job.

Now consider the other metaphor, exchange. This one is, if anything, more
elusive. In the view of economics, the market is the primary mechanism that
governs economic life, and markets are the place where buyers and sellers exchange
with one another. We think we know what an exchange is: I have something you
want, you have something [ want, and we exchange with each other. If it is a freely
chosen exchange, each of us will be at least as well off as before, and at least one of
us (the one who initiated the exchange) will be better off. Add that up over millions
upon millions of exchanges each day in a large country like the United States, and
you appear to have a recipe for continuous economic improvement. In addition,
exchange has the added benefit of being fairly simple in structure and therefore not
too difficult to analyze. A provides B with something; B provides A with something
else. It happens in an instant, and then it’s over. It can be fully described by listing
the parties to the exchange, what they provided each other, and the exact place and
time the exchange took place. As you might expect, it is easy to translate this into
the language of mathematics.

The preceding discussion of choice should have already alerted you to a poten-
tial drawback with exchange as a metaphor for economic relationships: economic
interactions can take place before or after moments of exchange, and something
important is lost if we don’t incorporate them. This is true of work relationships,
household relationships, landlord-tenant relationships, and so on. A more complete
economics (which doesn’t really exist yet) would combine the aspect of exchange
with the institutional, cultural and social structures that bring people together in
economic life.

There is additional wrinkle, however. The simple model of exchange, instanta-
neous and unambiguous, is not characteristic even of most transactions economists
call exchange. How can this be? I believe that here, as in so many other areas, the
root of confusion can be found in language. We use the same word, exchange, to
refer to many different types of transactions, similar in some respects but different
in others. An exchange of the simplest type is a simultaneous trade of one good for
another that completely exhausts the transaction. But most real-world transactions
differ at least a little from this stylized type, either because they take place over a
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substantial period of time, or because the terms of the exchange are not simple
“things” that can pass from one hand to another, or both.

Consider, for instance, the employment relationship. Economics speaks of labor
markets, in which workers sell their labor, firms purchase it, and the two parties
agree on the price (wage). But what do workers actually sell? They can’t sell their
labor in the sense of divesting themselves of it, since it is inseparable from them. In
a sense, they are selling a promise to submit to the authority of the employer, but
this is hardly an open-ended promise, and should they violate it there is usually no
recourse for the employer other than severing the contract. But more fundamen-
tally, how can any human being sell his or her own future submission? At each
instant in time we remain not only capable of choice, but forced to choose what to
do with ourselves. Whatever the formal trappings, short of selling oneself into
slavery there is no way a worker can suppress his or her future freedom of choice in
return for money. Of course, employment contracts are based on this fiction, and
because they are people normally try to adhere to them as best they can. For our
purposes, it is enough to point out that it is simply impossible to swap today’s
money for tomorrow’s obedience in the same way we might swap used paperbacks
in an instantaneous exchange at a flea market.

You might think that at least consumer markets display the simpler form of
simultaneous exchange. In a sense they do, but in another sense they don’t.
Certainly something like an instantaneous exchange occurs when a good, like a
pair of blue jeans, exchanges for money at a precise moment in time at a store’s cash
register, but there are aspects to this transaction that linger on into the future. On a
mundane level, the consumer has the option of returning the blue jeans under
certain conditions, voiding the sale, and the store owner faces the possibility that
a check might not clear. Beyond this, however, more subtle maneuvering may be
taking place. Most consumer goods like blue jeans are now branded; they are sold
under a well-known brand name as part of a larger strategy to increase the sales of
the brand in a variety of markets. Each purchase is a moment in a larger effort on the
part of the brand to expand its share; so the price might be set, for example, to
influence future behavior and not simply to make money at one point in time. To
treat the transaction as if it were a single disconnected moment might be to miss the
forces that really determine what goods are offered to the market at what prices.

For another example, consider an individual who takes out a loan from a bank in
order to start a business. There is a sense in which the making of such a loan is an
exchange according to the simple version used by economics: one party, the
borrower, receives money in the present and offers in return a promise to pay
back the original amount plus interest at some point in the future, perhaps putting up
some of the business assets as collateral. (That promise, incidentally, is very much a
“thing”: it is a piece of paper, and the bank can sell it to interested buyers just as it
can sell anything else it owns.) But unlike a “real” exchange (such as the exchange
of paperbacks), the process does not come to an end at the moment the loan is made.
The bank may have legal rights to monitor the way the new business is run. It may
be able to veto business decisions it doesn’t agree with, and it may have the right to
shut down the business when it thinks it is in danger of not being repaid. This raises
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a host of difficult issues: just what rights should the bank have? What control should
they have over the collateral? Under what conditions should they be free to call in
the loan before its term expires? These questions have to be resolved somehow, and
they may even be negotiated by the two parties (although often they aren’t), but it
would be stretching things to describe the entire process as an “exchange”. There is
clearly an aspect of exchange in a credit relationship, but there are other aspects
as well.

One way to highlight the role of exchange as a metaphor for market activity is to
imagine other possible metaphors. Perhaps the best-known alternative is the notion
that markets are the site of combat between competing interests. Joseph
Schumpeter, the Austrian-born economic theorist, was particularly fond of this
way of thinking about markets, and his work is suffused with images of war and
contest. According to this view, the most important thing that markets have in
common is not consensual exchange but eat-or-be-eaten competition. Businesses
are like armies: within their own walls they mobilize for combat, in the outside
world they throw all they have at their competitors. To the victors go the spoils:
profits and market domination. The losers must tighten their belts; they may even be
driven out of the market altogether. Schumpeter scoffed at the notion that markets
are efficient or even orderly. The thrust and parry of the marketplace does not tend
toward an equilibrium, he argued; markets are constantly assaulted by new business
initiatives designed to change supply and demand, not merely adapt to them. While
the competitive process, in Schumpeter’s view, generates waste and dislocation, it
more than makes up for it by spurring entrepreneurs to discover new, more
productive ways of meeting society’s economic needs. We could spend many
more pages investigating the strengths and weaknesses of the Schumpeterian
approach to economic analysis, but for our purposes there is a much simpler
point. The market mechanism as a form of warfare is as plausible a metaphor as
that of market “exchange”; in fact, business schools are more likely to adopt the
combative than the consensual interpretation of markets.

Another famous metaphor can be found in the writings of Karl Marx. For Marx,
at the heart of any economy is labor. It is the work that people put into goods and
services that gives them value. Even the machines that are used to improve the
productivity of labor impart value only because they themselves are the product of
previous work. Thus the economic system can be seen as something like a hydraulic
network of pipes and reservoirs. Labor flows from workers to commodities.
Commodities are sold for money, some of which is returned to workers, who then
buy back a portion of their aggregate labor in the form of consumer goods. The
difference between these flows—value created by labor and value returned to it—
accumulates in “holding tanks” called capital, where it can be used to construct new
equipment, employ new workers or simply gratify the desires of those who own
these pools of value. The entire analysis is built up from this metaphorical account
of the flow and accumulation of value (labor time). Nothing much is changed by the
social rituals that accompany these flows; the fact that employment agreements are
contractual (take the legal form of exchanges) is nearly incidental. You could do the
same type of analysis if labor relations were dictated by a court or government
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agency. Here the metaphor built around the flow of labor value calls attention to
aspects of the economy that are obscured by an emphasis on exchange, just as the
metaphor of exchange highlights aspects (the role of worker choice) that Marxists
tend to underplay.

It may be that, as linguistic creatures, we have no way to avoid the use of
metaphor altogether. Nor can we switch every few moments from one metaphor to
another without disrupting our train of thought. There is nothing fundamentally
wrong with beginning with the metaphors of choice and exchange, so long as we
keep in mind their limitations and remember to correct for them when they become
glaring. Make a mental note that economics rests on metaphor; we will return to this
fundamental insight many times.

3.2  Psychology: The Assumption of Rational Self-Interest

One of Smith’s contemporaries was fellow-Scotsman David Hume. Hume
elaborated a philosophy in which the human mind is divided neatly into two
parts, the faculty of reason and the raw, uncontrollable force of emotions. Reason
can tell us how to do something but never why, in the ultimate sense of “to what
end?” Emotions alone provide the motive force of human behavior, the goals to
strive after, but emotions are not governed by reason. Hence there is a sort of
means-end dichotomy, where emotions, which are beyond the power of philosophy,
provide the ends and reason the means.

This is also the framework for what is still the predominant economic view of
psychology. People are said to have preferences which reflect their emotional
makeup, but they have no control over these preferences; they simply are what
they are. They are taken as given by the reasonable person, who then devotes his or
her intellectual resources solely to the task of satisfying them. To be rational is to
satisfy your preferences as fully and efficiently as possible.

To make matters easier, economists assume that all preferences adhere to self-
interest. There is much confusion in the writings of economic methodologists on
this issue. The question as it is most often put is this: by definition, do people ever
act against their self-interest? After all, if I choose to do one thing rather than
another, it must be because it is what I “want” to do; therefore it satisfies my own
desire and responds to my self-interest. Even diving into an icy river to save a total
stranger who is drowning is what I want to do if I do it and is therefore in my self-
interest. Even doing this on an impulse when I don’t know how to swim is acting in
my self-interest. Putting aside all the hair-splitting, the matter comes down to a
question of definition. If we define self-interest as whatever motivates me to do
something, then the concept is purely tautological: it is true by definition. In that
case, however, it doesn’t tell us very much. The only interesting propositions are
those that might be false; then there is a real question being answered. So in this
case the relevant question is whether people are usually self-interested in another
sense—whether they put their personal comfort and convenience ahead of the
desires of others. This is an empirical question: we could examine the evidence,
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and the answer we get might be different for different people, different cultures,
different times.

In point of fact, economists nearly always assume that people are self-interested
in this second sense as well. They are thought to respond to what they, individually,
will get out of a course of action and to pay no attention to the consequences for
others. Because of this, the basic unit of motivation in economics is the incentive,
the extra reward or harm that will come to an individual for making a particular
choice. Economics is typically the study of incentives: what they are in any given
situation and how people can be expected to respond to them. Most economists do
not think it is very effective to persuade people through appeals to religion or
morality; what works is to give them the proper incentives that will lead them to do
what you want them to do.

A good example is crime—for instance, car theft. Most of us think about crime
in moralistic terms. Certain acts are wrong and people should not do them. The
purpose of punishment is to achieve a measure of justice, in the sense that it would
be unfair if people benefitted from acts like car-theft and were never at risk of any
loss, even if caught. If it is unacceptable for people to benefit themselves by
violating the rights of others, then either they should be prevented from doing so
in advance, or they should be punished in some way after the fact. Different people
have different conceptions of justice, but generally they involve some balancing of
the “badness” of the violation with the degree of retribution. Nevertheless, the main
way we would expect to reduce crime is through education and social influence.
Children should be taught not to steal from one another, and adults who commit
theft should be subject to public disapproval. A society in which many people want
to steal is already in trouble, whatever measures are taken to control them.

There is, however, a field called “the economics of crime”, which is the
application of standard economic concepts to the issues raised by various forms
of crime. In the case of car-theft, the economist reasons like this: All people are self-
interested, including potential thieves. They might choose to steal cars because of
the prospect of personal gain, particularly the money they can make by stripping
(“chopping”) and reselling them. Thus, in the absence of any policy, they have an
incentive to do this. An effective crime deterrent policy would be one that erases
this incentive through some combination of greater resources spent in policing and
prosecuting and greater penalties for those found guilty. The economic problem is
one of devising the most efficient mix of these measures and choosing the most
efficient tradeoff between the cost to society of having cars stolen and the cost of
measures to change the incentives to steal them. Justice, in the conventional sense,
has nothing to do with it, nor is any consideration given to the cultural and social
factors that might make people want to steal cars in the first place. The entire
problem is one of incentives: incentives for people to steal or not steal, incentives
for society to spend money to prevent theft or absorb its costs.

In this example we can see that the assumption of self-interest is crucial. Since
the economist assumes that all people are self-interested, the only policies available
are those that alter the calculations people will make; criminals will have to
consider the risk of doing time as well as the rewards of driving off with a new
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Mercedes. Nevertheless, in most societies crime of this sort is not commonplace
because most people are not self-interested in this narrow sense. Most people will
not steal things just because they think they can get away with them; they will be
inhibited by an inner voice that reminds them that stealing is morally wrong, or that
gets them to see the situation through the eyes of the person whose car is stolen. In
fact, some people may steal even though it is against their self-interest in the
personal-comfort-and-convenience sense we are using. They may be hostile toward
the individual or group they are stealing from, or may be acting in revenge of some
earlier deed. Both possibilities point to limits to the economic approach to crime.

At the same time, we should not be so quick to reject the self-interest hypothesis
altogether. Even if many people are not self-interested about crime, certainly some
are, and altering their incentives may be a reasonable way to frame public policy.
Moreover, few people are completely non-self-interested, and so an incentive-based
approach may work up to a point even if it is not the complete answer. This is not a
question that can be decided at the level of theoretical abstraction; the role of self-
interest has to be looked at on a case-by-case basis, with an open mind.

3.3  Rationality and Uncertainty

It would seem that we have now tackled the hard part of the economic conception of
rationality, and that the rest, the use of reason to pursue interests (self or otherwise)
should be fairly straightforward. Not so. In fact, economists have a very precise
notion of what it means to be a rational individual, and this has produced a complex
and fascinating debate. In the coming pages we will investigate this concept of
rational choice— what it requires, what it tries to explain, the limits it is unable to
overcome.

Let’s begin with a situation that calls for a decision. It’s five o’clock: what
should I make for dinner? Now, what’s interesting here is not what I will actually
make (if that’s what you’d rather read about right now, I’d suggest putting this text
down and picking up a cookbook), but how I will make my choice. First, we might
take note of the fact that there is nothing preordained about eating a large meal in
the early evening. Other cultures do this differently, and this suggests that cultural
norms, which I will discuss in a later chapter, have a role to play. Second, I might
not think about what to make at all, because I had already planned this meal some
time ago. I went to the store, bought the ingredients and solidified my intention of
cooking a particular dish. While I am perfectly free to reconsider this plan, of
course, I might be on automatic pilot and follow the plan without thinking about
it. Third, I might feel an urge to make something I have the ingredients for but
haven’t eaten in a long time, or that reminds me of friendly dinners I’ve had in the
past. In other words, I might act on impulse. Or fourth, maybe I make the same thing
every other Tuesday, and here I am: it’s that other Tuesday and why change now? In
this case I’d be a creature of habit. What all of these approaches have in common is
what they are not: they are not rational in the sense that economists use the term.
Some of them are unconscious—I am not aware of making any choice at all. Others
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may be governed by parts of my mind that are not particularly rational, such as my
love of familiarity and repetition, my urge to imitate those around me and follow
their cultural norms, or my sudden craving for mashed potatoes (which may vanish
after the first forkful).

To be rational, on the other hand, is to calculate the costs and benefits of each
course of action in light of a clearly defined set of goals. The goals in this case might
be some combination of keeping to a healthy diet, eating something that tastes
good, and using up the vegetables at the bottom of my refrigerator that are about to
nurture new life forms. Whatever they are, I should, if I am rational, think through
all my options and try to anticipate how each will help meet these goals. I must be
fully aware of my choice (not unconscious) and must not give in to passing
emotions that interfere with this systematic calculation.

This would be relatively easy if I knew with perfect certainty exactly what
outcome would arise from every option. If knew in advance exactly how each
dish would come out, how I would feel about having made it a week later, whether
anyone else was likely to drop by unannounced, how long the leftovers would keep,
etc. I would be capable of a high degree of rationality without much effort.
Unfortunately, most choices in life must be made under conditions of uncertainty.
We have some knowledge, but we don’t know everything. We can say that, even if
we can’t predict the future, we have a reasonable idea of which outcomes are
possible and which are not. If I boil a pound of potatoes for myself and eat them, I
will not be hungry 15 minutes later. The point is that we can, if we think things
through, reduce the infinity of potential outcomes for each course of action to a
relatively small number of outcomes worth paying attention to. What we don’t
know is which outcome will occur for sure.

To make my example more specific, let’s suppose I want to make a salad if the
dinner is just for me, but I would rather have prepared a pasta dish if friends come
over to visit. So we will focus on just two options, salad or pasta, and two possible
outcomes, one if I eat alone, the other if I eat with friends. To make things even
easier, let’s summarize the outcomes by giving them numbers on a scale of zero to
ten, where O is absolute misery and 10 is perfect bliss. My decision could be
portrayed in the matrix (Fig. 3.1) that appears on the following page.

Clearly, if I am eating by myself, I’d rather have a salad, but the salad won’t
work very well for a crowd. I like pasta somewhat by myself, but it would be the
best choice if there will be others joining me. If I had reason to think there was
exactly a 50-50 chance that I would have friends over, I could do the calculation
required by this version of rational choice:

Salad = .5x 6 +.5x3 =45 (3.1a)
Pasta= Sx4+.5x8=6 (3.1b)

Aha! I should put the water on for pasta right now. I will be a little disappointed
if it’s just for me, but I will be very happy if friends drop by. This is a very simple
example of an expected utility calculation. The numbers that represent the values
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OuTtcoMES

Alone Friends

Salad
OpPTIONS
Pasta

Fig.3.1 A matrix for calculating the expected benefit of dinner. Each cell (intersection of row and
column) represents the benefit from dinner under that condition (alone or with friends) and based
on that food choice (salad or pasta)

of the outcomes are referred to as their utility; the calculation is expected because I
don’t know for sure what the future will bring, but I factor in the probability of each
outcome. Equations 3.1a and 3.1b represent the closest I can come to a rational
anticipation or expectation of the future.

Of course, the odds of friends arriving may be less than or greater than 50 %, and
I might not know off the top of my head how desirable any of the outcomes are. We
could rewrite Egs. 3.1a and 3.1b to be more general, so that they can apply to any
possible pair of probabilities and any valuation of the outcomes. This means
moving into the realm of algebra, replacing specific numbers by unspecific letters.
To do this, let’s invent some terminology. Let’s call the first possible outcome, the
one that occurs when I’'m alone, outcome 1 and its utility for me vg; for “the value of
outcome #1 when I make salad” and vp; for “the value of outcome #1 when I make
pasta”. Then the utility for me when friends come over is vg, or vp, depending on
what I make. Each outcome has a probability; call the probability of the first
outcome (alone) p; and the second (friends) p,. The formulas for my two options
are now:

Salad = p;vs; + povs2 (323.)
Pasta = p,vp| + pyvp2 (3.2b)

For each of these, we could write it using the summation sign:

Salad =Y “pyy i=1,2 (3.3a)

Pasta = Y py, i=1,2 (3.3b)

Now we are ready to graduate to the most general version of the expected utility
formula, one which could apply to any option with any number of possible
outcomes. It looks like this:



3.3 Rationality and Uncertainty 37

EUB) = pve i=12...n > p=1 (3.4)

The left-hand side reads “the expected utility of (option) B” and it equals the sum
of the product of probability and value for every possible outcome. The middle part
of Eq. 3.4 says that there are n possible out comes, and each one of them is
calculated. The short equation on the right says that the sum of all probabilities is
equal to 1; this means you are not overlooking any potential outcome. (Whatever
eventually happens has to be one of the possibilities you calculated.)

This is how it looks for any single option B. What economists mean by “rational
choice” is that individuals should select B so as to maximize Eq. 3.4. To do this, you
would have to identify all the possible outcomes that might arise, assign a proba-
bility to each of them, determine the value of each outcome given a particular
course of action, add up all probability/value products (p times v), and do this for
every option that presents itself. It’s not easy being rational, and by the time you’re
finished it’s likely that everything has changed, and you’ll have to do your
calculations all over again.

Narrowly speaking, all of this is simply absurd, and spelling it out as I have just
done seems to be enough to discredit it. Nevertheless, there is a fallback position
that most economists would embrace. Yes, no one has the time or obsession for
detail to make truly rational decisions as defined by Eq. 3.4, but perhaps most
people, most of the time make decisions that are reasonably close to this standard,
even if they don’t know it. One version of this story is that we have rational
compartments of our brains that are constantly cranking away, making calculations
of this sort without any direct supervision by our conscious minds. Thus, we make
decisions that are more rational than we realize. Another story says that we
approximate Eq. 3.4 through trial and error. We make similar types of decisions
over and over, and we learn from our experience what sorts of choices give us the
greatest utility." Thus we end up choosing as if we were rational, even if, at any
moment, we aren’t. As we will see in future chapters, “as if”” plays a large role in
economic theorizing. There is a third story: even if this isn’t such a good description
of how people actually act, it’s the ideal model of we should think about the choices
we face. By basing itself on this notion of rationality, economics, in this case, would
be about how people should be even if they aren’t—it would be a normative, not
positive, theory of decision-making.

As we will see further on, however, there has been much interest among
economists in recent years of other models of decision-making, typically drawn
from cognitive and social psychology. This field of behavioral economics is
growing rapidly and has applications to nearly every topic of economic research.
It would take us too far afield to introduce it now, but the more general point is that
the rigidity implied by expected utility as a depiction of ordinary, day-to-day

! Note that this argument is essentially the same as Darwinian natural selection, transposed to the
realm of behaviors.
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decision-making is breaking down. For later investigations of alternative theories of

individual and organizational choice, however, we will need to have a clear

understanding of expected utility, since the alternatives are normally defined as
carefully specified departures from it.

Incidentally, there is a major alternative to the calculation of expected utility that
is frequently employed in business and policy circles, even if economists largely
ignore it: scenario analysis. Since this is a textbook on economics, I won’t spend
much time with it here. In general terms, however, scenario analysis involves four
steps:
 Identify the key factors that are likely to influence future developments. At most,

pick just handful of such factors; in many instances analysts pick just two.

Examples could include whether new laws will be passed that alter the market-

place, whether public opinion shifts in one direction or another, whether new

sources of energy are found, and so on.

» For each factor, pick a very small number of alternative developments to look at:
a specific law will or will not be passed, public opinion goes in one particular
direction or another, a new energy source with certain characteristics is or is not
found. No attempt is made to incorporate all future possibilities; just a few
representative ones are considered. Business gurus, for instance, like models
with two factors and two possibilities for each, creating a 2 x 2 matrix of
scenarios. This looks very nice in a slide presentation.

¢ Each combination of factor developments, such as each cell in a 2 x 2 matrix,
constitutes a scenario. Analyze this scenario: what actions should be taken and
what outcomes should we expect?

e Sum up all the scenario analyses. Which are the most desirable and which the
least? Which scenarios are most likely? What actions taken today, before we
know which scenario applies, will work best across different possibilities?
Scenario analysis does not try to boil everything down to a single number the

way expected utility analysis does. It is purposely fuzzier. On the other hand, it
makes fewer assumptions, such as attaching exact probabilities to each potential
outcome, and it provides more ‘“‘stories” that explain how outcomes occur and
which factors may play the largest role, rather than just crunching numbers. The
reason for bringing it up at this point is to demonstrate that the version of rational
decision-making employed by economists is not the only one that exists, or even the
one that decision-makers are most likely to use.

3.4 Individual and Collective Rationality

There is one more wrinkle in the theory of rationality that will play a large role in
the chapters to come, the distinction between individual and collective rationality.
Its most vivid representation is in a sort of game that goes by the name of Prisoner’s
Dilemma. This was created in 1950 by Merrill Flood and Melvin Drescher, who
were working at the time for the RAND project funded by the US Air Force. It takes
its name from a story that its authors told in order to flesh it out, although, as we will
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see, it is highly adaptable to a wide variety of stories. It goes like this: suppose a
crime has been committed and the police take in two suspects, who are held in
separate cells. The evidence against them is limited, and the prisoners know this. It
is clear that the best chance for a conviction is for one or both to confess, and the
prisoners know this too. What each doesn’t know, however, is what the other will
do. The police, being sensible, offer each a deal. If you confess, they say, we will
take that into account in sentencing. In fact, if you confess and finger your partner,
and if we use this testimony to convict him, we’ll let you off completely free. On the
other hand, if you hold out against us and your partner confesses, you’ll get the
maximum we can throw at you. If you both confess your time in jail will be less
than this maximum. What the police don’t say, but what the prisoners know, is that
if neither confesses they will be able to plea bargain to get an even lighter sentence,
since the evidence is so meager. The dilemma in the Prisoner’s Dilemma is
deciding whether to give the police what they want.

Let’s see how this can be expressed algebraically. To do this, we need ways to
represent the elements of the story. The first step is to identify the players. That’s
easy; we can call them A and B. Then we need to assign letters to represent the two
possible choices of confessing or not confessing. The standard language used by
specialists in the field is to refer to them as defecting and cooperating respectively.
That is, by confessing a prisoner is turning against his partner; by sealing his lips he
is continuing to act in a partnerlike manner. (Note: the game explores the strategic
interaction between the prisoners, where the police are in the background. For this
reason, the refusal to speak with the police is called cooperation, even though the
police wouldn’t see it that way.) We shorten these to D (defect) and C (cooperate).
Next we need representations of the consequences for the prisoners of their choice
of actions. A simple way to convey this is with numbers, as we might for scores in a
game. In this way, the higher the score the better the result. The numbers them-
selves are arbitrary; to make things easy we will select the integers 1, 2, 3 and 4.

The characteristic features of a Prisoners Dilemma game are summarized in the
payoff matrix of Fig. 3.2 on the next page. It shows the outcomes to both players
resulting from each combination of choices. A chooses between row 1 (D) and row
2 (C); B chooses between column 1 (D) and column 2 (C). The pair of numbers tells
us what happens to the two of them (A’s payoff, followed by B’s) when A and B
have made their particular choices. For instance, the upper-left cell says that, if both
A and B choose to defect, each player will receive a “2”. In the upper-right cell, A
gets a “4” and B a “1”.

To keep things as simple as possible, we are assuming that the game is perfectly
symmetrical, that the payoffs for each player are the mirror image of the payoffs for
the other. Three more assumptions will make the point of the game inescapable.
First, we will assume that the prisoners are selfish; they care only about what
happens to themselves individually and are unconcerned about the fate of their
partners. In doing this, we are simply applying the economist’s typical first-
approximation assumption of rational self-interest to the players in our hypothetical
game. Second, we will take it as given that only direct benefits recorded in the
payoff matrix influence their decisions; that is, they are completely outcome-driven
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B
D C
D (2,2) (4,1)
A
C (1, 4) (3,3)

Fig. 3.2 Payoff matrix for a two-player prisoners dilemma. A and B are the players; C (coopera-
tion) and D (defection) are the choices. There are four possibilities depending on which choices are
made, ranked from 1 (worst) to 4 (best). Within each set of parentheses, the payoff for A is given
first, then the payoff for B

and take no account of ethical principles, customs or other such considerations.
Finally, we add the assumption that this is purely a one-time event: the police make
their offer once, and then there is no further interaction between any of them. (This
last restriction eliminates any possible influence of future “games” on this one.) All
in all, this is a highly artificial world we have created, but, for now, its purpose is
clarity of insight and not realism.

What then will our prisoners do?

Note that it is in the individual interest of each player to defect, no matter what
the other one does. Suppose you are player A, for instance. Your opponent, B, will
either cooperate or defect. If B cooperates you are better off by defecting, since
4 > 3. If B defects, you will also be better off if you defect too, since 2 < 1. So
either way, you should choose D. (Formally, since D has a higher payoff than C for
A whatever B does, there is no need to estimate the likelihood of B’s choice, as we
would if we were to use the expected utility formula in Eq. 3.4; EU(D) > EU(C) for
all values of p.) Since the same logic applies to your opponent’s decision, however,
the pair of you are likely to end up in the upper left-hand cell, each receiving
2 when, with some forethought and coordination, you might have been able to agree
that both should cooperate, so that both would receive 3 instead.

Looking more closely, we see three distinguishing characteristics of the
Prisoners Dilemma game. First, both players face a cost to unilateral cooperation.
In other words, if you cooperate and the other player defects, you get the worst
possible payoff. This is sometimes referred to as a “sucker’s reward”. (It is what
baseball legend Leo Durocher no doubt had in mind when he said “Nice guys finish
last.”) Second, both face a benefit to unilateral defection. If the other player is
cooperative but you defect, you get the best possible payoff. There is a reward in
this type of game to those who prey on the trust of others. Finally, mutual coopera-
tion is better for both players than mutual defection. It doesn’t make sense for the
players to end up defecting against one another, since they could both do better by
cooperating instead. These three characteristics, in fact, define the Prisoners
Dilemma as a particular type of game. (There are many other games that have
been developed by economists and other social scientists to aid in the analysis of
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complex strategic interaction. Some are close relatives of the Prisoners Dilemma,
created by altering one or more of the three characteristics described in this
paragraph.)

Can a Prisoners Dilemma have more than two players? Yes: for convenience let
player A remain an individual, and have player B represent “everyone else”. From
each player’s perspective, they are A and the others are B; so as long as the payoffs
remain the same, the decision-making and the outcomes remain unchanged. Addi-
tional complications can be introduced by tying the payoffs to the proportion of B
that cooperate or defect, but we will not take them up now. They don’t alter the
essential characteristics of the game, although they do alter the prospects somewhat
for arriving at mutual cooperation. (They tend to make explicit agreement more
difficult, but also lower the cost to deploying cooperation as an individual strategy,
as we will see in a later chapter.)

What makes the prisoners dilemma so interesting is its stark opposition of
individual and social rationality. From an individual standpoint, the best choice
is D, taking advantage of the benefit of unilateral defection or avoiding the cost of
unilateral cooperation, depending on the choice taken by the other player. Since this
is true for both, by following their individual self-interest, they end up in a state of
mutual defection, each earning the inferior reward 2. It is in their collective self-
interest, however to arrive at mutual cooperation, since in that case both would be
better off with 3. In this respect, the Prisoners Dilemma represents a case in which
the sort of self-centered calculation normally presupposed by economists is self-
defeating.

It is important to underline this conclusion. Recall that, for economics, the
governing metaphor for describing economic life is exchange. People are assumed
to take part in exchanges based on their calculations of self-interest. If exchange is
voluntary and sufficiently well-informed, at least one party will be better off for
undertaking it, and no party will be worse off. Therefore all exchanges that meet
these two conditions are “good”, and a major purpose of economic policy is to
facilitate them. This is what “free market economics” is all about. We have
questioned whether the metaphor of exchange leaves something out and whether
rational self-interest is the right account to give of why people make the choices
they do, but the Prisoner’s Dilemma poses a different challenge: if a real-world
situation has the characteristics summarized in Fig. 3.2, even perfectly well-
informed, voluntary, self-interested exchange can lead to participants being
worse off rather than better off. To put it differently, the case for markets depends
on there not being some aspect of the situation that rewards the sort of cooperation
people engage in when they put the interests of others ahead of themselves. True, in
many of the contexts in which markets function, they function well enough: there
are minimal opportunities for cooperative gain. Nevertheless, it is important to be
on the lookout for the exceptions, as we will see.

With the logic of the model under our belt, let’s switch to real-world examples.
Consider first the problem of insuring that corporations honestly report their
financial condition. Corporate record-keeping is extremely complex, and outside
observers may not be able to tell whether financial reports accurately reflect current
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business earnings and potential future liabilities. Businesses want to issue positive
reports in order to make it easier to get new financing at low interest rates, and to
keep their stock prices as high as possible. (We will look more closely at the
incentive effects of financial markets in Chaps. 8 and 17.) But dishonest reporting
complicates the problem of management and may squander whatever goodwill
exists toward the company in the eyes of the public. To make things as simple as
possible, assume there are only two companies and only two consequences of
honest or dishonest reporting, stock prices and public image, with the first more
important than the second. With just two companies and one stock market, rela-
tively higher share prices for one company mean relatively lower prices for the
other. We also (temporarily) assume that there are just two options, honesty and
dishonesty, that the choice of which option to take is made independently by each
company with no possibility of revision, and that there is no public regulation of
corporate accounting.

For each company there are four possibilities:

(a) It is dishonest but the other company is honest.
(b) It is honest but the other company is dishonest.
(c) Both are honest.

(d) Both are dishonest.

How will they rank them? Given our assumptions, we expect (a) to be best, then
(c), then (d), then (b). Here’s why: (a) The best outcome arises when your own
company is dishonest but the other is honest. This gives you a clear advantage in the
stock market, which (by assumption) is more important than the risk of a negative
public image if you are found out. (b) If both companies are equally honest or
dishonest, their effects on the stock market cancel out, and the only difference has
to do with public perception. In this case, mutual honesty is the better policy, since
both companies enjoy more public approval. (c) Mutual dishonesty also preserves
the status quo in the stock market, but comes at the cost of potential public
disapproval. (d) The worst outcome occurs when you are honest and the other
company isn’t, since now your stock prices fall and theirs rise. Again, this is
assumed to outweigh the benefits of potentially greater public approval.

This information can be displayed in a payoff matrix, as on the following page in
Fig. 3.3, where dishonest reporting constitutes defection (D) and honest reporting
cooperation (C).

As before, it doesn’t matter what the other company chooses; dishonesty is
preferred. If company B is dishonest, A can either be dishonest and receive (d) or be
honest and receive (b)—but (d) is better than (b). Similarly, if B is honest, A can get
(a) by being dishonest and (c) by being honest—and (a) is better than (c). So A does
not have to read B’s mind,; it is better to fudge the accounting report in either case.

In the real world these assumptions are not entirely valid. Certainly there are
more than two companies, and they have the opportunity to revise their accounting
policies every time they prepare a new report. We will see in Chap. 10 that this
moderates the collective action problem to some extent. If the reports are dishonest
it is also possible that the financial markets will find out, and this could have
devastating consequences for the company and its accountants. Nevertheless,
despite all these qualifications, the historical record demonstrates that businesses,
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Fig. 3.3 Payoff matrix for honesty in accounting as a two-player prisoners dilemma. A and B are
two companies that can either report their financial condition honestly (C) or dishonestly (D). The
ranking of outcomes is (a) > (c) > (d) > (b), based on the assumption that the effects in the stock
market of differences in honesty outweigh the costs of dishonesty for potential public
disapproval—if the dishonesty is revealed. Each company therefore has an incentive to
choose D, even though the result is that they are both worse off than they would be if both chose C

if not closely regulated, will often produce misleading accounting reports. (These
acts of dishonesty often start out as small exaggerations and omissions and then
gradually expand until they are out of control.) This is why industrialized countries
do have regulations that impose penalties on firms and their accountants if dishonest
reporting is brought to light. The goal is to alter the incentives so that, with possible
penalties taken into consideration, (c) comes out on top of the ranking.

Next consider an important issue of public policy, state incentives for economic
development. Suppose A and B are states—New York and California, for instance.
A private company plans to make a major investment, but is unsure which state to
locate in. Each state wants to be chosen, since the investment will create jobs and
expand the tax base. If we want to cast this in the form of a Prisoners Dilemma, we
can designate defection as negotiating individually with the company, offering
subsidies like tax breaks and subsidized state-provided services. Cooperation
means refusing to enter into negotiations and offering no special incentives to the
company. It is plausible, then, that Fig. 3.4 on the following page might reflect the
payoffs to each pair of choices, particular if they are evenly matched as potential
investment sites. If both states offer equivalent subsidies they are on an equal
competitive footing, but whoever wins the contest will have to provide costly
benefits to the company. On the other hand, if neither makes offers the competitive
situation is unchanged, and the winning state avoids having to pay for subsidies.
Mutual cooperation is therefore better for both states than mutual defection. Unfor-
tunately, both the incentive to unilateral defection and the penalty for unilateral
cooperation exist in this example, provided that, for each state, the benefit of
gaining the investment exceeds the costs of the subsidies. If New York cooperates
by refusing to negotiate, California can (quietly) cut a deal and come out ahead.
Moreover, if California defects, New York is worse off if it cooperates than if it
defects too. For these reasons, it will be difficult to ensure that both states adopt a
cooperative strategy. In the real world, of course, there are 50 states, and the
prospects for achieving cooperation are even worse; this is why most states spend
millions or even billions of dollars in a dubious competition over investment and
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Fig. 3.4 Payoff matrix for investment competition as a two-player prisoners dilemma. A and B
are two states competing to have a private investment sited. D (defecting) means offering subsidies
to lure the investment; C (cooperating) means not offering them. The four cells describe payoffs
resulting from the four combinations of choices. The first payoff listed is A’s; the second is B’s

jobs. (Note that public investment incentives serve no legitimate social function in

this example, since, by hypothesis, the investment will take place somewhere with

or without subsidies. There might be a case for subsidies if the investment itself, and
not just the location, is at issue.)

Now let’s step back from these examples and take stock. For purposes of
explanation (or perhaps shock value), I have emphasized the dilemma aspect of
the Dilemma. Individual interest drives players into situations that are collectively
irrational. Is there no escape then? In fact, the main direction of research into this
game (theoretically, in controlled experiments and real-world case studies) is in
solutions. There are several possible routes to a cooperative outcome, each with its
costs and benefits:

» Coercion. An organization representing all the players can try to force them to
cooperate by punishing defectors. This, of course, is one of the functions of
organized crime in real life police scenarios. The prisoner who “sings”
(confesses and implicates others) is in trouble.

¢ Inducements. Instead of punishments for defection, an organization can offer
rewards (called “side payments” by game theorists) for cooperation. Some
groups, for instance, enter the names of individuals who take on voluntary
burdens into raffles, where they can win prizes.

¢ Reputation. If the game is played repeatedly by the same players (as it often is in
real life), the players themselves can bring about cooperation by rewarding other
cooperators and punishing defectors. “What goes around, comes around” is the
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motto of such groups. Networks of cooperation and mutual support are common,

in fact, in most stable communities that have been studied.
¢ Custom. Societies often promote social norms that require its members to

cooperate. They are taught them (“socialized”) at an early age, and the result
is that most people go through life abstaining from chances to cheat and take
advantage of others without even consciously considering it. Of course, not
everyone is equally well-trained, and social customs seem to allow loopholes
for situations in which defecting is permitted. Thus, there is a tendency in many
societies to tolerate self-interested calculation when the other parties are unseen
and unknown, or when they are outsiders or disparaged castes or classes.
 Intrinsic satisfaction. There is some experimental evidence that human beings,
being social creatures, are genetically equipped to experience satisfaction in
cooperation, at least in some contexts. Virtue, it seems, can be its own reward.

We will return to these potential escape routes later on as we apply the Prisoners
Dilemma model to various economic issues.

At this point you may be wondering how common such applications of the
Prisoners Dilemma actually are. The answer is that it is one of the most widely used
theories, not only in economics, but in several other fields as well. The reason this
game has captured the imagination of researchers is that, despite its simplicity, it
seems to get to the heart of many problems in modern life. Once the model has
become familiar, you too may begin to see hints of it everywhere. Of course,
complicated real-world situations are seldom fit exactly into the format of this
game, and it is a matter of interpretation and judgment whether the similarities
outweigh the differences. This is something to keep in mind when we return to the
Prisoners Dilemma in future chapters.

3.5 Equilibrium: People as Particles

Ask most people what they think “equilibrium” means, and they will tell you
something like “balanced”, “in the right place” or “satisfied”. We talk about people
achieving an equilibrium in their lives, in which their different interests are each
given a proper role, and the result is a general feeling of well-being. To be in
disequilibrium is to be out of balance: missing something important, dissatisfied,
unhappy.

As in so many other cases, the technical use of the word “equilibrium” departs
significantly from its popular use. For economists, no concept is more important;
nearly every theory they use depends on equilibrium as its organizing principle, and
so the potential for misunderstanding is very large. In this section we will look
carefully at the economic version of equilibrium, and identify the features that
differ from the everyday variety.

Economists take their notion of equilibrium from classical mechanics (Newto-
nian physics). In any physical state there are a variety of forces at work on each
“body” or physical unit. A billiard ball is struck, and the force of the cue initiates
motion. Momentum propels it forward at a decreasing rate, as the effects of gravity
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and friction take their toll. Eventually there is no force sufficient to cause the ball to
change position, and it comes to a stop. Equilibrium is a state in which no existing
force is sufficient to alter the system; it will remain in that state until a new force is
applied.

This is also how economists think about equilibrium. Suppose I land a new job
that pays twice as much as my old one. I now have lots more money, and I'm
looking to spend some of it. My spending pattern—the amount I generally spend
per month on food, entertainment, etc.—is now out of equilibrium, since a new
force is bringing about a change. I will increase my spending until the level I reach
is consistent (from my perspective) with my new income, at which point it will
stabilize. Economists would say that I have reached a new equilibrium in my
consumption, based on a change in income. This equilibrium is expected to
continue until some new change—in income, prices, life circumstances, etc.—
disrupts it.

To be very precise, equilibrium in its economics usage has two elements. First, it
identifies a situation in which there is no “inner” tendency toward change. Once the
people or institutions that make up the situation have achieved a common equilib-
rium (an equilibrium for each participant that takes into account everyone else’s),
there is no reason for any further change, unless some new event takes place. This is
the “timeless” aspect of equilibrium: equilibrium as a cessation of time. (If time is
motion, equilibrium, because it is motionless, has no time.) In the real world, of
course, nothing ever stands still, and this means that equilibrium (in its economic
sense) can apply only to models of things, not the things themselves. This is a
limitation of models, but, as we have seen, limitation is the point of building
models—they are conscious attempts to limit our vision in order to see particular
things more clearly.

The second aspect of equilibrium is more subtle. Recall the example of my
change in consumption after receiving an increase in income. Equilibrium occurs
when the spending change is completed, but the story begins in a state a disequilib-
rium, before I change my spending. When the curtain rises, I have the extra money,
but I am not spending it yet. In order for the concept of equilibrium to come into
play, I have to make the transition from lower to higher spending. In the real world,
this might take a bit of doing; spending requires effort. I might need to locate new
stores or open up a new bank account. For the purposes of our highly simplified
story, the exact process is not important. What is important is the assumption that I
will manage it somehow, and go from a routine of spending less to one of spending
more. In other words, for the concept of equilibrium to have any meaning in a world
of disequilibrium, the must be a process—an impetus—that moves participants in
the economy toward equilibrium when they are not in it.

Thus, every instance of equilibrium in economics has two components. First, it
identifies a state at which the economy (in a model) comes to rest. Once this state is
achieved it will persist as long as the conditions of the model persist. Second, it
incorporates a story that describes why and how people, beginning in a state of
disequilibrium, will move to equilibrium. In my spending example, the story might
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be one of unsatisfied desires when I had less money, a backlog of items on my wish
list, etc.

This is exactly what equilibrium means in economics and nothing more. It does
not imply happiness, balance or perfection. Indeed, we will see that it is possible for
an economy to be in equilibrium (according to commonly used models) and for
massive problems to exist: high levels of unemployment, great disparities in income
and wealth, life-threatening pollution and the failure to provide essential goods and
services to those who need and want them.

In principle, economics is concerned with improving social well-being. The
strategy used by most economists is outlined in the box below:

The Economist’s Strategy for Addressing a Social Problem

1. Create a model representing the essentials of the current state of the
economy or some important part of it.

2. Determine the equilibrium of this model.

3. Demonstrate the reasons why this equilibrium falls short of solving the
larger problem under investigation.

4. Propose changes to economic policies or institutions that mitigate the
shortcomings of the equilibrium in Step 2. These can either be changes
in the way the economy operates, so that a different equilibrium will
emerge with fewer social deficiencies, or an adjustment to be administered
after the original equilibrium is reached.

Suppose, for example, that problem is global warming, the buildup of green-
house gases that threatens catastrophic changes in the world’s climate patterns. This
is due to many factors, one of which is that people who own cars are driving them
too much and burning too much gasoline. The economist would begin by
demonstrating that this excessive driving is not a temporary aberration, but an
equilibrium that can continue indefinitely unless something is done. This part of the
analysis would be couched in some form of supply-and-demand theory: estimating
the demand for gas as affected by prices, the supply provided by oil companies, etc.
The current situation is an economic equilibrium if consumers are buying the
quantity of gas they want to buy at the going price, and oil producers are producing
the amount of oil they want to produce at that price. Both are doing what they would
like, given what the others are also doing. Hence there is no reason for anyone to
choose differently.

The third step is for the economist to show that the equilibrium in the market for
gasoline is not optimal for “society”—in this case, the world as a whole. This can be
done by assessing the costs and benefits of reducing global warming or, more
simply, demonstrating that some of the cost of burning gasoline is not being
taken into account by consumers and producers in the model; their behavior is
“defective” from a social standpoint. This leads to the final step, which might result
in a proposal for a tax on gasoline at the pump, for example, in order to reflect the
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true cost of greenhouse gas emission, so that the new equilibrium (with the tax)
would be better for society than the old one.

In this example, and in all the work that economists do, equilibrium is a concept
whose only purpose is to facilitate modeling and other forms of analysis. It does not
imply any normative judgment about whether the economy is doing what we want it
to. It can be used normatively, of course, when economists employ models to help
them devise solutions to economic situations they see as problems for society.

3.6 Systems of Allocation

As the previous sections of this chapter should make clear, economists regard the

fundamental economic question to be that of choosing among alternative options

available to us. This is typically done in the context of limited resources.

Consumers do this when they decide what to buy (the resource being money),

firms when they decide what to produce and how, and so on. In economics lingo,

this is the problem of allocation. Any given economy offers us a system for making
allocative decisions, but this system can vary dramatically depending on where and
when we look.

Indeed, everywhere there are people there is an economy. Human economies
have existed in all historical eras and on every continent. If we permit them to pass
before us—the hunting and gathering societies, the irrigation-based civilizations of
China and the Middle East, the native people of the Pacific Northwest and their
potlatches, the early renaissance merchant economies of northern Italy and the
Hanseatic League, modern industrial capitalism—it seems as though there is no
common thread. (This is disconcerting: will future generations find anything in our
own economic order that reminds them of their ways?) Yet, at a very high level of
abstraction, we can say that only five types of economic decision-making have ever
appeared:

1. Custom: we do it this way because this is how it is done. The basis for custom
may be a religion, a body of traditional teachings, or simply the unconscious
imitation of older generations.

2. Gift exchange: individuals or groups provide goods or services to others with no
specified payment in return, but with the expectation that others will make
similar gifts to them in the future. Some anthropologists might argue that gift
exchange is really a form of custom, since the expectations that keep the system
going are usually embedded in larger customary relationships. For instance a
successful hunting party will share its bounty with others who were less suc-
cessful, knowing that the roles may well be reversed after the next hunt—but this
in turn depends on social norms regarding “proper” behavior that make it
reasonable to assume that such reciprocity will actually take place.

3. Administration: one entity, either individual or collective, instructs another
entity to do, or not do, something. Governments regulate modern economies
according to this principle; this is also the basis for college admissions, where
admissions officials decide which students can be enrolled.
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4. Collective organization: the members of an entity decide on the actions of their
own group. What distinguishes collective decision-making from administration
is that a collective process is mutual—the decision-makers are the same ones
who will have to abide by the decision—whereas administrators make decisions
for others. (Administrators in one context, of course, can be collective decision-
makers in another; think of a board of trustees. One moment they are collectively
planning their own calendar, and then next they are making policy decisions for
the university or other institution they are in charge of.)

5. Markets: individuals or groups enter into voluntary contracts with one another.
Decisions in markets are made by decentralized agreement; each participant
decides whether to accept the offers of others, and the choices are added up in the
marketplace to produce a social outcome.

These are ideal types; in reality, most institutions are mixed. In fact it is not
uncommon to find all five of these commingled in the same social nexus. Perhaps a
very simple example will make this clear. Suppose I stop at a farm stand to buy
some vegetables for dinner; what allocative mechanisms are at work? Certainly 1
am involved in a market, since I am offering to buy goods from a producer, but that
is not all. The administrative mechanism of government regulation is there behind
the scenes, determining, for instance, what chemicals the farmer was permitted to
use in growing the food, and how much residue can be left on it. Even if I am
willing to buy food with more chemical contamination for a lower price, I do not
have that legal option. (Of course, the farmer might violate this law.) Custom also
enters in. Am I permitted to “test” the produce before I buy it? Can I peel back the
corn husks to look for pest damage? Can I sample the strawberries? This is entirely
a matter of local custom. In some situations this behavior is expected; in others it
would be taken as a violation of accepted practice. You probably won’t see any
signs posted telling you what’s allowed; you just have to know. (Anyone who has
shopped at farm markets in different countries will recognize how much customs
can vary, and how this affects the quality and price of what is bought.) Finally,
when I take the bag of fruits and vegetables home, the ultimate allocation is a
combination of gift exchange and collective decision-making. A family, of course,
is fundamentally a system of gift exchange; family members provide goods (like
produce bought at a farm stand) and services (like cooking) without demanding
immediate compensation, expecting that those who benefit today will make their
own contributions tomorrow. There is also an element of conscious, collective
decision-making. For example, as a family, we may discuss what to do with all
those strawberries: should we just pile them into bowls and eat them as they are or
use them to make a pie? So all five mechanisms are likely to come into play at some
point, and all of them are “economic” in the sense that they help determine the
production and distribution of food—a fundamental economic good.

To consider another example, we have already examined the ways that work in
typical businesses has aspects of voluntary exchange (markets) and other aspects
that do not fit so neatly into that framework. Certainly market allocation is involved
when workers consider what job offer to accept, for example, or when wages are
negotiated. But there is also a large role for administrative allocation, as in the



50 3 Four Building Blocks of Economic Theory

day-to-day authority invoked by supervisors. Work teams sometimes have scope
for collective decision-making, and custom (for instance, “corporate culture”) is
pervasive. It is also recognized that some businesses run on a type of gift exchange:
employers make a “gift” of better wages and working conditions than the market
requires, and workers respond with a “gift” of greater work effort and higher
commitment. We could be justified in saying, then, that productive work in our
society is not organized solely through markets, but also through the other four
allocative mechanisms. Nevertheless, markets play a larger role in these aspects of
the US economy than in most of Western Europe, and, as we will see in a later
chapter, this role has continued to expand in recent years. Allocation is rarely left to
just one process, but some processes may be more important than others.

The Main Points

1. Choice and exchange can be considered metaphors for economic life, in the
sense that they foreground certain aspects of the economy—moments of per-
sonal choice, especially related to buying and selling—at the cost of giving less
attention to other aspects. This is can be made clearer by comparing the
conventional metaphor of economics (choice) to others that have sometimes
been advanced, like Marx’s view of the economy as the product of human labor
or Schumpeter’s emphasis on combat between businesses competing to conquer
each other’s markets.

2. Economists usually assume that individuals are rationally self-interested.
This embodies two assumptions, that we tend to act on the basis of what
serves our own personal interest (rather than taking into account the
interests of others apart from how they affect us), and that our reasoning
adheres to the model of expected utility maximization. To be rational in
this sense is to consider all possible outcomes of every course of action,
placing a probability and a value on each. The formula that expresses this is

EU(B) = ZPiVBi i=1,2,....n Zp,- =1

where EU(B) is the expected utility of option B, p; is the probability of outcome
I arising, and vg; is the value of this outcome should it occur. The rational
individual calculates this for all possible options and then chooses the one whose
expected utility is greatest. An alternative approach to the problem of uncer-
tainty is scenario analysis.

3. There is an important distinction to be made between individual and collective
rationality, where the first refers to choices that maximize expected utility for
individuals one at a time, while the second represents choices that people might
make in a coordinated way that could yield even more individual utility. One
powerful demonstration of this distinction is the prisoner’s dilemma model. It is
characterized by three features: the benefit of unilateral defection, the
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disadvantage of unilateral cooperation, and the superiority of mutual coopera-
tion to mutual defection, where cooperation refers to choices made by
individuals that are in the interest of other players and defection to choices
that are against the interest of other players. In a prisoner’s dilemma it does not
matter what other players do; each individual is better off defecting whether or
not the other cooperates or defects. Nevertheless, by both acting in an individu-
ally rational manner, the players end up with the less desirable outcome of
mutual defection. In practice, societies have evolved various mechanisms that
sometimes steer individuals in the direction of cooperation in prisoner’s
dilemma-like situations.

4. As used by economists, “equilibrium” does not mean “desirable”. Rather, it
refers to a state of affairs in which there is no inbuilt tendency toward change,
and to which individuals are likely to return if they deviate from it. The
purpose of having such a concept is to facilitate prediction: by identifying a
particular outcome as an equilibrium, economists are asserting that it is likely
to arise, and the specific reasons why the equilibrium properties are believed to
be met provide the basis for explaining this prediction.

5. Economists view economic systems as solving problems of allocation, deter-
mining how limited resources are devoted to competing uses. In general terms,
there are five such allocative mechanisms—custom, gift exchange, administra-
tion, collective organization and markets. In practice, they tend to overlap.

Terms to Define

Administration

Allocation

Collective organization
Cooperation vs defection (in a Prisoners Dilemma)
Custom

Equilibrium

Expected utility

Gift exchange

Incentive

Individual vs collective rationality
Markets

Payoff matrix

Prisoner’s Dilemma

Rational choice
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Questions to Consider

1. Make a list of all your economic activities (involvement with the production,
distribution or use of goods and services) yesterday. Which of your activities
could best be described as choices? Which were exchanges (money for goods
and services)? To what extent were the non-choice and non-exchange activities
foreseen and incorporated when you chose and exchanged? How close do the
choice and exchange metaphors come to encompassing the factors that people
other than yourself should take into account when trying to understand your
economic life?

2. Increasingly, colleges and universities are being asked to regard themselves as
businesses providing educational services to their student customers. In other
words, students are viewed as exchanging money for a package of services
including classes, student support, campus life activities, etc. This approach is
then used to identify marketing, quality assessment and other initiatives for
higher education modeled on management in the for-profit sector. Clearly, this
vision depends on the appropriateness of the underlying metaphor of education
as an exchange. What, in your view, are the advantages and disadvantages of
thinking about education in this way? What aspects of the situation are captured
in the exchange metaphor? What aspects are excluded or misrepresented?

3. How many decisions have you taken in the past week that were not based on
self-interest? In other words, how often did you put the interests of others ahead
of your own?

4. Look again at Fig. 3.1, with its utility matrix for the salad-or-pasta dinner
choice. What is the break-even probability of friends coming over? That is, at
what probability of friends dropping by is the expected utility of making a salad
equal to the expected utility of making pasta? Can you show how this would be
calculated using the expected utility formula represented by Eqgs. 3.2a and
3.2b?

5. To what extent was your decision to take this economics course “rational” in
the precise terms of expected utility theory? Did you consider all the alternative
courses of action? Did you forecast the likelihood and desirability of possible
outcomes resulting from this decision?

6. Do you think that rationality in the form of expected utility maximization
(using the formula in Eq. 3.4) represents an ideal that we should aspire to,
even if it is sometimes beyond our abilities? Should people be encouraged
(or even taught in schools) to think this way?

7. One of the most-publicized problems in professional sports is the use of
performance-enhancing drugs. Of course, not all such drugs constitute a prob-
lem, just those that are physically harmful, like steroids. (Steroids increase the
risk of cancer later in life.) Try to fit the Prisoners Dilemma model to this
problem. Assume a two-person contest (all other competitors can be folded into
player B) and symmetrical payoffs. Crucially, assume that each athlete values
winning so much that having a competitive advantage outweighs the future
health costs of taking steroids. Construct a payoff matrix as in Figs. 3.2, 3.3,
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10.

and 3.4, and show that the three central characteristics of the Prisoners
Dilemma apply. Show that the assumption that winning is valued above health
is necessary for two of these characteristics. Do you think this assumption is
warranted in real life? Which of the routes to cooperation sketched above is
employed by sports organizations like Major League Baseball, FIFA (soccer)
and the Olympic Games?

. Most people in large cities live far from where they work or go to school. If a

large proportion of them rely on cars for transportation, the result is rush hour
traffic jams. Each driver presumably calculates the advantages and
disadvantages of the various options available: drive or take mass transit,
drive alone or carpool, leave and return during rush hour or travel on an
off-peak schedule, etc. Driving every day, they are well-informed about the
consequences. Under these circumstances, can daily traffic jams be an equilib-
rium outcome as we have defined equilibrium in this chapter? How could you
find out? Suggest an approach using individual surveys, as well as one that
looks at overall behavior (traffic flows) rather than individual statements. In
each case, what would count as evidence of “equilibrium gridlock”? And why
would it matter whether or not traffic tie-ups are equilibrium events? In other
words, who might be able to use this information, and for what purposes?

. In the household(s) you grew up in, what was the balance between the five

systems of allocation? Which systems were employed for which goods or
services? Do you wish the balance had been different? How?

Public libraries purchase books which are then made available to the commu-
nity free of charge. There is little or no cost to acquiring a library card, and
cardholders may borrow any books they choose. Of what system or systems of
allocation is the library an example?



In the previous chapter we looked at several key elements of the framework used by
economists to do positive analysis—explanation of the past and prediction of the
future. Now we will sketch the framework for normative analysis. The central
concept is economic efficiency. We will begin by taking a bird’s-eye view of the
topic and then move up close to study in some detail its underlying components,
economic costs and benefits. These ideas are not complicated, but they differ
subtly but significantly from the everyday use of the same words. It’s important to
remove any potential sources of confusion before moving to the model-building
that lies ahead.

4.1 The Economy as a Machine

At the risk of oversimplification, we can depict the economy as an enormous
machine, as in Fig. 4.1 on the following page. At the left is the intake pipe. Into it
go all the inputs needed to make the economy go. These are costly, in ways we will
describe shortly. In the middle is the mechanism itself: lots of production,
processing, shipping, servicing, and everything else people do to create economic
value. At the right is the final output ready for consumption, the goods and services
for which we need an economy in the first place. These constitute the economic
benefits produced by the system.

Of course, it’s not quite that simple. Many of the outputs are also inputs. For
instance, the computer on which this book is being written is a product of the
economy. It produces personal benefits for me when I use it to communicate with
family and friends, and it is also an input into the production of further goods
(economics textbooks). A more accurate diagram would have pipes circling back
from output to input, looping through and around one another. That would be a
more accurate representation, but doesn’t really add much to the main story. A
second wrinkle is potentially more significant. Not everything that comes out the
output pipe is beneficial to society: modern economies produce pollution, stress and
other undesirables. They also produce weapons of mass destruction, as well as the
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Fig. 4.1 The economy as a Inputs (costs)
machine that transforms
inputs into outputs. The
economy is seen as taking in
inputs such as labor, raw
materials and equipment and
producing outputs (goods and
services) of benefit to
consumers

Outputs (benefits)

less dramatic arsenals that cause daily carnage around the world. Without getting
into the fine points of exactly which outputs cross the line separating benefits from
costs, we can agree that at least some of what the economy produces makes us
worse rather than better off. Economists refer to these things as bads—in contrast,
of course, to goods. In principle, bads should be treated as costs of operating the
economy in the same way inputs are. The only confusion is that they appear on the
output side of the machine.

The diagram is also incomplete in key respects. Above all, it ignores nature, the
ultimate source of all inputs and ultimate receptacle of all outputs. As drawn, there
is no production process that produces the inputs; they simply fall out of the sky.
Nor do outputs go anywhere after they come out the pipe. Presumably they vanish
into thin air in order to make room for more outputs in the future. Neither of these
ideas is very sensible. In Chap. 20 we will return to these problems to see what
economists have to say about them.

For now, the simple point of the drawing is that the purpose of the economy is to
convert costly inputs into beneficial outputs. Like any machine, we could give it an
efficiency rating: its outputs minus its inputs. Translated into economic terms, this
leads to the concept of net economic benefits as spelled out in Eq. 4.1:

Net economic benefits = Total economic benefits — Total economic costs (4.1)

Producing these net benefits is the underlying purpose behind having an econ-
omy in the first place. The larger the net benefits, the more productive—efficient—
the economy. In fact, the overriding goal of economics, as it is usually practiced, is
maximizing the net benefit available to society; this is a slightly more elaborate
version of the “viewpoint of society” referred to in Chap. 1. It may be that losses
exceed gains for some individuals, but so long as the machine as a whole is
producing the largest possible net benefit, it passes inspection. Very roughly, this
is equivalent to the “greatest good for the greatest number” criterion of classical
utilitarianism.

As a slight digression, you may be wondering, why maximize the surplus of
benefits over costs, rather than the ratio between the two? The reason is that the
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ratio that really matters is net benefits per person: other things being equal, an
economy that produces more net benefits for each of its members is regarded as
superior to one that produces less. Since population changes relatively slowly,
maximizing net benefits per capita is the same as maximizing them, period. To
make the point clear, consider a simple agricultural economy with a given popula-
tion. Would it be better to have a single small farm with a very high ratio of outputs
to inputs or a great many farms, each with a less impressive ratio, but producing a
lot more food overall?

So much for the top-level view. Now let’s dig a little deeper: what are these
things we have called costs and benefits, and how might they be measured?

4.2 Economic Benefits

All animals have economies, in the sense that all do some sort of work to transform
available inputs into necessities like food and shelter. (Have you ever watched a
bird building a nest?) There is simply no other way to survive. Humans too require
these basics, but they also desire much more than the absolute minimum. In fact,
history has not yet recorded a standard of living that most people were completely
satisfied with, leaving them no urge to acquire more. Moreover, human society is a
complex of networks and hierarchies that we all depend on to get our needs met, and
the goods that position us in the social nexus cannot be neatly separated from the
ones we get for being in that position: think of what it takes in the way of clothing
and transportation, not to mention housing, education and other goods, to land a
decently-paying job.

What I am getting at is this: there is no simple biological measuring stick to
determine what goods or services provide benefit to us, or to measure the amount
they provide. For better or worse, we must rely on more subjective conceptions of
benefit and value. The most subjective of all is the value placed on a good by the
person who acquires it, and this is the approach adopted by most economists
(although we will later find a growing body of dissent). More precisely, economists
normally say that the value of an item to any person is the maximum amount he
would be willing to pay to acquire it. The self-explanatory term for this measure-
ment basis is willingness to pay. Adding up the willingness to pay on the part of
each end consumer for every good or service produced in the economy would yield
the total benefits produced. Note, as we already saw in Chap. 1, that money serves
as a unit of measurement in this process, but not the objective itself. We can speak
of so many dollars worth of consumer benefit, but the benefit comes from consum-
ing real goods and services, not from the money people spend on them.

Note that willingness to pay is normally not the same as the price actually
charged for an item. Most people find that the price tag is less than the maximum
they would spend; that’s why they make the purchase. If the price were exactly the
same as willingness to pay, the consumer would be on the borderline, not sure
whether to buy or not. This happens sometimes, but it is not the general case.
Because of the divergence between these two amounts, and since only the price is
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publicly observable, it is difficult to get an accurate measurement of willingness to
pay. Economists have developed several techniques to do this, but they provide
only an approximation. Still, the theoretical idea is clear enough, and we will refer
to it in the future under the supposition that, in a pinch, we could put a number on it.

Also, it should be noted that people get for free some goods they would be
willing to pay for. Most radio programming, for instance, is free, as are most roads
and sidewalks, urban parks and the like. In some cases no price is charged because
the government has made a conscious choice to subsidize the consumer; in others
the barrier is the sheer impracticality of trying to make people pay. (We will return
to this issue in Chap. 15.) The principle that the willingness to pay is generally
different from the price actually paid applies here as well, the only difference being
that the price is zero. If a parent is willing to spend as much as $10 to take his child
to the zoo, it doesn’t matter if they go on a free (no admission charge) day; $10
remains the monetary measurement of his benefit.

Even at this very abstract level, and with all the simplifying assumptions we
have made, there is a crucial doubt that needs to be addressed regarding the concept
of benefit. In an attempt to be careful, I have used the term economic benefits, since
only some of the good things in life are products of our economy. Arguably, many
of the greatest benefits to be had are not economic at all: love and friendship, inner
peace and fulfillment, the pleasure from playing music or staring into the night sky.
Economic well-being is only a part of a much larger whole, and not necessarily the
most important part. The doubt is this: what if, in some circumstances or perhaps
even in general, economic benefit comes at the expense of other good things in life?
This is a very old doubt with an impeccable pedigree; nearly every religion and
major philosophy claims it is true. If they are right, then more economic benefit
does not necessarily signify more benefit overall, and economics’ claim to speak on
behalf of human well-being is undermined. In many instances, this problem proba-
bly does not arise, but it is too important to put aside and forget. We will raise it
again from time to time in this book.

In essence, the economic conception of benefit is very simple: society consists of
individuals, and individuals benefit from the economy as consumers of goods and
services. The total economic benefit conferred to society is the sum of all the
individual benefits individuals derive in their role as consumers. Nothing else is
regarded as beneficial, at least in the narrowly economic sense. There may be
political, cultural or other values, but these do not lie within the purview of
economics.

4.3 Economic Costs

As we have seen, to an economist the economy is a giant machine that produces
goods and services. More output from this machine is usually viewed as a good
thing: economists want to provide more “stuff” for more people. On the other hand,
this stuff comes at a cost, and costs must be taken into account. To be efficient, our
economy should be able to produce the greatest value of goods and services for any
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given cost, or, more or less equivalently, to produce any given value of goods and
services at the least possible cost. In order to ascertain whether this is actually the
case, economists need a working understanding of “cost”, but the definition they
use differs substantially from the everyday version, and this is a possible source of
confusion.

Let’s begin with the everyday use. A cost is a price someone pays or a burden
someone bears. If I buy a pair of shoes for $40, this amount is my cost. It represents
something I had to give up, and it is mine and no one else’s (unless they bought
another pair at the same price). But a cost does not have to be monetary. If I say
hurtful things behind a friend’s back, it may come back to me in the form of a
serious cost—a lost friendship or perhaps a guilty conscience. Again, whatever its
form, it is my cost; how could I extract my own personal sense of guilt and transfer it
over to someone else?

Economists use the concept of cost much more narrowly than this. As we will
soon see, many of the things we normally think of as costly are not costly in the eyes
of economists, and economists recognize costs that most other people do not notice
(or perhaps agree with). Since cost plays such a central role in economic theory—it
is what the value of goods and services are compared to—it is essential to be
precise, even to the point of splitting hairs.

To an economist, a cost represents what “society” gives up in order to produce
things. Of course, these costs are often experienced by specific individuals, but
societies are made up of individuals, and so economists believe that individual
costs, or at least some of them, can be added up to determine the aggregate,
social cost. And what is it that societies give up? Economists recognize only two
types of cost, disutility and opportunity cost. If anything is referred to in everyday
language as a cost but does not fit into one of these two categories, economists do
not include it.

(A) Disutility. Disutility is negative utility, but what is utility? In economics,
utility refers to the satisfaction of preferences or desires and therefore implies a
state of well-being. To have more utility is to be “better off” in some sense. Note
that utility in this context does not imply usefulness. A vacuum cleaner can
contribute to my utility by making it easier to clean my house, but so can a beautiful
photo to hang on the wall. Disutility, by contrast, is a reduction in well-being, the
satisfaction of fewer preferences or perhaps the “dissatisfaction” of them. If I can’t
stand the noise my vacuum cleaner makes, running it may give me more disutility
than utility.

Disutility is a cost of producing things. Much of the labor performed in our
society is directly unpleasant: boring, painful or even dangerous. Having people put
up with such hardships is one of the costs of “doing business”. Similarly, the ill
health resulting from pollution may be another source of disutility connected with
production. An efficient society would try to minimize the amount of disutility
people must bear to produce any given value of goods and services.

(B) Opportunity cost. While disutility is an important cost of production, it is not
the most important. In fact, many goods and services entail no disutility at all. Like
(I hope) most teachers, my own work in the classroom is not at all unpleasant; in
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fact, I usually enjoy it. This is not to say I might not prefer to do something else
instead of teaching (at least some of the time), but that is a case of getting less utility
from teaching, not disutility. It is likely that a large percentage of the work people
do is at least somewhat pleasant, in which case disutility does not figure in. Even in
the case of unpleasant work, disutility is rarely the largest cost.

To see how economists look at the problem, recall that the economy is viewed in
economics as a series of choices. At each moment, people are deciding whether to
do one thing—buy or sell something, etc.—or another. To make one choice is to
reject the alternatives; if I spend my afternoon fixing my broken vacuum cleaner, I
am deciding not to spend the time reading a book or taking a walk in the woods. By
giving up these alternatives, I am assuming a cost when I spend my time on the
vacuum cleaner, even if I don’t find this repair work unpleasant (no disutility).

Specifically, economists define the opportunity cost of a choice as the value of
the best alternative foregone. If reading a book was my best alternative to an
afternoon of repair work, then the value of this reading is the opportunity cost of
repairing. Similarly, the opportunity cost of my time spent as a teacher is the value
of this time in its best alternative use, and the opportunity cost of the classroom I
teach in is the best use this room could have been put to if I and my students weren’t
in it. Expressed this way, it should be clear that opportunity costs comprise the
largest share of economic costs in general. Except for the most dangerous or
unpleasant work, the greatest cost associated with working to produce a particular
good or service is the lost opportunity to spend the time on something else.
Similarly, one must take into account the opportunity costs of all the other elements
that go into production, such as natural resources and manufactured equipment.

In economics, these costs are generally assumed to be measured by the amount
of money needed to compensate them. Take disutility, for instance. It is much more
dangerous to weld I-beams on the upper floors of a skyscraper than at street level.
Given the choice, most people would rather not risk life and limb hundreds of feet in
the air. Economists expect, then, that employers will have to pay a higher wage to
get welders to accept this more dangerous situation, and the extra money it takes to
get a voluntary acceptance of this danger is the measure of its disutility. Of course,
it may be the case that dangerous work does not earn a higher rate of pay; in fact,
much of the really bad work in our society is among the worst paid. This represents
a breakdown of the pricing system, in the sense that prices (in this case wages) are
not telling us what the true cost of the disutility is. This interferes with our ability to
measure disutility cost, but it does not change the true cost itself: unpleasant or
dangerous work generates the same disutility whether it is compensated or not. The
same can be said for the disutility caused by pollution, which is very rarely
compensated in our society.

Opportunity costs are far more likely to be compensated, due to property rights.
Suppose a plot of land can be used for one of two purposes, as a farm or for a
shopping mall. The opportunity cost of either option is the value of the other.
Assuming the land is privately owned, and that the owner is primarily interested in
making as much money as possible (as we have seen, these are normal economic
assumptions, and they are often true), whichever choice is made, the return must be
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at least as great as the opportunity cost. So, if it is decided to use the land for the
mall, the payment to the landowner must be at least as great as what could be
obtained by farming; it must compensate the owner for the opportunity cost—
otherwise the landowner would not allow the mall to built and would farm instead.
This is also true of employment: wages paid to a worker must be sufficient to
compensate for the opportunity cost of the time involved—the value of the best
alternative use of that time. If you can spend the time fishing instead and make the
equivalent of $6 an hour on the fish you catch, you must be paid at least this to
induce you to give up fishing and go to work instead. (This example assumes you
are interested only in money, but it could be extended to include the value of your
enjoyment of fishing, or work.)

The relationship between opportunity cost and prices can be illustrated using a
simple diagram. Before we try to represent an economy, it might be easier to begin
with a universal problem: how to divide our time between waking and sleeping.
There are 24 hours in a day, no more, no less. Any time spent being awake is time
not spent sleeping, and vice versa. (I am assuming that people do not spend any time
doing a little of each of these simultaneously.) We can say, then, that the opportu-
nity cost of an hour of sleep is the value of an hour of being awake, and similarly
that the opportunity cost of an hour of being awake is an hour of sleep. We can see
this in the following diagram:

You could spend the entire day in bed or the entire day awake and active, but
usually you will want to do some of each. Figure 4.2 on the following page
illustrates two typical possibilities: 6 hours sleeping and 18 hours awake, or
6 hours awake and 18 hours sleeping. Of course, any other combination is possible,
so long as they add up to 24. The thick line represents all those possibilities; any
point on this line is a potential combination of waking and sleeping hours. You
can’t be to the right of this line, because the day is not that long, and you can’t be to
the left of it because the day is not that short.

Recall that the definition of the slope of a line is the change in its vertical
component divided by the change in its horizontal component:

Ay
lope = —2
slope "

In this case, the slope of our sleeping—waking line is the change in hours awake
divided by the change in hours asleep as we move along the line, and it equals —1.
The commonsense meaning of this is that for every additional hour of being awake,
we give up one hour of being asleep, and vice versa. This is exactly the same as
saying that the opportunity cost of an hour of one is an hour of the other. The slope
depicts the tradeoff, which is exactly one for one—which is why the slope is —1.
Another way we could say the same thing is that the price of an hour of sleeping is
an hour of being awake, and vice versa. The slope of the line tells us what the price
of one is in terms of the other—in this case simply 1. (The prices are equal, at least
as measured in time.)
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Fig. 4.2 A “production
possibility curve” for dividing
a day between being asleep
and being awake. There are
only two uses of time, and
they must add up to 24 hours.
Eighteen hours of waking
time and 6 hours of sleeping
time is one possibility, as is
18 hours of sleeping time and
6 hours of waking time. There
is a one-to-one tradeoff
between these two uses

o

Hours Awake

6 18
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It is not a large step to consider a very simple economy that produces two goods,
rice and beans, with a fixed amount of land. Some of this land is wet and is better
suited to rice production; other land is dry and is more productive growing beans.
The people in this society face the choice of deciding how much of each crop to
grow. We might portray their production possibilities in the diagram on the
following page:

Our mythical land could devote all its resources to rice and grow an amount
equal to the point on the y-axis where the production possibility curve intersects it
(just above Rp). It could also grow only beans, and have a bean crop equal to the
point at which the curve intersects the x-axis. More likely, the population would
prefer a combination of the two, and so they would consider possibilities along the
curve between these two endpoints. Two such possibilities are depicted here, A and
B. At A they can grow R, bushels of rice and B, bushels of beans. Rg and Bg
reflect the corresponding amounts at B.

Suppose they begin at point B. They might decide that their diet is too bean-
heavy and choose to move to A instead. In doing so, they would be giving up
(Bg — Ba) bushels of beans in order to increase their rice production by (Ry —
Rg). As a first approximation, we might say that the opportunity cost of increasing
rice production by this amount is the amount of bean production given up. It is
actually a bit different, however. Recalling that the slope of a curved line at any
point is the slope of a straight line tangent to it at that point, we can see that the
opportunity cost changes as you move from B to A. At B the slope is given by the
line BB, at A by AA. BB has a steeper slope; there is more change in rice per change
in beans than along AA. This means that the opportunity cost of beans is greater at
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Fig. 4.3 A production

possibility curve for a simple
economy with two crops.

Points A and B represent two
potential production choices.

To move from B to A is to Ra
increase rice production by |
the amount (R, — Rg), but to Re
decrease bean production by AA
the amount (Bg — Bp). The
slope of the line AA represents
the tradeoff between the two BB
goods at point A, and
similarly for BB and point B

Rice

Ba Bg
Beans

B than at A: you have to give up more rice to get more beans along BB than
AA. The opposite is true for rice; its opportunity cost is less at B than at A.

Why might this be the case? We can imagine that, as you specialize in rice
production, you are converting land more suited to beans to rice instead. This means
you are giving up more beans to gain less rice—a higher opportunity cost of rice.
The same story might be told about specialization in beans. Putting this all together,
and assuming this is the only factor that might affect the productivity of either crop,
we end up with a production possibility curve like that in Fig. 4.3, concave to the
origin. The technical name for such a production system is that it exhibits
diminishing marginal returns. We will revisit this concept when we discuss
production costs in a future chapter.

One other point needs to be made. In Fig. 4.2 we were necessarily on the “sleep/
awake possibility” line, since a day has exactly 24 hours. In Fig. 4.3 it is not
possible to be outside the line (by definition), but it is very possible to be inside
it. After all, few economies produce at their maximum potential. Resources may be
used inefficiently or not at all, especially if the economy suffers from unemploy-
ment. If we are at an interior point (not on the curve), it is possible to produce more
of both goods, and so the concept of opportunity cost does not apply. We do not
need to give up some of one thing to get more of something else. Moreover, through
economic growth the production possibility curve is shifted outward, and this too
permits more of some things without less of others (at least potentially). It is
sometimes said that the most basic lesson of economics is that there ain’t no such
thing as a free lunch. Well, perhaps. But if the economy is functioning below its
maximum potential, or if there are unrealized opportunities for growth, there are
indeed free lunches to be had. We might even say that one of the main purposes of
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economics is to search out potential free lunches through improvements in effi-
ciency and resource utilization—exactly the opposite of the familiar saying.

So far, we have been exploring aspects of disutility and opportunity costs,
particularly the latter. It cannot be overstressed that these two types of cost are
the only ones recognized in economics. They exclude some things we normally call
“costs”, and they include things we normally don’t consider. Here are examples of
each:

Economic costs but not personal costs. Our national parks and wilderness areas
contain millions of acres of old growth forests, forests that have never been
harvested for timber. In common usage, we would say that there is no cost to this
state of affairs; after all, the forests have been there for millennia, and all we
have to do to keep them wild is nothing. Indeed, it would be costly to send in
teams of timber workers to cut down the trees. Nevertheless, the economist
would say that maintaining these forests in their natural state is very costly: by
choosing to retain wilderness, we are taking on the opportunity cost of their
value as timber. That is, the value that these trees would have if we cut them
down and sold them, net of the cost of cutting, is the opportunity cost of choosing
not to do this. To say this is not to say that we should cut them down, of course,
just that wilderness is costly. Note however that, if the trees are not privately
owned, there is no group in society that perceives this opportunity cost as a
personal cost in the everyday sense. It is purely hypothetical to say that the trees
could be cut; in reality, no one currently has a claim on them or any expectation
of receiving money from them. At most, we might say that the government bears
this cost, because the trees are on public land. The point remains that there exists
an opportunity cost, as economists understand this term, even though there is no
single individual who bears this cost in the everyday sense.
Personal costs but not economic costs. Suppose you and I spend an evening
playing poker, and you win $200 from me. This loss represents a cost to me, as
we normally understand this word, but it is not an economic cost. No resources
were used to create one thing instead of something else, and no payment was
made to compensate people for any recognized economic cost. I end up with less
money, and you end up with more, but there has been no cost to “society” for the
production of anything. When money changes hands, but there is no economic
cost incurred, economists say that a transfer has taken place. We will see in
future chapters that transfers often play a large role in redistributing the costs and
benefits of economic life, but their impact on the overall quantity of these things
is less clear. (In the poker game there was no change at all in the total amount of
money between us; the transfer simply moved some of the money from my
pocket to yours.)

Finally, having surveyed benefits and costs as perceived by economists, we are
now in a position to understand why employment is a cost, not a benefit. This seems
paradoxical—in fact, exactly the opposite of how people usually think about
it. Unemployed people want jobs, and when more jobs are created there is a
tendency for wages to go up even for those who already have them. Politicians
campaign on the promise to create more jobs. You would think that jobs would
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count as benefits, not costs, but you would be wrong. Jobs, except for those that are
so pleasurable people would be willing to pay to work in them, fall under the
category of costs. The wages workers receive have to be enough to compensate
them for the disutility of work and the opportunity cost of their time; otherwise they
wouldn’t accept them. Meanwhile, benefits are reserved solely for consumers and
are measured by willingness to pay.

Nevertheless, under most circumstances more employment is a good thing.
Normally, the value created by the work people do is greater than the cost of this
work itself, which is just another way of saying that the economy is productive.
Some of this extra value goes to consumers in the form of goods that cost less than
the benefits they confer, and some goes to workers in the form of wages that exceed
the value of the time they give up by taking the job. (Some also goes to other
groups, such as owners of companies, government tax collection, etc.) So it is
ultimately true that creating jobs usually increases the net benefit available to
society, but it also remains the case that the jobs themselves—the actual work—
belong on the cost side of the ledger. This is an important distinction, because the
goal of society, according to economics, should not be to create more work but
more of the things that work can produce. Telling people to work slower or use less
technologically sophisticated methods might increase the amount of work needed,
but most economists would regard this as a step backwards, increasing the costs of
production but not the benefits.

The Main Points

1. Economics regards the economy as if it were a giant machine transforming inputs
into outputs. The inputs are costs, the outputs are benefits (unless they are
undesirable byproducts like bads), and the goal is to maximize the net benefits
of the machine’s operation, according to the formula

Net economic benefits = Total economic benefits — Total economic costs

2. Economic benefits are measured according to the willingness to pay of
consumers, which is normally greater than the amount they actually do pay.
Economists generally put aside concerns that consumer demand may not register
the “true” value of goods and services.

3. Economic costs take one of two forms. Most are opportunity costs, what we give
up by using a resource for one purpose rather than its best alternative. Some are
disutility costs, the harm or displeasure incurred in producing something, which,
in a well-functioning market system, should also be compensated monetarily.

4. The production possibilities curve illustrates the concept of opportunity costs.
In its two-dimensional form, it shows possible combinations of two goods
that might be produced. The curve represents combinations in which the
maximum amount of a second good is produced subject to various production
levels of the first. Any point on this curve can be considered one of maximum
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economic efficiency. The slope of the curve measures the opportunity cost—
the amount of one that has to be given up in order to achieve a unit increase in
the amount of the other. If the curve is a straight line, the slope is equal
throughout, and the opportunity costs are unchanging. If the curve is bowed
out from the origin, the production system is characterized by diminishing
marginal returns—Iess increases in the output of a good the more one
specializes in producing it. If the curve is bowed inward toward the origin,
we would see increasing returns to specialization. In any case, the normal
state of affairs is one in which society operates inside the curve: we are not
producing at maximum efficiency and there are potential gains from improv-
ing our methods, organizations and policies.

5. Some economic costs are not personal costs. This is especially the case when
resources that might be used are public property: there are opportunity costs to
using them (and therefore economic costs) even though no particular individual
bears a personal cost.

6. Many personal costs are not economic costs. This is especially the case when
transfers take place: items of value are transferred from one person to another
without any flow of goods or services in the opposite direction. The same
things are available to the economy as a whole, but their distribution across
individuals has changed.

7. Employment, since it is the use of a resource (human labor), is regarded as an
economic cost, even though we usually think of increases in the number of jobs
as “good”. What makes employment beneficial is the prospect that the goods and
services produced by workers will be of higher value than the costs, opportunity
and disutility, of producing them. Simply increasing the amount of work
performed without increasing the value created by that work, however, reduces
economic net benefits.

Terms to Define

Bads

Disutility

Economic benefits

Economic costs

Economic efficiency

Economic vs noneconomic benefits
Net economic benefits
Opportunity cost

Willingness to pay
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Questions to Consider

1. Many of the most remarkable engineering feats of the last century have been
long underground or underwater tunnels, putting roads beneath mountains, rivers
and seas. Unfortunately, it is common for workers to be killed in the construction
of these marvels; health and safety in such conditions are an uncertain art. If the
total amount of money needed to construct these tunnels, including all the wages
paid to workers in view of their high level of risk, is less than the total that the
general public would be willing to pay for the convenience of traveling through
them, does this mean that they provide net economic benefits? Do you agree with
the conclusion reached by economic analysis? Explain. If the construction of a
tunnel provides net economic benefits, does this also mean that it is necessarily
efficient in economic terms? Can you give a hypothetical example to explain
your answer?

2. Look at this week’s bestseller lists for fiction and nonfiction books. Putting aside
differences in the cost of books, sales are a good indication of consumers’
willingness to pay: presumably a book that sells 100,000 copies represents
greater total consumer valuation than one that sells only 2,000. Do you agree
with the argument that the bestsellers produce the most economic benefits? Do
they produce the most benefit, economic and noneconomic, overall? If you think
there are other sources of benefit, how might you measure them—or at least, how
would you know whether one book provided more than another? You may find it
easier to think about this question if you have the actual bestseller lists in front
of you.

3. A survey found that Americans were more willing to support regulations to clean
up oil spills if they thought the costs would be borne by large oil companies than
small, owner-operated gas stations, even though the costs themselves, in mone-
tary terms, were the same. According to the economic view of cost, should it
matter who pays it for whether it is seen as too high or not? Why might it make
sense to judge this policy on who pays the cost, as well as how large the cost is?
What are the potential drawbacks of making distinctions on the basis of who
pays?

4. According to the theory of disutility presented in this chapter, in general it
doesn’t matter if you don’t spend your life working at a job you enjoy, so long
as you make enough extra money to compensate you for the daily grind. Imagine
two jobs, A and B. A pays $20,000 per year but is completely fulfilling, and it
produces services valued by consumers at $40,000 a year. B is monotonous and
oppressive; still you would be willing to take it at $30,000 a year, and it produces
services valued at $60,000. Which job is “better” from the standpoint of eco-
nomic efficiency? Does this analysis leave out any significant aspects of the
problem?

5. Suppose the production possibilities curve in Fig. 4.3 were convex to the origin
rather than concave, as in Fig. 4.4:
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Fig. 4.4 The production
possibilities curve is convex
to the origin
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What is happening to the opportunity cost of rice as this economy specializes
in more rice? Is the same thing happening to the opportunity cost of beans as
there is more specialization in beans? The concave curve was justified by a story
about different types of land suited to the growing of different crops; can you
think up a story that could justify a convex curve like the one above?



5.1 Introduction: Crisis in a Cup

Mohammed Ali Idris is a coffee grower from Ethiopia. Interviewed in 2002, he had
this to say about what was happening to his livelihood and life as a result of changes
in the coffee market:

Five to seven years ago, I was producing seven sacks of red cherry (unprocessed coffee) and
this was enough to buy clothes, medicines, services and to solve so many problems. But
now even if I sell four times as much, it is impossible to cover all my expenses. I had to sell
my oxen to repay the loan I previously took out to buy fertilizers and improved seed for my
corn, or face prison.

Medical expenses are very high as this is a malaria-affected area. At least one member
of my household has to go to hospital each year for treatment. It costs US $6 per treatment.
We also need to buy teff, salt, sugar, soap kerosene for lighting. We have to pay for
schooling. Earlier we could cover expenses, now we can’t. . . Three of the children can’t go
to school because I can’t afford the uniform. We have stopped buying teff and edible oil.
We are eating mainly corn. The children’s skin is getting gray and they are showing signs of
malnutrition.'

In the early years of the century, plunging world coffee prices created an
economic and humanitarian crisis in much of the developing world. Coffee is the
world’s second largest commodity trade behind oil; more than 25 million people are
employed growing it, mostly on small farms. Coffee grows only in tropical and
near-tropical regions, so the major producers are in Africa, Latin America and
Southeast Asia. These countries are not rich to begin with. As the price small coffee
growers can get in the market plummeted, malnutrition, disease and illiteracy were
the results.

Figure 5.1 shows the long-term trend in prices earned by growers for Arabica,
the most commonly traded type of coffee, during the period leading up to and
following the crisis. (The other is Robusta, a lower quality bean that accounts for

! Gresser, Charis, & Sophia Tickell. (2002). Mugged: Poverty in your coffee cup (p. 10). Oxfam.
www.maketradefair.com.
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Fig. 5.1 NY price for Brazilian Arabica, 1970-2007, per pound in 2005 $US (Source: USDA
2008)

20 % of the market.) Specifically, it displays the price per pound received by
shippers in New York City for Brazilian Arabica, adjusted for inflation. (The prices
in each year were converted to an equivalent number of 2005 dollars.) Other coffees
were somewhat higher or lower, but the general trend was virtually the same. The
high point was a spike in the mid 1970s, when a drought in Brazil led to a global
shortage. Since then the overall movement was down, and by 2002 the price had
reached an all-time low—so low, in fact, that farmers could no longer even recover
their cost of production, much less earn an income. After this the price recovered,
but only slightly.

This disaster affected whole countries. Particularly in Africa, it was common for
coffee to account for a large share of a country’s export earnings. In Burundi, for
instance, an astonishing 80 % of all foreign sales were for coffee; the number was
over 50 % in Ethiopia and close to that level in Uganda. When coffee earnings
collapsed, so did the ability of these countries to earn the precious foreign exchange
(dollars and euros) with which they could keep up payments on their foreign debt
and perhaps purchase a few imports. So the coffee crisis gripped entire populations
and pushed countries further back in their pursuit of economic and social
development.

Those of us who are fortunate enough to have witnessed this catastrophe from a
distance should also be disturbed. We are the ones who drink the brew purchased at
the cost of so much hardship. Moreover, we have the resources to make a difference
in how the world coffee market operates—if we understand it. But what exactly is
the problem? Why did prices drop to such a low level? Unless we can answer these
questions, anything we might try runs the risk of doing more harm than good.
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There are many possible reasons why coffee prices might fall. Perhaps it has
become cheaper to produce the bean in some regions, and this puts pressure on
everyone else. Or maybe consumers are buying less of it. Or maybe there is too
much coffee being produced, or not the right kind. Or maybe the price is being
manipulated by powerful special interests. How would we go about trying to figure
out what the true story is? What information should we look for, and how can we
analyze to separate reality from fantasy?

Economics offers a helpful tool, supply and demand analysis. This is a fairly
simple but highly flexible way of depicting how a market works, and it guides users
toward answers to questions like those we have asked about coffee. It doesn’t take
long to learn, and it has many “add-ons” that permit it to tackle more complex
issues, such as those involving labor, natural resources and technology. This
chapter is devoted to presenting this tool and explaining how to use it. After a
brief look at the assumptions necessary to apply the supply and demand model, the
following section introduces the model itself. After this, we will look more closely
at the three main building blocks, supply, demand and equilibrium. We then put this
model through some practice exercises and conclude by seeing what it has to say
about the causes of the coffee crisis.

5.2  Some Simplifying Assumptions

Models require that we impose simplifying assumptions on complex, messy real-
world situations. What follows are the most important ones for using supply and
demand analysis. Some just make it easier to use, while others are necessary if the
model is to be used at all. The line that separates convenience from necessity is not
fixed; it shifts as economic theorists delve ever deeper into the logical
underpinnings of the relationships that make up the model. There is a lot of prestige
attached to being able to demonstrate that a model holds under slightly less
restrictive assumptions than previously believed. The assumptions of interest to
us here are:

1. There is a single homogeneous type of good or service that can be the subject of
a market. You can have a market for running shoes, garden hoes, or haircuts, but
first you have to assume that there is a generic item we can identify as a running
shoe, a garden hoe or a haircut. More sophisticated models of markets can
accommodate qualitative differences, but only in certain specific ways. Most
supply and demand models you will see, in this text and elsewhere, simply
assume that all goods in the market are identical. From a historical standpoint,
this is an extraordinary assumption—one that could only have been made in
relatively recent times. For most of human history, production methods were
artisanal: each item was individually distinctive, and it wouldn’t have occurred
to people to treat them as identical. (There are some exceptions; for instance,
evidence exists that grain, wine and other commodities were viewed as
standardized goods in Roman times.) With the rise of standardization and
especially mass production, thinking that similar goods are essentially the
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same comes more naturally. We will have more to say about standardization in

Chap. 7.

2. Producers produce goods with the intention of selling them, and those who want
to use these goods expect to buy them. This should be obvious, but again it is a
product of social evolution and has hardly been the case through most of human
history. People have to accept and adopt the role of buyer or seller. One of the
difficulties with establishing markets in human organs, for instance, is that there
is great resistance to adopting these roles.

3. Market participants are self-interested. Sellers want to receive the highest price
they can get, and buyers want the lowest price. Neither sacrifices her own
interests in the market for the sake of others.

4. Market participants are rational. Here rationality is used in the sense of Chap. 3:
people maximize their self-interest through the choices they make. In particular,
sellers refuse to sell unless the price they receive is sufficient to cover their costs,
and buyers refuse to buy unless the price they pay is less than or equal to the
value they get from their purchases. No one is made worse off by entering into a
market transaction; no one makes mistakes.

5. A corollary to the previous assumption is the “law of one price”: in every market
there can be only a single price at any moment in time. No one would agree to
buy at a higher price if a lower price were available, and no one would agree to
sell at a lower price if a higher price were available. Notice that this “law” is
often broken in practice.

6. Other than their market interconnection, individual preferences are independent
of one another. What I want to buy and the price I am willing to pay do not
depend on what you buy and vice versa, except insofar as your choice affects the
market price. The same goes for sellers. This assumption allows us to simply add
up the independent demand curves of individuals to get the overall market
demand curve, and the independent supply curves of different producers to get
the market supply curve. It also guarantees that the supply and demand curves
will be independent of one another, so that we can track changes on one side of
the market (supply or demand) while holding the other constant.

7. There is a one-time-only interaction between buyers and sellers. Historical time
as such does not exist in a supply and demand analysis; rather, we assume that
the model represents a single, unrepeated instance. The choices of buyers and
sellers may well depend on their expectations of the future, but their participa-
tion in the market is instantaneous. In making their choices, they do not take into
account any effects their current decisions may have on future market
transactions. Each moment in the market is its own universe, with no past or
future. (In the language of game theory, a market is a one-shot game, not a
repeated game.)

These may seem like very stringent and unrealistic assumptions. As in most
aspects of economics, however, it pays to give the matter some benefit of the doubt.
The simplifications necessary to employ market analysis are often not too far
removed from reality, and experience shows that we can often learn a lot by
organizing our thinking in terms of this model. As you will see, for instance, it
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definitely helps us understand the ups and downs of coffee prices. Moreover, the
model provides a baseline, a reasonable starting point for analysis. When we
encounter an aspect of real life that forces us to question one of these assumptions,
we can then think about how this will alter the conclusions a simple supply and
demand analysis would otherwise impose on us. You will see examples of this in
later chapters. For now, we will make the assumptions we need to make in order for
supply and demand to work as intended—but we will do it knowing that we are
making these assumptions.

5.3 A First Look

Here is a “naked” supply and demand diagram. It is stripped to its bare essentials.
What is being depicted is a market, which, in non-technical terms, consists of all the
buying and selling of some particular good or service. Individuals do not appear in
this diagram; rather, it represents everyone involved in this market collectively. At
this extremely general level, only two kinds of information are recorded, the
possible prices people may buy or sell at, and the possible amounts they may buy
or sell. All other aspects of the situation—the thoughts or feelings of these people,
their relationships to one another, the qualities of the goods being considered—are
ignored. Note, incidentally, that there are few labels and no numbers in this
diagram. We don’t know what goods are being traded, how much or at what
price. All we see are two curved lines intersecting in two-dimensional space,
bounded on the left and below by measurement axes.

So this is it: the basis for nearly all ground-level economic reasoning. In a
nutshell, you would read it in this way: The straight lines represent two axes; the
vertical axis is price and the horizontal axis is quantity. Thus, the further “north” we
go in this diagram, the higher the prices, and the further “east” we go the higher the
quantities of goods being offered for sale or purchase. The supply curve represents
the amount individuals wish to sell at various prices. (One assumption behind this
curve, and the demand curve as well, is that there will be only one price for all the
transactions taking place in this market at any moment in time. The price may
change, but only over time, not between individual goods or people.) It is upward-
sloping, which is to say that it travels from the southwest to the northeast. At lower
prices there are fewer goods offered for sale, and as the price rises more goods are
placed on the market. The demand curve represents the amount individuals wish to
buy at different prices. It is downward-sloping, which means that at high prices
there is less desire to buy, but more at lower prices. Here in a nutshell is the
framework for thinking about markets (including coffee markets). Don’t worry if
Fig. 5.2 is still mysterious at this point: we are just making an initial acquaintance.

Before going further, consider an important point: even though we are drawing
curves in a two-dimensional diagram, the relationships they represent are nearly
always invisible in real life. That is, in general you don’t see supply and demand
curves. At any moment in time you see a specific price, or maybe a small range of
prices, and a quantity of goods being bought and sold, but you don’t see the full
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range of possible prices and quantities represented by these two curves. True, you
might see more price-quantity combinations over a period of time or across
different regions, but, strictly speaking, these would not tell you about supply or
demand curves at a moment in time and a specific place. (You would also have to
use somewhat imprecise statistical techniques to infer separate supply and demand
curves from observable trading data.) The closest you can come to actually seeing
such curves in real life would be to perform a survey of buyers and sellers, asking
them how much they would buy or sell at various prices. Market researchers
sometimes do this, but in most cases to which supply and demand analysis is
applied, there do not exist “real” curves corresponding to the ones we draw in our
diagrams. What this means is that such curves are not real objects we can observe,
but intellectual constructs that help us understand how markets work.

Having clarified that point, let’s look under the hood. Where do these curves
come from, and what shapes can they reasonably take?

(A) The supply curve. The amount of something that people are willing to sell
depends on many things. The cost of acquiring this good is an obvious consider-
ation. Perhaps the sellers are making this item themselves, in which case their
supply will depend on the cost of materials, the cost and characteristics of labor, the
technology, etc. Or they may be middlemen, like wholesalers or retailers, in which
case they have to pay attention to the price they have to pay as buyers in some other
market. The capacity of the sellers may also be a factor: how many of them are
there, and how much do they have in the way of investments, like buildings, land,
materials, equipment, etc.? Another influence might be the expectations that sellers
have of the future—whether they expect prices to go up or down, for instance,
which will persuade them to sell now or wait until later. And of course sellers will
be interested in the price they can get if they sell today. For any given situation, the
possibilities are almost endless. But the trick employed in economics is to suppose
that all of these factors are assumed to be constant, fixed and unchanging, except
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just one: the current price buyers are offering to pay. This is the meaning of the
supply curve. It says that, with all other factors held constant, there is a one-to-one
relationship between the going price and the amount sellers wish to sell. (Remem-
ber that in a supply and demand diagram there are no individuals, just sellers as a
group and buyers as a group.) Each point on the supply curve represents one such
combination, and movement along the curve means seeing how a change in the
price affects the amount offered for sale. If you go up (northeast) along the curve,
the price is rising along with the quantity; the opposite holds for movement down
(southwest) along the curve. The story is Pavlovian: flash a price and the sellers will
respond with a perfectly predictable amount they want to sell.

There is one critical point to bear in mind: this supposedly predictable relation-
ship between price and quantity depends entirely on the initial assumption that
every other factor is being held constant. This assumption is important enough to
merit its own name, ceteris paribus. The words are Latin, for “things [being]
equal”. In econospeak, people will say things like, “This relationship holds ceteris
paribus.” They are simply invoking the common, but sweeping, assumption that
nothing else will change that might interfere with the one relationship being
examined. In the case of the supply curve, each point along the curve, and the
curve as a whole, depends on everything else in the whole world being exactly what
it is and staying that way. If anything of significance changes, the whole curve
moves. Read that sentence again: if anything of significance changes, the whole
curve moves. Understanding why and how this happens is fundamental to under-
standing the use (and possible misuse) of the supply and demand apparatus.

Let’s consider our original example, the global market for coffee. The supply
side of this market consists of producers and processors who make coffee beans
available to the ultimate consumers, such as most of us. One well-publicized event
that occurred was that, during the decade of the 1990s, Vietnam became a major
producer. Let us suppose (falsely of course) that this is the only thing that happened
on the supply side of the market during the 1990s. We might represent this in the
diagram on the following page:

Before Vietnam entered the market the curve might be drawn as Sy, after as S,.
The whole curve has shifted to the right. For any given price, say P*, the world’s
suppliers, including Vietnam, will produce more: Q, instead of Q;. This is true for
any possible price: the new supply curve is completely to the right of the old one.
This shift in the supply curve underlines the original point: it was the assumption of
ceteris paribus that enabled you to draw the curve in the first place. If this
assumption is broken—if some factor of significance other than the market price
changes—the whole curve must be redrawn. In this case, the change is rather
obvious; the addition of Vietnam to the ranks of major producers leads to a
rightward shift in the curve as a whole.

To summarize, we have seen two potential ways prices or quantities can change.
Either can change as a result of a change in the other, as we saw represented by
movement along a supply curve. But either can also change despite no change in the
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other, as represented in movement of a supply curve. Knowing the difference
between these two possibilities is 90 % of what you need to know about this topic.

Take a moment to consider some other hypothetical possibilities. (1) Because of
a drought during a crucial phase of the growing season, there is a change in the
amount supplied. This will look like a mirror-image of Fig. 5.3. Now the supply
curve will shift to the left. Once again there has been a change in one of the factors
normally held constant under the ceteris paribus assumption, in this case the
productivity of coffee growers. At any potential price they will bring less to the
market. (2) Caffeine is found to be a major cause of brain damage. This will not
cause any shift in the supply curve, because none of the ceteris paribus factors have
changed. From the supplier’s perspective, the only thing that’s changed is the
amount consumers are willing to buy, which is to say the amount they will be
able to charge if they want to sell their harvest. The supply curve stays put, but there
is movement along it—in this case down and to the left. (3) Fair Trade importers
offer growers a higher price than the going market rate. Once again the supply
remains fixed, since it is the price sellers can get which is changing. The movement
is up and to the right along the supply curve, at least for the fortunate growers who
are able to qualify under Fair Trade rules.

If this makes sense to you, you are ready for the other 10 %. Take another look at
Fig. 5.3. Notice how vertical the supply curve looks in this diagram, compared to
the one in Fig. 5.2. Why did I draw it this way? The assumption behind the artwork
(I'm being charitable) is that agricultural commodities like coffee have more
vertical supply curves than average. The reason for this is that, in the relatively
short run (within the growing and harvesting period of a year), the amount that will
be produced is more or less what it is, no matter what the going price. Coffee plants
don’t yield more beans just because the price goes up. The decision to plant,
combined with the weather and a few other factors, predetermines the harvest. On
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the other hand, the curve is not completely vertical, because there is still some
discretion on the part of growers. They can harvest more or less intensively, put
more or fewer resources into storage and processing in order to cut down on waste,
etc. When prices are high, they will squeeze a few more beans out of their operation
somehow; the reverse when prices are low. So the supply curve still slants, but only
a little.

We have a name for highly vertical supply curves: they are called inelastic.
There is a formula for calculating the elasticity of a supply curve:

%change in quantity supplied
%change in price

elasticity of supply =

We speak of a supply curve as being elastic if the formula has a value greater
than one—if the percentage change in quantity is greater than the percentage
change in price. It is inelastic if it is less than one. The nearly vertical curves in
Fig. 5.3 are highly inelastic. Imagine going from a low price to a high one on either
curve. There would be a very large percentage change in the price, perhaps more
than 100 % (double), but only a very small percentage change in the quantity, say
5 % or 10 %. So the value of the fraction, with quantity on top and price on the
bottom, would be close to zero. A very horizontal curve would have an extremely
high elasticity; it could easily be 10 or 20 or 100 (if it were very flat). Here is a tip
for making sense of the word “elasticity”: think of something elastic like a rubber
band. It is highly stretchable; you pull on it and it gets longer. This is the same as the
quantity supplied in an elastic supply curve. If the price goes up, the quantity
stretches in response. The opposite is true for an inelastic supply curve. Price
changes can pull and pull on it, but quantity stretches hardly at all. This may not
be the most scientific approach to understanding elasticity, but you might find it
useful anyway.

Visually, a supply curve is inelastic if it points downward toward the horizontal
axis, which is the case in Fig. 5.3. If it points toward the vertical axis, it is elastic. Of
course, unless the supply curve is a straight line, it will point in different directions
depending on what part of the curve you look at. Recall from geometry that the
slope of a curve at any point is determined by the straight line tangent to it at that
point. We could then say that the supply curve is elastic at one point but inelastic at
another, depending on the slopes of the corresponding tangents.

Why bother with this terminology of elasticity? One reason is that it gives us a
language to talk about the geometry of curves without actually having to draw
them. Simply by saying that the supply of coffee is inelastic, I am alluding to a
curve such as the one(s) drawn in Fig. 5.3. Moreover, if the supply of coffee really is
inelastic, this tells us something about the nature of the coffee industry. In the time
frame represented by the diagram, the amount of coffee producers put on the market
is not very responsive to the price: the amounts produced at a high price will be very
similar to the amounts produced at a low price. This piece of information will prove
useful later on when we attempt to unravel the mystery of the coffee crisis.
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(B) The same sort of analysis can be applied to the demand side of the market.
Many factors affect the amount that consumers want to buy—their desire for the
product, the amount of income available to them, the prices of other goods they
might buy instead, their expectations about future prices and availability, and
certainly the price currently being charged for the good in question. In order to
produce a demand curve, we make the assumption that all these factors, except the
current price, are held constant, and then we can consider the relationship between
price and quantity purchased. This relationship depends on the ceteris paribus
assumption, just as the supply relationship did; change one of the factors being
held constant and the whole relationship changes.

Let’s imagine how this would work for the world coffee market. Suppose the
buyers we are interested in are the volume coffee purchasers, the “middlemen” who
buy from the actual growers and then resell to the companies that sell coffee to
people like you and me. These buyers must keep in mind the amount of coffee
consumers may be willing to drink, costs of marketing and distribution, and the
need to stockpile supplies in times of low prices or draw down stockpiles if prices
are expected to rise. But we can also assume that they will buy in larger quantities
when current prices are low, and in smaller quantities when they are high. This
gives rise to a demand curve such as we see in Fig. 5.4 on the next page.

As you can see from this diagram, at high prices buyers purchase somewhat less;
as the price falls, the amount they purchase goes up. Nevertheless, the quantity
varies just a little, even if price changes are substantial. That suggests that demand
is inelastic, just as supply was. The formula for the price elasticity of demand is
virtually the same as that for supply:

% change in quantity demanded
% change in price

price elasticity of demand =

In this case, very large percentage changes in price have very little effect on the
percentage change in the quantity demanded; hence the choice of an inelastic
demand curve. Is this realistic? Both logic and experience suggest it is. The price
of coffee beans is a relatively small part of the total cost of a cup of coffee, so coffee
drinkers will tend to buy about the same amount whatever the price of beans. The
number of coffee drinkers is generally independent of prices anyway, and
wholesalers have little difficulty passing along increased costs.

Note that no change is assumed to take place on the demand side of the market.
No events have transpired in the world to change the relationship between the price
charged for coffee and the quantity purchased. The demand curve doesn’t tell us
what the price or the quantity demanded will be, just that if we know one we can
deduce the other by finding the corresponding point on the curve.

(C) Equilibrium. So here we have two pieces of information, the supply curve
and the demand curve. What do they tell us about events in the coffee market, or
any other market? To answer this question, we need to add more assumptions about
how buyers and sellers respond to one another.
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Let us assume that buyers always prefer to be at some point on their demand
curve rather than off the curve, and that sellers always prefer to be at some point on
their supply curve. If this is true, then both can do this simultaneously if and only if
their curves cross. The reason is that there can be only one set of prices and
quantities for both groups: whatever price buyers are paying is also the price sellers
are receiving, and the amount buyers are buying is also the amount sellers are
selling. We can see this graphically in Fig. 5.5 on the next page.

At any point along the D curve buyers would be acting in accordance with their
intentions. At any point along the S curve sellers would be acting in accordance
with their intentions. They are both able to do this simultaneously at price P, and
quantity Q,. At any other price this would not be possible. Consider price P, for
instance. At this price, buyers want to purchase an amount of coffee equal to Qs,
while sellers would prefer to sell Q. Both cannot be satisfied. The most likely
outcome is that sellers will make Q; available, and that is all buyers will be able to
acquire. The difference between what they want to buy and what they are able to
buy, Q3 minus Q,, represents excess demand. Those who place their orders first
may be able to make their purchases, but there will be other buyers who will be told
that all the supplies are gone. An opposite situation would occur at P. In this case
the amount that buyers wish to buy is less than the amount sellers wish to sell. Some
suppliers would manage to make sales at this higher price, but others would be left
with unsold stock. This would be a condition of excess supply.

Economists generally assume that both excess demand and excess supply are
unstable. If either buyers or sellers are not able to make the transactions they wish
(as represented by their demand and supply curves), they will have an incentive to
change their response to the market. In the case of excess demand, suppliers who
find themselves quickly selling out will be tempted to raise prices, and they may
find buyers among shoppers who are trying to avoid being frozen out by a shortage.
In the case of excess supply, suppliers who find their inventories piling up may try
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lowering their prices, and clever consumers will bargain aggressively to take
advantage of the situation. Thus excess demand will tend to lead to an increase in
prices, and excess supply to a decrease. As long as the price is below P, there will
be pressure for the price to go up, and vice versa. Only at P, is the price at least
temporarily stable.

This analysis explains why the term equilibrium is used to describe prices and
quantities like P, and Q,. A situation is in equilibrium if there are no forces internal
to it that would lead to a change; change can come only from the outside. If the
situation is in disequilibrium, however, change is likely to occur even if no outside
factors play a role. In our analysis of demand and supply, the line that separates
inside and outside is the ceteris paribus assumption. If this assumption holds—if all
the factors that enter into the demand and supply relationships remain constant—
then nothing is transpiring on the outside to alter the market. It will remain as it is if
it is in equilibrium, which is to say if the market price is P,. If this is not the price
there will be pressure for readjustment, pushing the price toward P,. The pressure
will end only when equilibrium is restored.

It should be apparent that equilibrium is a powerful concept for explaining and
predicting how markets will function—the purpose of positive theorizing in eco-
nomics. Once we have the information that enables us to draw supply and demand
curves, we can say with some confidence what prices we expect to see, and how
much will be produced and sold. This is true even if the initial situation is not in
equilibrium, since the pressures exerted by excess demand and supply will tend to
move the market in the direction of equilibrium.

To see the power of this concept, consider a good that is not currently bought or
sold on the market, such as individual solar-powered helicopters. The technology
probably exists to produce this gizmo, and no doubt there are some people who
would like to have one. Nevertheless, we don’t see them for sale at the mall. Why
not?
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Fig. 5.6 Demand and supply
for individual solar-powered
helicopters
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The market in all likelihood looks like that depicted in Fig. 5.6.

There are prices at which consumers would buy and prices at which producers
would produce and sell, but there is no overlap between them: the cheapest price at
which such a device can be made is still too expensive for the most rabid consumer.
There is no equilibrium price in this market, and the only equilibrium quantity is
zero. If the supply-and-demand model of the market, with its predictive notion of
equilibrium, is correct, then every non-produced good must look something like
this. Thus, equilibrium analysis can not only explain the prices we expect to find in
the market, but also why there are no markets at all for many potential goods.

At this point it is only fair to mention three important limitations of equilibrium
reasoning in economics. First, in the real world few markets are actually in
equilibrium at any moment in time. If there are strong pressures pushing markets
toward equilibrium, it is also true that the flow of outside events never stops, and
this leads to changes in the equilibrium even before the market can get there. At
best, equilibrium analysis is approximate; it is not a precise reflection of how
markets function. Second, the assumptions we made about excess demand and
supply do not always hold. Buyers and sellers may respond as we suggested, but
they may not. There are many markets in which excess supply or demand can
persist for months or years, with no apparent effect on prices. In those cases the
notion of equilibrium as an intersection of demand and supply curves (no excess
demand or supply) may be too simplistic. There are more intricate analytical
devices (such as those offered by game theory) that can be used to represent more
complex forms of equilibrium. (See Box 5.1.) Finally, equilibrium is a positive
concept—it helps us explain or predict—but it has no necessary normative signifi-
cance. Although we already considered this in Chap. 3, it is such an important point
that it deserves another paragraph all to itself.

Language can play tricks on us. Words often mean different things in different
contexts, and we can go wrong by failing to recognize the distinctions. Equilibrium
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can give rise to exactly this type of confusion. In normal speech, equilibrium is a
desirable state of affairs. The word has connotations of balance and harmony. It is
only reasonable to extend this warm, fuzzy feeling to economic equilibrium—
reasonable but wrong. In fact, there is no presumption in economics that a market
equilibrium is better than a disequilibrium. It all depends on the market. Here is an
extreme example: the market in nuclear weapons. It is altogether possible that there
are private individuals who have access to nuclear weapons at the present time.
Some may have escaped military control during the collapse of the Soviet Union; it
may also be the case that countries with secret programs have permitted a few of the
weapons to enter the black market. No doubt there are other individuals, many of
them terrorists or criminals, who would like to purchase such weapons. Insofar as
sellers are motivated by the money they can make selling weapons and buyers are
constrained by how much they can afford to pay, there are supply and demand
curves, and therefore also a market equilibrium. At some price, the number of
nuclear warheads underground arms dealers want to sell is equal to the number
potential mass murderers want to buy. With luck, however, the market will not
reach an equilibrium, and these transactions will never take place.

This is clearly an extreme example, and yet it is not so different in principle from
more commonplace economic threats. Many of the goods produced in modern
economies are harmful to the environment and to human health. Much of the
work performed to manufacture and distribute these goods is hazardous, degrading
or oppressive. We can explain why these problems exist using the apparatus of
market equilibrium, but we should be clear at all times that explanation is not
justification. Equilibrium is a positive, not normative, concept. In the next chapter
we shall consider the conditions under which there may (repeat: may) be a connec-
tion between equilibrium and human betterment, but for now we should view them
as entirely separate and distinct phenomena.

Box 5.1: Excess Demand, Excess Supply and Everyday Life in Market
Economies

The standard representation of market equilibrium is where the demand and
supply curves intersect: the amount sellers wish to sell is exactly equal to the
amount buyers wish to buy at the equilibrium price. If there is either excess
demand or excess supply, the price is out of equilibrium, and economists
expect it to adjust.

If you think a bit about this, you will realize it does not capture the normal
experience we have living in a market economy. The easiest way to see this is
to consider what life is like in an economy not governed by markets. Much of
the world was like this, in fact, until 1989, when the Soviet Union began to
collapse and its allies in eastern Europe shed their Communist parties and
embraced capitalism. In the old Soviet model, sellers were in a position of
power and buyers had to struggle to be able to make a purchase. Stores

(continued)
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Box 5.1 (continued)

seldom had enough inventory to meet demand, and there were frequently
lines that formed so that scarce items could be distributed on a first-come,
first-serve basis. There was no attempt to advertise goods, and sometimes you
couldn’t even locate where they could be found. The stores themselves often
kept most of their wares in a back room: you went to the counter and asked the
clerk to see if what you wanted was in stock. With shortages the norm, store
employees could play favorites, deciding who to serve on the basis of
friendship, gifts or sheer whim.

It is exactly the other way around in a market economy. In most cases there
is chronic excess supply: sellers carry more inventory than they can expect to
sell, and they knock themselves out trying to convince us to buy more of
it. An extreme example is provided by grocery stores. A recent study found
that about 10 % of all food items stocked by American groceries is never sold
at all, but simply thrown away—in a world in which hundreds of millions of
people do not get enough to eat. But this is just a more visible instance of a
pattern that holds in most parts of the economy. Hardware stores stock more
tools than they can sell, and office supply stores stock more paper. In most
restaurants there are more tables than are likely to be filled on all but a few
nights, and the remainder bins of bookstores remind us that more books are
printed than readers are usually willing to buy.

The point is that much more effort goes into sellers courting consumers
than consumers seeking sellers. The advertising industry is built on this fact.
It is so fundamental to how we live in market economies that it is easy to lose
sight of. Nevertheless, it is worth pondering: why is excess supply so typical
of most markets? Is it because of too little competition or competition that is
especially intense? Why is it profitable to offer a larger quantity of goods and
services than you can expect to sell? One way to approach these questions is
to think about markets where excess supply is not the norm, such as sales of
new cars (where there are wait times for popular models) and medical
services (where patients are much more likely to wait for doctors than doctors
are to wait for patients). How and why are these examples different?

Whatever answers we give, the fact remains that the simple supply and
demand model, with its image of equilibrium where excess supply is zero, is
at best an approximate representation of the real world. Economic life would
be very different if sellers needed buyers no more than the other way around.

Before leaving the topic of equilibrium, we should consider what the concept
means in a world of many markets, all of them interlinked. There are markets for
shoes and markets for socks, markets for cars and buses, markets for the goods
farmers buy and the goods they sell. What happens in one of these affects the others.
When the pressure to get to equilibrium leads to adjustment in one part of the
economy, this is experienced as an “outside” force in other markets. A chain
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reaction is set off, and the effects may ultimately rebound on the market that set the
process in motion in the first place. We can make economic analysis much simpler
by focusing on just one market at a time, but to do so is to overlook the intercon-
nectedness of real-world economies.

To address this problem, economists have developed the concept of general
equilibrium. This is a situation in which all markets are in equilibrium simulta-
neously, each taking the others into account. Economists spent decades
investigating the mathematical basis for the hypothesis that economies might
have such a general equilibrium. By the mid 1950s it had been proven that this
was a logical possibility, although more recently theorists have found new grounds
for skepticism. They have shown that economies typically have many potential
general equilibria, a problem from the perspective of explanation and prediction.
(If an analysis shows that, say, 12 combinations of prices and quantities could all
be in equilibrium, how do we know which one is likely to occur?) They have also
shown that the adjustment process sparked by excess demand and supply can
shift the equilibrium itself, making it more difficult to use the supply-and-
demand model to make predictions. We will have more to say about general
equilibrium in the final chapter; for now, the main point is that, in using demand
and supply curves, it is important to keep in the back of one’s mind the
possibility that there may be important effects that extend beyond the confines
of a single diagram.

5.4  Using Supply and Demand

The best way to get a feel for the supply and demand apparatus is to use it. Let’s
imagine various situations that might arise in an economy and see how they could
be approached with the three building blocks of supply, demand and equilibrium.

(A) Ice cream. Suppose you open a home-made ice cream stand specializing in
vegetable flavors—spinach, zucchini, turnip, etc. After the initial burst of demand
(because people have been waiting all their lives to try these new taste sensations),
you settle into a predictable level of sales. We might ask how various events would
affect the amount of ice cream you sell per week and the amount you are able to
charge for it. For instance, suppose that global warming produces a month-long heat
wave during the late spring. People are looking for cooling, refreshing snacks, like
cucumber-cilantro swirl. The result may be depicted as in Fig. 5.7 on the following
page.

By shifting the demand curve from D, to D,, we are reflecting the increased
desire of consumers to buy ice cream at any price. Even after demand shifts, it is
still the case that more ice cream will be bought as the price falls (the curve is
downward-sloping), but the quantity is greater. If you pick one price in particular
(identified as a vertical distance up the P axis), you can find out what the sales will
be by tracing a horizontal line over to the demand curve. First you will reach Dy,
which tells you how much will be bought if this is the demand curve, and then you
will reach D,. Since D, is to the right of D, more ice cream will be bought during
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Fig. 5.7 The effect of a heat
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the heat wave than before it. Alternatively, you could think of D, as being above D:
for any potential quantity of sales, a higher price can be charged during the heat
wave. Note the thought process that led us to shift the demand curve. Because of the
higher temperatures, consumer preferences, which are one of the factors normally
held constant in conjunction with the ceteris paribus assumption, have changed,
and this shifts the entire curve. On the other hand, nothing has transpired to change
the ceteris paribus factors on the supply side; this curve remains where it was.

Applying the concept of equilibrium permits us to make a prediction. We expect
that, in the absence of any outside change (like the weather), the market would
settle at a price of P; and a sales level of Q;. Due to the heat wave, these will change
to P, and Q,. In other words, the price will go up and so will the sales. The process
has been instigated by a change in the demand curve. Although there has also been a
change in the amount of ice cream sold, there has been no change in the supply
curve. We see movement of the demand curve and movement along the supply
curve. Knowing which curve to move and which to keep in place is 90 % of the art
of applying the supply-and-demand framework.

Now suppose that, rather than a change in the weather, we see a change in the tax
laws. What happens if the city decides to raise money by placing a tax on ice cream
vendors for each scoop they sell? We can picture the result in Fig. 5.8 as shown on
the following page.

If ice cream sellers such as yourself have to pay a tax, this increases your costs
and means that you now need to charge a higher price than before. In other words,
your supply curve will shift upward (or to the left). On the other hand, nothing has
changed to alter the relationship between the price and the quantity consumers want
to buy, so the demand curve stays put. The equilibrium quantity sold will fall from
Q to Q,, while the equilibrium price will rise from P, to P,. Note that the increase
in price per scoop is substantially less than the amount of the tax per scoop. (You
can read the size of the tax increase from the vertical distance between S, and S;,
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Fig. 5.8 The effect of a tax
increase on the ice cream
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curve is Sy, resulting in
equilibrium price P; and
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which indicates how much the cost per scoop has risen for sellers.) This means that
sellers are able to pass along some of the tax increase, but not all of it. By looking
closely at this diagram, you can see that the portion that can be passed on to
consumers depends on the slope of the demand curve, loosely related to the price
elasticity of demand. As drawn, the demand curve is rather elastic: relatively small
changes in price induce consumers to make relatively large changes in their
ice-cream eating habits. What if the D curve were inelastic—more nearly straight
up and down? If you try this out on a piece of scratch paper, you should find that the
price increase becomes larger and the quantity decrease smaller. At the limit, with a
perfectly inelastic (vertical) demand curve, all of the tax increase could be passed
along to the consumer. At the other limit, with a perfectly elastic (horizontal)
demand curve, none of the tax could be passed along, and all would be absorbed
by the seller.

This gives us one clue toward why economists think about the elasticity of
demand and supply. As demand becomes more inelastic, suppliers gain more power
over buyers; they can increase prices with relatively little concern about lower
sales. But what determines the elasticity of demand? Many factors are relevant, but
the most important ones are tied to a single word: substitutes. If consumers have
ample opportunity to substitute other goods for the one being considered, their
demand will be elastic. This was the assumption that led to the fairly elastic demand
curve in Figs. 5.7 and 5.8; presumably most consumers of ice cream have alterna-
tive ways to spend their money that are almost as satisfying, and so they will be
sensitive to relatively small price changes. An opposite case would be cigarette
smokers, whose tobacco consumption is relatively insensitive to price shifts. (This
is not to say that prices have no effect at all, just less than for ice cream, because of
the addictive quality of nicotine.)

(B) Housing in a college town. Here our example will be the market for
apartment rentals in a college town. To simplify matters, we will overlook all the
differences in size, quality and location that affect prices and assume that there is a
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single “standard” apartment available at the same rent everywhere. (This is only for
the purpose of keeping the analysis within a single diagram; in principle we could
incorporate all these differences if we were willing to draw a separate diagram for
each type and location.) What does the demand curve look like? It is probably
moderately inelastic. There are substitutes for renting an apartment—doubling up
in existing units, living with parents or other relatives, or finding some other town to
live in and commuting—but these are not always convenient. (The reality of
homelessness in our communities demonstrates that many of our neighbors can
find neither an affordable apartment nor a satisfactory alternative.) As for the
supply curve, it is almost completely inelastic in the short run. In other words,
within the next few months the supply of housing is nearly fixed; it can only be
augmented or diminished slightly by decisions involving repairs to marginal units
or potential subdivision. Only in the long run, over a horizon of several years, is it
possible to greatly increase the amount of housing available through new building
or to remove a large number of units through demolition or conversion to new uses.
So let us stick with the short run for now. As a first exercise, imagine how the
market will change if the local college expands to take on more students. This is
shown in Fig. 5.9 on the next page.

As more students move to town to attend the college, the housing market
becomes saturated. If no measures are taken to anticipate this, the supply will
increase only marginally, from Q; to Q,; meanwhile, the equilibrium rent will
shoot up from P; to P,. Only in the long run, as more apartments are built and the
supply curve shifts to the right, will rents moderate.

We could well imagine that, if rents skyrocket as in Fig. 5.9, there will be
pressure to hold them back politically. One way to do this is rent control. Rent
control laws can take many forms, but they all have in common a legislative
prohibition of rent increases above a certain percentage or in the absence of certain
types of investment. If rent control is adopted in our hypothetical town, the
immediate result might be a situation like that in Fig. 5.10 on the following page.

A new controlled rent, P., might be established, higher than the original level
(P,) but below the level that would otherwise result in the market after the influx of
students (P,). Fortunately, in the short run, there would be almost no visible effect
on the number of apartment units available for rental. (There isn’t room in the
diagram to depict a Q. between Q; and Q,.) The danger, however, is that a poorly
drafted rent control law could have damaging effects in the long run. This can be
seen in Fig. 5.11 on p. 89.

Once again, rent control reduces the rent students and others have to pay, but
now there is a bigger difference in the number of apartments available. The more
the demand curve shifts to the right, the greater the gap, over time, between the
apartment supply at market rents and at controlled rents. Meanwhile, with a
shortage of apartments, opportunities open up for black market-type activities.
Renters can sublet their apartments for a considerable profit, and landlords can
charge “finder’s fees” and other dubious charges to take advantage of the scarcity.
These and other stratagems are commonplace in cities with rent control laws. On
the other hand, a well designed law can mitigate most of these effects if it
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Fig. 5.9 The effect of a
college expansion on the local
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incorporates incentives for new building. It is scarcity, not intervention in the
market per se, that leads to the worst aspects of rent control.

5.5 Another Cup of Coffee

Keeping the supply and demand apparatus in mind helps us decipher the changes
that roiled the world coffee market. We have already considered the reasons why
both the supply and demand curves for coffee are likely to be highly inelastic. (The
shapes of these curves could be measured using real-world data, but the technical
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Fig. 5.11 The long run
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long run, supply is more
elastic. Now the effect of
imposing rent control at Pc is
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aspects of that procedure would take us away from the subject matter of this
chapter.) How about the fluctuations of price and quantity?

The most important single fact to know about coffee is that, until 1989, the major
producing countries collaborated on an International Coffee Agreement. This
arrangement established export quotas, limiting supply in order to bolster prices.
The agreement fell apart in that year, and each country was then free to produce as
much as it wanted. It takes about 5 years from the time of initial planting to the first
harvest, so it was not until the mid 1990s that the full effect of this change was felt.
In 1994/95 world production was about 90 million bags; this total rose to about
115 million bags in 2001/02. The biggest increase came from a new kid on the
block, Vietnam. Partly in response to World Bank advice (backed up by loans),
Vietnam increased its production from 1.5 million bags in 1990 (when export
quotas were lifted) to 15 million in 2000. Brazil was another source of added
supply, due to large investments in acreage and new technology. Meanwhile prices
for the highest quality coffee, arabica, fell from a high of $2.00 a pound in 1980 to
$1.30 in 1995 and just over $.50 in 2002 (all in 1990 dollars). The combination of
modest production increases and drastic price decreases tells us what we most need
to know about the causes of the coffee crisis. Figure 5.12 on the next page, which is
only slightly different from Fig. 5.4, captures these numbers vividly.

With demand so inelastic, it takes only small increases in supply to result in large
drops in the market price. Each producing country, by trying to increase its exports
so as to make up in quantity what it is losing in value, makes the problem that much
worse for all of them. The International Coffee Agreement, which kept the supply
curve modestly to the left, was welcomed by consumers but sorely missed by
producers.

What can we learn about the uses of supply and demand from this example? The
most important lesson is that the supply and demand model of markets does not
provide any answers in itself; it is a convenient framework for sorting out
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Fig. 5.12 Contours of the
coffee crisis. With the ending D § S
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led to a decline in the
equilibrium price from P, to
P,

Q, @
Quantity

information and organizing our thinking. In this respect it is like a language: it
provides a syntax that makes it easier to produce certain complex ideas—at the cost
(which is also true of language) of making it harder to produce other types of ideas.
In this case, we saw that we were able to disentangle information about production
and demand. Asking about elasticity drew our attention to certain features of the
coffee market that are highly relevant to understanding the crisis, but which might
have been overlooked otherwise. Above all, it gave us a simple way to imagine the
relationship between relatively small quantity effects—a 7 year rise of 28 %—and
very large price effects—a corresponding decline of 62 %.

This illustrates the general point about models. If we are willing to make a
number of simplifying assumptions, we can construct potential scenarios for real-
world events. The power of models lies in their ability to highlight logical intercon-
nections that might be difficult to see without them. The weakness stems from all
the assumptions we have to make, some of which might blind us to important
aspects of the problems we care about. What were some of those assumptions in our
coffee analysis? We assumed that nothing important happens between the sale of
coffee by growers and its ultimate purchase by consumers; all the complications of
middlemen, marketing arrangements and brand identity are simply ignored. Also,
the international character of this market—its production and distribution across
national boundaries, requiring the conversion of different national currencies—is
put to the side. (The market is treated as if it all took place at a single location.)
Finally, specific sub-markets, such as those for organic, fair-traded and “gourmet”,
are not taken into consideration. In other words, the coffee market is not nearly as
homogeneous as the model implies. Some of these excluded complexities could be
reintroduced through more detailed use of supply and demand analysis, but others
are hard to squeeze into this model.

In addition, we should be clear about what we get from using economic models.
These devices do not “prove” anything; they assist and illustrate. Moreover, useful
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models are flexible. They don’t give predetermined answers to questions, but help
us gather and organize information. It wasn’t the supply and demand model that
told us about the importance of the International Coffee Agreement, but instead the
information we dug up, prompted by the needs of the model. In another market we
might well come to a completely different understanding of the key forces at work;
in fact, this will be the case when we revisit the coffee crisis in Chap. 14.

Models, because they purchase their insights at the price of their assumptions,
should be used with care. This warning applies with special force to economic
models, because the problems they are directed at are extremely complex, and
because economics is just one of many perspectives that people have found to be
helpful.

The Main Points

1. The following simplifying assumptions make it possible to employ the supply
and demand analysis presented in this chapter: (a) each market corresponds to a
single category of homogeneous goods, (b) producers and consumers adopt the
roles of sellers and buyers, (c) all market participants are self-interested and
(d) rational, (e) the law of one price holds, (f) each participant’s desired choices
are independent of everyone else’s except through their effects on the market
price, and (g) market “time” is instantaneous and not repeated.

2. The supply curve registers the amount producers of a good or service wish
to offer to the market across a range of potential prices. Because it is about
what they want to offer, it is a behavioral relationship: a given price induces a
given desired supply. Of course, the amount offered will be a function of many
factors, including the cost of inputs, the technology that transforms inputs into
outputs that can be sold, the number and capacity of potential suppliers,
expectations of future supply conditions, and the price buyers are willing to
pay. To draw a supply curve, all of these factors must be held constant except the
sale price, so that it is possible to determine the quantity offered at each price. If
none of the factors being held constant (the ceteris paribus factors) change, there
can be only movement along the supply curve as demand conditions change. If
one or more of the ceteris paribus factors changes, there is movement of the
supply curve: a different quantity will be offered to the market even at the
original sale price. The supply curve is normally upward-sloping: an increase
in the sale price will typically induce suppliers to offer more of their goods or
services to the market.

3. The elasticity of supply tells us how responsive the quantity of market supply is
to the price at which the supply can be sold. The formula is:

% change in quantity supplied
% change in price

elasticity of supply =

If the elasticity of supply is greater than one, we say that supply is “elastic”. If
itis less than one, we say it is “inelastic”. An elastic supply curve is relatively flat
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and points toward the vertical axis; an inelastic supply curve is relatively steep
and points toward the horizontal axis.

. The demand curve registers the amount consumers of a good or service wish to
buy across a range of potential prices; it too is a behavioral relationship. The
amount buyers desire to buy is a function of many factors, such as their personal
preferences, their incomes, the price and availability of substitute goods,
expectations of future conditions, and the purchase price. We draw the demand
curve by holding all other factors constant (ceteris paribus) except for the price.
If none of these other factors change, there can be only movement along the
demand curve as the price changes. If one or more of them does change, we will
see movement of the demand curve. The demand curve is normally downward-
sloping: an increase in the purchase price will normally lead to a reduction in the
amount buyers wish to buy.

. The price elasticity of demand tells us how responsive the quantity of market
demand is to the price buyers have to pay. The formula is:

% change in quantity demanded
% change in price

price elasticity of demand =

If the (absolute value of the) price elasticity is greater than one, we say that
demand is price-elastic. If it is less than one we say it is price-inelastic. An
elastic demand curve is relatively flat and situated more toward the NW (upper-
left) portion of the price-quantity quadrant; the opposite is true for an inelastic
demand curve.

. Market equilibrium occurs when both behavioral conditions—the supply and
demand curves—hold at the same price and quantity. That is, the equilibrium
price is the one at which buyers and sellers both want to buy/sell the same
quantities, and the equilibrium quantity is the one which would be purchased/
sold at the same equilibrium price. In the simple models of this chapter,
this is where the two curves intersect. Note, however, that equilibrium is
a general concept in economics—a state in which all parties are acting simulta-
neously according to their preferences, such that their choices are mutually
consistent—and it applies to “supply = demand” only under particular
conditions. Later we will see examples where equilibrium occurs when supply
does not equal demand.

. A second aspect of equilibrium has to do with the tendency for a situation to
return to equilibrium if it departs from it for some reason. In the case of a simple
supply and demand model, this results from assumptions about excess demand
and supply. We assume that, if there is excess demand, potential buyers who are
unable to make purchases will offer to pay higher prices, and sellers will agree to
do this: in this way, the price rises until excess demand is eliminated. If there is
excess supply, some sellers are unable to find buyers, so we assume they offer to
lower their sales price. This continues until the price falls to the point at which
excess supply disappears.
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8. Many goods that could be produced and sold do not actually exist. Supply and
demand theory tells us that there is no price at which at least some producers
wish to sell for which there are at least some buyers willing to buy.

9. There is no presumption in economics that equilibrium situations are
“good”. The concept of equilibrium is used for predictive and explanatory
(positive) purposes only; it has no normative content. A situation could be
horrendous for society, and even for most direct participants, and still be an
equilibrium.

Terms to Define

Ceteris paribus

Demand curve

Elastic vs inelastic supply/demand
Elasticity of supply

Excess demand

Excess supply

General equilibrium

Market disequilibrium

Market equilibrium

Movement of vs movement along a curve
Price elasticity of demand

Supply curve

Questions to Consider

1. Suppose you are given the job of estimating the global supply curve for coffee,
so that your supply and demand curve can be based on real numbers. How would
you go about doing this? First, clarify in your mind exactly the information you
will need; then suggest a research strategy. (You can assume you have an
unlimited budget at your disposal.)

2. Suggest a good whose supply curve, like coffee, is likely to be highly inelastic.
Select another you think will be highly elastic. Explain your reasoning.

3. The amount of oil under the surface of the earth is fixed; no more can be created
within a time scale meaningful to human beings. Does this mean that its supply is
inelastic?

4. In recent years a vigorous international market has developed in kidneys.
Impoverished but healthy people in developing countries are paid to undergo
surgical removal of their kidneys, which are then sold to wealthier kidney
patients who need a kidney transplant but can’t get one through legitimate
channels. What would it mean for this market to be in equilibrium? Do you
think it should be in equilibrium? If not, what would you propose to do about this
problem?

5. For hundreds of years there have been programs, and proposals for programs, to
stabilize the supply of agricultural commodities like coffee, building up reserves
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after abundant harvests and drawing them down after poor ones. How would you
show this process using supply and demand curves? How does this differ from
the quota system of the International Coffee Agreement? Which, if either, would
you favor as a response to the coffee crisis? Why?



6.1 Introduction

The preceding chapter was almost entirely about positive economics: how markets
work, and how the apparatus of supply and demand analysis can be used to explain
economic outcomes or predict how future events may alter the fortunes of
individuals and groups tied to the economic system. This is economics as plumbing
or dentistry—no values to speak of, just technique. But the great interest most of us
have in economic issues is not just technical. We care about meeting human needs,
improving living standards and pursuing other goals like liberty, equality and
sustainability. This means that we care deeply about the normative side of econom-
ics, what it can tell us about whether economic arrangements are good. So this
chapter is an introduction to normative models in economics, the foundation for
thinking analytically about the desirability of economic institutions and policies.

To see normative economics in action, just open a newspaper. Would people be
better off if taxes were lower or if they were raised? And who are the “right” people
to carry the lion’s share of the tax burden? Should the minimum wage be raised? Do
corporations use their power to exploit workers and the general public, or should we
provide more public support for them so they will make more investments? Should
people who download music or movies from the internet be tracked down and
prosecuted? How serious are the economic consequences of global warming likely
to be, and what is the most effective way to combat it? Should all national borders
be open to free trade in agricultural goods, without tariffs or subsidies? What, if
anything, should be done to reduce unemployment?

People have opinions on these things, but being opinionated is not enough. As
we will see, it is possible to analyze such questions systematically, to use the tools
of modeling and evidence-gathering to demonstrate that some opinions have more
basis than others. The particularly economic approach is to try to forecast and
evaluate the consequences of adopting one policy or another. The measuring stick is
human well-being.

P. Dorman, Microeconomics, Springer Texts in Business and Economics, 95
DOI 10.1007/978-3-642-37434-0_6, © Springer-Verlag Berlin Heidelberg 2014
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6.2 A Historical Detour

There are two ways we might think about economics and well-being. We could ask,
how well do market systems respond to human interests? Does a “free” market, one
left to function without political interference, do this well on its own, or does it need
to be managed and directed? Under what conditions are the flaws of market systems
more pronounced? What types of interventions can repair markets that malfunc-
tion? The other way is to ask, how can we use the market mechanism to promote the
values we care about, both economic and noneconomic? Are there limits to the
usefulness of this mechanism, and if so, what are they? The first approach begins
with the reality of markets and asks how well they conform to our values. The
second begins with the reality of our values and asks how well markets can be
harnessed to them. Both converge in the same sort of analysis, as we will see,
although they have somewhat different political and ideological histories.

The first question is associated with Adam Smith, perhaps the greatest of all
economic thinkers (given the state of knowledge in his day). Smith was born in
Scotland and lived from 1723 to 1790—as we have seen, a time of rapid social and
economic change. The industrial revolution was in full swing, even as the tradi-
tional institutions that governed British life, the aristocracy and the church, were
receding in influence. Huge fortunes were being made, new cities sprang up where
there were once swamps and cottages, and age-old ways of life were disappearing
with alarming speed. What terrified contemporary observers more than anything
else was the sense that no one was in control. Society was being transformed, but no
conscious body of thought or organization was setting a direction or guarding
against potential disasters. It was Smith’s great contribution to argue in his most
famous book, On the Wealth of Nations, published in 1776, that the lack of control
was a virtue, not a vice. He explained that self-interest could work to social
advantage providing there was a system of general competition, pitting the
ambitions of each citizen against the others. Such a system he dubbed an “invisible
hand”, and the term has stuck. The Invisible Hand argument holds that free,
competitive markets, powered by the self interest of their individual participants,
will guide society towards the attainment of social values more surely than any
government’s visible hand of regulation and control.

But Smith did not prove his Invisible Hand hypothesis; he only explained it in
persuasive language. In fact, it was nearly a century before a new generation of
economists would begin the systematic investigation of whether, and under what
circumstances, the hypothesis really holds. Out of their labors came the set of
economic models we will consider in this chapter. As we will see, the case for
unregulated markets is not nearly as strong as Smith thought, and many flaws,
which can be specified with great precision by modern economists, demand atten-
tion. From an original utopia of free markets, as envisioned by Adam Smith, we
make our way toward a more complicated, mixed system to serve our individual
and social interests.

The second question was posed by a near-contemporary of Smith, Jeremy
Bentham (1748-1832), the founder of the philosophical school of
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Utilitarianianism. This is a term that is often misunderstood, since its philosophi-
cal meaning is different from its everyday use. Usually, when we speak of a
“utilitarian” attitude, we refer to an emphasis on usefulness. If you are more likely
to spend a sudden infusion of money on a vacuum cleaner or a garden tool than a
painting or a vacation, we would probably call you utilitarian. This is fine for
ordinary usage, but in philosophy the word means something else altogether. To be
a philosophical utilitarian is to hold that the rightness of any action can be
determined by adding up the sum of its consequences for human happiness: add
(in some fashion) all the additions to happiness it causes and subtract all the
deductions from happiness that may also result. That act is best which produces
the highest happiness total: “the greatest good for the greatest number”. One way to
think about this philosophy is to focus on what it doesn’t say. It denies that there are
any general rules for how people should act, nor that the concept of rights should
play a role. For utilitarians, the ends—the calculable consequences of any act—
justify the means. Further, it considers only human happiness worthy of promotion,
not any other objective, and it treats this ineffable entity as something that can be
manipulated with mathematical precision.

For our purposes, the radical stance taken by Benthamite philosophy is not
relevant. What matters is that Bentham was the first political thinker to take
seriously the notion that policies and institutions should be justified instrumentally,
on the basis of the consequences they would likely lead to, rather than on first
principles of one sort or another. (Of course, many great thinkers, from Mo-zu to
Ibn Khaldun, had thought deeply about the effects they expected from their
recommended policies, but mainly to substantiate the general principles they
held, not as ends in themselves.) Bentham took as his starting point the emerging
liberal (individualistic') society in which he lived: most people undertook most acts
on the basis of their perceived self-interest. They were not idealists, and it was
impractical to base political decisions on the hope that they would transform
themselves into idealists just because someone told them to. Rather, Bentham
posed the problem, how can we make the self-interest of individuals conform to
the interest of society? What changes can we make through laws and regulations
that will lead each individual to act in such a way that it results in the attainment of
the utilitarian ideal of maximum happiness? Because he was unencumbered by
bonds of tradition or conceptions of inalienable rights (to use the term penned by
Thomas Jefferson), Bentham was willing to manipulate political and economic
conditions without limit—provided it “worked” according to his criteria. To put it
differently, the only limit was the technical limit of the methods themselves.

! In this text we will use the world “liberal” in its original meaning: a policy or institution is liberal
if it minimizes restrictions on free individual choice. Espousal of free markets is one of the clearest
examples of liberalism in this sense; so is freedom of speech, freedom to travel etc. In contempo-
rary US usage, a liberal is someone who favors more rather than less economic regulation, but also
less political control over private behavior. This means that a liberal (in the everyday sense) is a
liberal (in our sense) in social policy but not economic policy. Also, note that the word carries no
moral weight for us; it is not necessarily good or bad to be a liberal in either sense.



98 6 Markets and Human Well-Being

(If Bentham in his day could have performed brain surgery on every British citizen
to get them to want to promote the public good, he would have done so without
hesitation.) Since most of his methods involved economics, increasing the cost of
acts that foster unhappiness or the reward to acts that foster happiness, this comes
down to the limits of the economic system itself. In the end, Benthamite tinkering
converges, more or less, on Smithian fixes to the Invisible Hand

6.3 The Invisible Hand

Leaping forward to the present, we are ready to undertake the analysis of what
markets actually do for (or to) us, and what they might be enlisted to do. Recall the
concepts of cost and benefit that were introduced in Chap. 4. Keep in mind their
specifically economic meaning: a benefit is measured by the amount a consumer
would be willing to pay for some product of the economy, and a cost is the value of
an input used to produce something, usually an opportunity cost but sometimes a
disutility. Finally, remember that economic efficiency, the supreme normative
value in conventional economics (but not in some of its older and newer variants),
demands that we maximize the surplus of benefits over costs. Two more terms will
need to be introduced, marginal benefit and marginal cost.

Marginal benefit is the additional benefit that results from some activity. Prior to
the activity there was a certain amount of benefit available to the members of an
economy; after there was a bit more. The difference is the marginal benefit. Here’s
an example. Suppose our economy has a certain number of bicycles in use. Those
who ride them derive benefits, and we can say for the sake of analysis that each of
these benefits can be measured by the maximum amount the individual involved
would be willing to pay for the bicycle he or she owns and rides. If we add up all
these quantities, the sum would be the monetary value of the total benefit derived
from bicycles. Now suppose one additional bike is produced, and somewhere there
is a person who wants it more than anyone else. If this potential buyer is willing to
pay a maximum of $400 for that bike, we can say that the marginal benefit it
generates is $400. (Perhaps with this added bike the total benefit derived from all
bikes has increased from $4,691,818,253 to $4,691,818,653. I’'m making this up.)

Similarly, we can talk about marginal costs. The marginal cost of something is
the additional cost entailed by it. Suppose the cost of producing that one additional
bike is $300; that would be its marginal cost. Perhaps before the bike was produced,
a total of $4,113,738,701 was expended to compensate the opportunity costs and
disutility involved in bike production, and afterward the number rose to
$4,113,739,001. The difference is the marginal cost of the additional bike.

Stop and think for a moment. Do you expect that economists would be likely
to recommend that this extra bike be built? Why or why not? If you can see
the argument that’s beginning to emerge, much of the remainder of this
section will strike you as obvious.
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As already discussed in Chap. 4, the net benefit to society of some activity is the
total benefit of that activity minus the total cost:

NET BENEFIT = TOTAL BENEFIT — TOTAL COST

The mathematical character of this definition—the sense that costs can be
subtracted from benefits—depends on both being measured in the same unit,
money. If they were not in the same units, and if there were no way of comparing
the quantity of one to the other, the concept of net benefit would be obscure or even
meaningless. Thus, it is a bit odd (robotic) to speak of the “net benefit” of a
friendship; the costs of maintaining a friendship are difficult to compare to the
benefits. But the scope of economics has widened in recent years to encompass
many non-obvious applications, such as the decision to marry or to have children,
based on ingenious methods for quantifying intangible costs and benefits. Most
economists, to carry on their craft as they usually understand it, are dedicated to
expressing as many things as possible in monetary units.

The concept of net benefit applies at any level, individual, community, national
or worldwide. I can ask whether I get a positive net benefit from buying a gallon of
milk, whether my community would get a net benefit from a new dairy being
established in the region, or whether the world would be better off if there were an
international agreement to limit government subsidies to dairy farmers. For
economists, finding and taking advantage of opportunities to increase net benefits
is the entire point of their profession. Recall the image of an economy as a machine,
with costly inputs entering at one end and beneficial outputs emerging at the other;
economic efficiency means maximizing the net benefits produced by this machine.

Now we arrive at the central question posed by Adam Smith: does an economic
machine based on the framework of free markets tend to produce a maximum
(or sufficiently close to maximum) amount of net benefits? This is equivalent to
asking about the relationship between the individual choices made by the people
who make up those markets and the (hypothetical) choice an entire society would
make if it had all the relevant information about the potential costs and benefits of
everything that might be done in production or consumption. If the two coincide—
if the individual choices in a market economy add up to a corresponding social
benefit—Smith’s faith in the free market would be vindicated; if not, we would
have to look elsewhere for economic guidance. This is why people have spent the
past two centuries plus change debating the merits of Smith’s Invisible Hand.

6.4 The Market Welfare Model at the Level of a Single Market

A simple way to formalize the Invisible Hand argument is to present it in the form
of a logical deduction which we will call the Market Welfare Model (MWM).
Note, incidentally, that the world “welfare” is used in the general sense of well-
being rather than the narrow one of “payments to beneficiaries of public programs”.
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In this context, think of welfare as in the phrase “promoting the public welfare”, not
“being on welfare”.

The Market Welfare Model has three premises and a conclusion.

Premises:

1. The demand curve for a good or service represents its marginal benefits to
society.

2. The supply curve for this good or service represents its marginal cost to
society.

3. There is a single, stable market equilibrium represented by the intersection
of these two curves.

Conclusion: The market equilibrium represents the level of production of this

good or service which maximizes its net benefit to society.

Stated this way, the MWM is an if—then proposition: if the following conditions
hold, then a particular conclusion can be drawn. All three assumptions must obtain
in any situation for the conclusion to be valid; violating any one of them calls the
conclusion into question. To restate it slightly, the MWM stipulates the precise
conditions that must be met at the level of a single market if the Invisible Hand
proposition is to be accepted.

If you are familiar with calculus the proof of this proposition is almost trivial.
Since the formula for net social benefit, NB, is

TB—TC = NB (6.1)

where TB is total benefit and TC is total cost, simply take the derivative and set it
equal to zero:

MB—MC=0 (6.2)

We can write Eq. 6.2 because MB is the derivative of TB, and MC is the
derivative of TC. Since, by assumption, MB is the demand curve and MC is the
supply curve, maximum net benefits occur where their magnitudes (i.e. heights) are
equal—at market equilibrium. (The non-trivial part of the proof is what establishes
that there is only one such point of equality; without going into detail, it is enough at
this point to say that the third condition of the Market Welfare Model addresses this
in a loose, descriptive manner.)

It is just as easy to show this proof graphically. To do this, we need to know how
marginal costs and benefits would be depicted visually. For an answer, consider a
possible demand curve for bicycles:

The curve tells us how many bicycles would sell at each possible price. If the
price falls to $400, we can imagine that one more person, who was not willing to
buy a bike at a higher price, is just barely convinced to put his money down. Let’s
call this person George. George is the buyer of this last bike, and his willingness to
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Fig. 6.1 A demand curve for
bicycles, with particular
attention to George. When the
price falls to $400 one more
bicycle is sold, to someone
named George. George is
exactly willing to pay $400
for it—not a penny more. This
willingness to pay reflects the
marginal benefit of the bike to
George and to the society that
includes him as a member

Price

$400

Demand

George
Quantity

pay for it is exactly $400. If we accept the notion that the willingness to pay (WTP)
represents the benefit that the individual gets for something, and that the benefit to
society is nothing more than the sum of the benefits to the individuals that make it
up, then the acquisition of this bike generates $400 more benefit to George and to
his society. (George’s own net benefit is zero, of course, because the amount he is
paying is exactly equal to the value he receives.) This is nothing other than the
marginal benefit of this last bicycle. We can represent it on the diagram as a vertical
line going from the horizontal axis up to the demand curve—the dotted line in
Fig. 6.1.

But this is just the marginal benefit of one bicycle. In addition to George, there
are lots of other people who are also making purchases: everyone to the left of
George, which is to say everyone whose willingness to pay exceeds $400. For each
of these buyers there is a marginal benefit line, as there was for George, covering
the vertical distance from the horizontal axis to the demand curve at the point on
that curve represented by that person. For instance, if Louise has a very high
willingness to pay for bikes, she will be on the left side of the diagram where the
demand curve is higher. If we draw the vertical line corresponding to everyone of
these buyers—all who buy a bike if the price is $400—and if we assume that the
willingness to pay of each person represents their marginal benefit, we end up
shading in the area depicted in Fig. 6.2 on the next page.

This shaded area can be thought of as the sum of all the individual vertical lines
corresponding to each person’s willingness to pay. If the social benefit is simply the
sum of these individual benefits (as assumed in the MWM), this area is the total
social benefit provided by bicycles. To sum up: the height of a line from the
horizontal axis up to a point on the demand curve represents the willingness to
pay (and therefore the potential marginal benefit) of the individual represented by
that point who is just induced to buy when the price falls to the same level as WTP;
the area under the curve up to that point represents the sum of the willingness to pay
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Fig. 6.2 Sum of the marginal
benefits from buying bicycles.
When the price falls to $400,
all the bike buyers who value
bikes more than George are
still going to buy them. They
are positioned to the left of
him on the Q axis. If we draw
a vertical line from the origin
to the demand curve for each
of them, the result will be the
shaded area as shown to the
right

Price

$400 |

Demand

George
Quantity

(and therefore the potential marginal benefit) of all other buyers who will make
purchases at that price.

We can do the same thing for the supply curve. The height of the supply curve at
any point represents the minimum amount some seller must receive to supply that
particular unit—again, say a bicycle. We might, in the spirit of the MWM, assume
that this amount represents the economic cost of producing this bike—the opportu-
nity and disutility costs that must be paid for by someone. (Remember that this is an
assumption and is not necessarily true.) Then we can draw Fig. 6.3 (on the next
page), the marginal cost of producing George’s bike.

There is some bike company which is just barely willing to make and sell a bike
for $300, and this is the particular bike that corresponds to the additional market
supply necessary to satisfy George. That is, suppose that three million bikes were
being produced and sold before George decided to buy. Then one additional bike
would have to be made available. This bike would have to be produced by someone,
and the curve in Fig. 6.3 says that this someone will make this bike available so long
as the price is at least $300. According to our provisional assumption—which we
will later feel free to drop—this is the same as saying that there is a marginal cost of
$300 to produce this bike.

Already we know one thing: the marginal cost of producing George’s bike is less
than the marginal benefit he gets from it; to be exact, there is a net benefit of $100.
What we don’t know is who will get this net benefit. If the price is $400 all of it goes
to the seller. If the price is $300 all of it goes to George. If the price is somewhere in
between they will split it.

But what about all the other bikes already being produced and sold even before
George walks into the bike shop? In Fig. 6.4 on the following page we can see all
the other marginal costs for these other bikes.

Each of these bikes has its own vertical line going up to the S curve. Putting all of
them together, we get the shaded area under the curve and up to the total level of
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Fig. 6.3 A supply curve for
bicycles, with particular
attention to George’s bike. If
one more bike is sold

(to George), there is a
producer who is willing to sell
for any price above $300. If
the marginal cost of this bike
is equally $300, it is
represented by the vertical
line going up from George’s
spot on the Q axis to the
supply curve

Supply

Price

$300

George
Quantity

Fig. 6.4 Sum of the marginal
costs of producing bicycles.
In addition to George’s bike,
producers are making bikes
for everyone to the left of
him. If the vertical line from
the Q axis to the supply curve
continues to measure the
marginal cost of each of these
bikes, the shaded area
represents their sum

Price

$300 |

George
Quantity

production implied by the last bike, which is George’s. If additional bikes were to
be built and purchased, the area would expand to the right, still taking in all the
space under the S curve and extending up to the quantity represented by the total
number of bikes.

Since NB = TB-TC, we can represent the net benefits to society when all
consumers whose WTP is greater than or equal to George’s are buying bikes, and
all such bikes are being produced; as Fig. 6.5 on the next page shows, it is the
shaded area in Fig. 6.2 minus the shaded area in Fig. 6.4.

Each of these vertical lines represents the net benefit of that particular bicycle:
the height of the demand curve minus the height of the supply curve for that bike.
As drawn, the net benefit is highest for the first bike and then declines with each
succeeding bike until we get to George. Overall, there are many net benefits
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Fig. 6.5 Net benefits from
bicycle production if George
is the final consumer. The Supply
shaded area represents the net

benefit—total benefit minus

total cost—of all the bikes \,

produced and sold when
George’s bike is the final one

Price

Demand

Ge.(.;rge C}uz-mtit.yI

depicted. Still, could we do better? The answer is clearly yes, since there are
additional net benefits that could be created by producing and selling more bikes;
at higher quantities the demand curve is still above the supply curve. In fact, to
maximize the net benefits, we ought to produce up to the quantity Q* in Fig. 6.6,
seen on the following page: this amount captures all potential net benefits, and it
doesn’t, like quantities to the right of Q*, involve the production of any bikes whose
marginal costs exceed their benefits.

But—surprise—Q* turns out to be the quantity produced and sold at the market
equilibrium price, P*. This demonstrates the equivalence of market equilibrium and
maximum net social benefit if (if if if if if) (a) the supply curve represents true
marginal social cost, (b) the demand curve represents true marginal social benefit,
and (c) the curves are drawn with this approximate shape so that equilibrium occurs
at their intersection. In other words, we have a geometric demonstration of the
Market Welfare Model.

Note one more thing about Fig. 6.6. When the quantity is Q*, P* tells us the
height of both the demand and supply curves for the last unit produced and
purchased. That is, P* equals both the marginal cost and the marginal benefit of
this last bicycle (or whatever the item is). Thus, if we believe that the world
conforms to this model—if we believe that markets are usually in or very close to
equilibrium, and that the conditions of the MWM usually hold—we can regard
market prices as telling us what one more of something costs to produce or
contributes to society. This is the basis for the tendency of economists to see market
prices as telling us the “truth” about products, grounded in the deeper realities of
production costs and consumer values, and not just signifying random, meaningless
fluctuations. When asked to give advice, economists are likely to begin by saying,
“Get the prices right.” Seeing to it that prices reflect marginal costs and benefits is
what they have in mind.
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Supply

Price

p*

Demand

Qt
Quantity

Fig. 6.6 Maximum net benefits obtainable from bicycle production. At Q* the net benefits from
the production of bicycles are maximized, and P* tells us both the marginal cost and the marginal
benefit of the last bike produced and sold. This is also a market equilibrium. This happy coinci-
dence depends on the three assumptions of the Market Welfare Model: the supply curve represents
marginal costs of production, the demand curve represents marginal benefits to consumers, and the
curves have an intersection like that in the above diagram

Let’s look at this from one more perspective. Normally, when people decide
whether or not to buy or sell something, they perform an individual cost-benefit test.
If they are producers, they consider the cost of making something and the benefit
(revenue) they will receive by selling it, and they decide to follow through if the
benefit exceeds or at least equals the cost. If they are consumers, they compare the
benefit (the value of acquiring this item) with the cost (the price they must pay), and
only if the benefit exceeds or at least equals the cost do they actually make the
purchase. Thus, each market transaction represents a dual cost-benefit test: both
parties must compare costs and benefits, and a completed transaction is possible
only if both sides perceive net benefits or at least not net costs. (We are assuming in
this context that all people act rationally when they make these decisions.)

It is normal for people to make these types of calculations, but do they add up to
a corresponding social calculation? If each person buys or sells on their individual
interest, is the result beneficial from a social perspective? If the conditions of the
MWM hold, the answer has to be yes. The first condition says that the demand curve
represents marginal social benefits (MSB). This means the MSB must equal or
exceed the price that is being paid by all buyers, since people buy only if the price is
at or below their willingness to pay. The second says that the supply curve
represents marginal social costs (MSC). This means that the marginal cost must
be equal to or less than the price for all sellers, since people sell only if they receive
revenue equal to or greater than their cost. Since the price at which things are
bought is equal to the price at which they are sold (two sides of the same
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transaction), it follows that MSB > MSC for every good or service transacted in
the market, again assuming that the MWM conditions are in effect. This is
summarized in the following inequality:

MSB >P =P >MSC;.. MSB > MSC
(buyer) (seller)

This says that every voluntary, rational transaction between two parties will be in
the social interest by contributing more to society’s benefit than it adds to society’s
cost. Whether all such potential transactions take place is determined, in the MWM
utopia, by whether we are at a market equilibrium as in Fig. 6.5. By thinking in
these terms, we can see why economics places so much stress on cost-benefit
calculations. We can also see how markets, when the MWM conditions are in
effect, fulfill Jeremy Bentham’s dream of fusing individual incentives and the social
interest.

6.5 Implications of the Market Welfare Model

It is difficult to exaggerate the tremendous sweep of the Market Welfare Model.

Here is what it purports to show:

1. A market economy, if it operates according to the three assumptions of the
model, produces exactly those goods that should be produced. Just because it
is technically possible to produce something doesn’t mean it should be produced.
The world is not worse off because we lack personal helicopter chairs or solar-
powered can-openers; such things could be built, but not at a price anyone would
be willing to pay. In slightly more technical terms, we can say that non-produced
goods are those for which the equilibrium quantity is zero, as in Fig. 5.6 from
Chap. 5. Such goods shouldn’t be produced, of course, since at any output level
their marginal cost of production would exceed the corresponding marginal
benefit. On the other hand, for typical produced goods, as in Fig. 6.6 above, it
is in society’s interest to have a positive level of production.

2. A market economy, if the assumptions hold, produces exactly the right number
of goods. This follows directly from Fig. 6.6.

3. A market economy, under these assumptions, produces exactly the right qualities
of goods. According to this principle, cars should have the right safety features,
airlines the right schedules, and rock bands the right music and lyrics. Why?
Each aspect of a good or service can be analyzed as though it were a commodity
in itself. Consider our first example—the crashworthiness of cars. Manufacturers
can make cars more crash resistant, but only at a cost, and that cost presumably
rises as the car is made more invincible. Consumers want greater crashworthi-
ness, but not at any price, and presumably their willingness to pay for the last iota
of security is less than for previous improvements. Since each producer can offer
a line of cars with different features, and since different companies can compete
over safety, the consumer faces an implicit market in car safety. Where supply
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and demand curves intersect determines the qualities that will be incorporated.

The Market Welfare Model claims that, under the appropriate conditions, these

will be the right qualities. The same approach can be applied to the qualitative

aspects of any good or service.

4. A market economy, again under these assumptions, uses the best technologies
available, combining factors of production in the most efficient ways. The
imperative to use the best technology comes from the competitive process itself,
while the optimal use of inputs is another application of the Market Welfare
Model, in this case pertaining to the market for inputs. Since the MWM is
conditioned on the assumption that the demand curve for an input by firms
represents its marginal value to society, and its supply curve represents the
marginal cost of provision by its owners, market equilibrium yields the socially
optimal use. For instance, every year a certain number of students graduate from
colleges and universities with a degree in economics and look for employment.
These new economists represent the supply side of the market: they offer to
supply their own labor. The market supply curve represents the true cost to these
budding economists of offering their labor—assuming, of course, that the
Market Welfare Model applies. The demand for economists comes from gov-
ernment, the educational system, and private businesses, and if the MWM
conditions apply this curve represents the marginal value economists can add
to these enterprises. Equilibrium in this labor market would then mean that
resources are being deployed in the most efficient possible way, maximizing
the benefit society acquires from its investment in economics training. More-
over, since supplying a factor in some sense means creating it (like getting an
education to qualify for a certain type of job), the implication of the MWM is
that society develops its resources in the best possible manner.

To summarize, neoclassical economics holds that, in the ideal world of perfect
competition and no market failure, the individual rationality exercised by firms and
households in the marketplace coincides in every respect with the social rationality
that ought to guide the operation of our economy. To the extent that the social
criterion is the maximization of society’s net benefit from production and the
conditions of the Market Welfare Model are fulfilled, there is no justification for
external guidance or interference. Stripped to its essentials, the Market Welfare
Model adopts one criterion, maximization of net benefits to society, and makes
three assumptions: (1) the supply curve represents marginal social cost, (2) the
demand curve represents marginal social benefit, and (3) the curves have the
property that both market equilibrium and social optimality converge to a single
point (as in Fig. 6.6). These assumptions are predicated, in turn, on a methodology
or set of definitions, presented in Chap. 4, that assigns meaning to the terms “social
cost” and “social benefit”.
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Box: Hurricane Charley Dumps High Prices on Florida

When Hurricane Charley blasted through Florida on Friday, August 13, 2004,
it left thousands without homes and large parts of the state short on basic
supplies. No sooner had the storm passed, however, than a small army of
price gougers appeared, offering Floridians what they needed—at a substan-
tial markup.

Motels tripled their rates for a night’s stay. Construction materials went for
as much as ten times their normal price. Generators were highly prized and
made small fortunes for those who sold them. Even ice was at a premium;
some paid $2 a scoop in a desperate effort to prevent their perishable foods
from rotting in the post-storm heat. As of the following Tuesday, the state
Attorney General’s office reported 1,400 complaints of exorbitant prices.
This is a crime under Florida law and risks a fine of $1,000 if it is determined
there has been a violation.

But should it be a crime? The logic of the Market Welfare Model says
no. Clearly, if a generator that normally sells for $250 now commands $2,000
(this actually happened), someone is believed to be willing to pay that
amount, reflecting the greatly increased benefit they get from it. If there are
two potential buyers at this price, $2,000 represents the opportunity cost of
the generator as well. (To put it at the disposal of one individual is to make it
unavailable to someone else.) Hence, if the price is to reflect both the
marginal cost and marginal benefit of the item, it should be $2,000 and not
$250.

A supporter of the Invisible Hand would also point to the longer-term
consequences of letting prices rise. If there are huge profits to be made selling
generators in Florida, dealers around the country will have a powerful
incentive to ship them there. This will speed up the recovery process—
exactly how an efficient economy should respond to such a disaster.

There are two counterarguments, however. First, permitting price gouging
makes those who were hardest hit by Charley double victims, first of the
storm, then of high prices. Wealth will be transferred from one segment of the
population to another for no other reason than the bad luck of having been
caught in the path of a hurricane.

Second, to allow or even encourage price gouging is to discourage volun-
tary assistance. Few would give of their time and resources to help those
displaced by the storm if others were visibly profiting from it. This raises the
practical question of whether the increased for-profit support would be
enough to offset the loss of voluntary aid, as well as the deeper issue of the
social and cultural character of the two types of responses.

Hurricane Charley was an extreme weather event, and the price gouging
that followed it was a more extreme version of everyday market forces.
Disadvantaged consumers, such as travelers stranded at airports or residents

(continued)



6.6 Market Failure 109

Box (continued)

of small towns with only one supplier of a particular good, can expect to pay
more, and a heat wave that leads to heavier use of air conditioners normally
drives up the price of energy. Where would you draw the line between
regulating prices and letting markets have their way?

6.6 Market Failure

Up to this point we have been willing to live in (or at least temporarily visit) a
mythical world of perfect markets in which the highly idealized assumptions of the
MWM about costs and benefits have been permitted to guide the analysis. Few
would expect that this world has much to do with our own. Rather, the norm can be
assumed to be a state of market failure, understood as the failure of markets to
conform to the MWM conditions. Nearly all economists regard such failures as
ubiquitous, although they disagree over how consequential this is for practical
questions of policy. (Many economists think that markets come “close enough”
to meeting the MWM conditions, and many others are inclined to believe that most
things we try to do to fix these markets will make matters worse, not better.) In this
section we will very briefly review the main grounds for anticipating market failure;
we will return to this issue in much greater detail in Chaps. 13, 14 and 15.

In general terms, there are four commonly recognized sources of market failure:
externalities, public goods, monopoly and asymmetric information.

Externalities: Externalities arise when actions undertaken by individuals have
impacts on others that are not transacted in markets. This drives a wedge between
the supply and demand curves that depict what people pay or receive in markets and
the actual social costs and benefits resulting from their choices. A negative exter-
nality is a cost imposed by an action that the one imposing it doesn’t have to pay for;
a familiar example is pollution. These are sometimes referred to as “hidden” costs,
but what makes them hidden is not that they are difficult to see, but that there is no
legal requirement for them to be compensated. Naturally there is a tendency for
goods with negative externalities to be produced in excessive quantities or in
excessively damaging ways. A positive externality is a benefit which is not paid
for by its recipient. It is generally believed that education generates positive
externalities, since its beneficiaries are partially the fellow citizens, neighbors and
coworkers of those who have benefitted directly from education. These indirect
beneficiaries do not pay for this privilege, at least not through markets, and so their
interest would tend to be underrepresented. This is one reason why our society
spends a lot of money subsidizing education at all levels. Economists, as we will see
in more detail in Chap. 13, look for ways to make prices reflect significant negative
or positive externalities; they refer to this as “internalizing the externality”.
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Public goods: Here again we confront a situation in which the everyday use of a
word differs from its technical use. Most people use “public” to refer to the
government: something is public property if it is owned by a government agency,
and a public enterprise is a business owned and run by the government. Economists
attach an entirely different meaning to the term, however: a public good is some-
thing that has at least one of two characteristics: it has a zero, or near zero, marginal
cost of production, or it is not practical to try to prevent people from using it if they
don’t pay for it. The first is referred to as the nonrivalry principle, the second as the
nonexclusion principle. Radio stations provide examples of a public good in this
sense: there is no cost to making its programming available to an additional listener
(nonrivalry), and it is difficult to prevent someone from listening if they haven’t
paid a membership fee (nonexclusion). This means that it is unlikely that normal
market methods (self-interested buying and selling between listeners and
broadcasters) will do a good job of meeting the social need for such radio stations.
On the other hand, the post office, which certainly is a government enterprise, does
not provide a public good. It costs extra money to mail each letter users of the
service wish to send (positive marginal cost), and the Postal Service has no problem
in refusing service to those who don’t pay, i.e. those who fail to put a stamp on their
envelope. Economists look to government, or in some cases cooperative nongov-
ernmental, solutions to public goods problems.

Monopoly: A monopolist is someone (usually some company) that has acquired
a decisive degree of control over a particular market. This makes it possible to raise
prices or cut corners on quality without worrying too much about consumers
switching to substitutes. A well-known example is Microsoft, whose overwhelming
shares of the computer operating system and productivity (word processing, spread-
sheet, presentation) software markets give it the ability to charge prices well above
its costs of production, and to take a lax attitude toward quality issues, like the
stability and security of Windows and its other offerings. Because the value of
software depends on how widely it is used (attracting more compatible programs
from other companies and permitting more users to share their work with each
other), there is a significant cost to leaving the Microsoft universe. By keeping its
prices higher and its quality lower than would otherwise be the case, Microsoft has
managed to become one of the most profitable companies in history. Most
economists regard this as an economic problem to be solved, however, since
monopoly has led to a gap between the supply curve (or at any rate the prices at
which Microsoft makes its products available) and the marginal costs of computer
software—including, as above, the implicit market for software quality.

Asymmetric information: The supply and demand curves can represent true
costs and benefits to society only if the sellers and buyers they represent make
decisions based on adequate information. A difficult problem arises, however, when
one side of the market generally knows much more than the other about the likely
effects of any transaction. Examples include highly trained professionals like
doctors and attorneys who understand the quality of their services better than
their customers and borrowers who know more about how likely they are to
repay loans than the banks or other lenders they borrow from. This can result in



6.6 Market Failure 111

deceptive practices, but economists have discovered that more is at stake. Those
who have less information may look at prices not only as the amount they have to
pay or be willing to accept, but also as signals of hard-to-observe quality. Is a doctor
who charges less than the competition a bargain or a quack? Is the borrower willing
to pay a higher interest rate a good investment or a riskier one? If prices are viewed
as quality signals, buyers may choose to pay higher prices and sellers may offer
lower ones, violating the logic of the previous chapter. We will study examples of
this process in more detail later; for now the point is that asymmetric (unequal)
information removes us from the world of the Market Welfare Hypothesis.

From this brief survey, we can see that market failure is widespread, so
economists spend much of their time devising strategies to counteract it. Their
usual approach is to try to calculate the “true” marginal cost or benefit curves—the
ones that diverge from the actually existing supply and demand curves. Then they
think of ways to alter the economy’s rules so that the actual supply and demand
curves shift in a way that approaches MC and MB. In this way, they set limits to
their willingness to intervene in markets: their goal is not to reach any particular
outcome they might favor, but to permit society to be guided by true production
costs and consumer preferences. For instance, in setting forest policy, economists
will look for ways in which the supply curve for forest products diverges from the
marginal costs to society of making these products available, or divergences
between the demand curve and the willingness to pay of all those who benefit
directly or indirectly. Marginal benefits and costs are considered to be “objective”
quantities, which researchers can estimate from surveys and other data sources.
Economists are reluctant to make personal judgments about what the ideal policy
should be. Noneconomic values are put aside, and the only goal is to maximize the
surplus of total social benefit over total social cost, as these are defined and
measured using economic techniques.

One final point needs to be made about normative economics: the entire field has
recently been thrown into turmoil due to the more careful study of human psychol-
ogy that has arisen under the banner of “behavioral economics”. Fundamentally,
contemporary research is demonstrating that choices made in the marketplace often
have little if anything to do with “maximizing utility”. As we will see in Chap. 11
and elsewhere in this book, people often make consumption and investment
decisions that fail to improve their well-being. Indeed, the entire concept of utility
may be groundless, since its mathematical properties are contradicted by psycho-
logical and neurological evidence regarding the determinants of human happiness.
If the emerging message of behavioral economics proves to be correct, the entire
field of normative analysis will have to be revised.

At the moment, however, it has to be said that these questions do not trouble
most economists who evaluate policies or enlist normative methods for other
purposes. They still calculate costs and benefits in terms of utility and assume
that markets maximize utility in the absence of specific market failures. Their goal
is to correct for these failures so that markets can be restored to a condition
resembling the Market Welfare Model. Their techniques, such as cost-benefit
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analysis and the use of optimization models, still dominate the discipline, even
though they rest on assumptions that are increasingly in doubt.

There is inertia built into any branch of knowledge, since practitioners want to
stick with the tools they spent so much time and effort learning how to use. This is
no less true for economics, and an additional factor is that behavioral economics has
thus far been more successful at undermining conventional methods than in devis-
ing new ones. After all, it is better to have some sort of systematic thinking about
complex issues like economic well-being than none at all, even if one’s ideas are
somewhat flawed.

Taking all of this into consideration, perhaps the best description of the current
moment is to say that it is transitional. A gap has opened up between ordinary
economic practice, based on utility theory and the framework of the Market
Welfare Model, and a rapidly expanding body of research into the actual effects
of economic choices on human welfare. What transpires in the future will depend
on where the new research in behavioral economics takes us, and in particular
whether it leads to a new framework for assessing policies and institutions that is
well-grounded and practical. Events are moving quickly, and a textbook chapter
such as this one may read very differently in just a few years. These are interesting
times!

The Main Points

1. The question of whether markets alone ought to regulate economic life is
centuries old. Adam Smith thought that the “natural liberty” of individuals in
the marketplace could, if competition were sufficient, ensure a high level of
social well-being. Jeremy Bentham, the founder of utilitarian philosophy, sought
to create “the greatest good for the greatest number”, and he expected that, in
most cases, self-seeking in markets would result in this. Yet it has turned out that
the analysis of markets as instruments of social well-being is extremely com-
plex. Much of modern economics explores this topic.

2. Marginal benefits encompass additional benefits due to a small increase in some
action, good or service. Marginal costs encompass additional costs due to the
same small increase. Net benefit is total benefit minus total cost. “Benefits” and
“costs” in this context are used as they were defined in Chap. 4.

3. The Market Welfare Model summarizes a relationship between market behavior
and social well-being. It has three conditions: that the supply curve represents
marginal social cost, the demand curve represents marginal social benefit, and
there is a single market equilibrium where supply and demand curves intersect.
If all three conditions are met, it can be concluded that the market equilibrium
represents the combination of prices and quantities that maximizes net social
benefits. If this is true throughout the economy, the Invisible Hand proposition of
Smith holds.

4. The Market Welfare Model follows directly from the use of calculus on the net
benefit formula. It can also be demonstrated graphically using supply and
demand curves, recognizing that the total cost (benefit) generated by a good or
service is represented by the area under the supply (demand) curve.
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5. If the conditions of the Market Welfare Model hold, the equilibrium price

conveys important information: the marginal benefit of one more unit of the
good or service in question, and also its marginal cost of production.

. One interpretation of the Market Welfare Model is that, if its conditions hold,
it demonstrates the market is performing a cost-benefit test on behalf of
society. Each seller considers whether the price is greater than or equal to
the marginal cost of supply. Each buyer considers whether the price is less
than or equal to the marginal benefit of purchase. If these individual
valuations also correspond to social valuations (all costs and benefits to
society are exactly as they are perceived by individuals in the marketplace),
and if there is a single equilibrium where price = marginal cost = marginal
benefit, every item sold has passed a social cost-benefit test (and every item
not sold has failed this test).

. If the conditions of the Market Welfare Model hold, four specific conclusions
follow: (a) a market economy produces exactly the goods that should be
produced, (b) it produces exactly the right number of goods, (c) it produces
exactly the right quality of goods, and (d) it produces these goods in best
possible way.

. There are four commonly recognized forms of market failure that prevent the
conditions of the Market Welfare Model from being met: externalities, public
goods, monopoly and asymmetric information. At a deeper level, questions
about human behavior and the nature of “well-being” have called into
question the entire model.

Terms to Define

Externalities

Implicit market
Invisible Hand

Liberal

Marginal benefit
Marginal cost

Market failure

Market Welfare Model
Monopoly
Nonexclusion principle
Nonrivalry principle
Public goods
Utilitarianism
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Questions to Consider

1. Recall the issue of the market in kidneys described in the previous chapter.
Suppose the question is whether to legalize this market; how do you suppose a
utilitarian would go about answering it? What data would she need? What
questions would she not ask? How comfortable do you feel about settling this
question on utilitarian grounds? Why?

2. Review the discussion of the coffee crisis in the previous chapter. Do you think
the Market Welfare Model is likely to apply to global production and consump-
tion of coffee? Does the declining price correspond to the declining marginal
cost of production and benefit of consumption? Explain.

3. Some economists are in favor of breaking up the public school system and
replacing it with private schools that would compete for students. Under this
scheme, the government would give each student a voucher worth a certain
amount of money which they could spend at any school they chose. The schools
would be free to set their own academic policies, prices and admission criteria
(perhaps under certain restrictions, depending on the details of the proposal).
One of the chief arguments for this approach has to do with the possible
emergence of an implicit market in educational quality. How might such a
market arise? What incentives would this market have on private schools? Are
there aspects of education that might be lost in this free-market approach? You
will want to think about what “quality” means in an educational context—what it
consists of and what its sources are.

4. As we have seen, the US Postal Service is not an example of a public good. If it
were fully privatized (turned into a private, for profit company) would you
anticipate any of the other three types of market failure to arise?

Appendix: Markets and Freedom

While we will be concerned primarily with the utilitarian case for markets (whether
markets improve human well-being), we would be burying our heads in the sand if
we didn’t take note of the political value that many people put on free, unregulated
markets. From their vantage point, freedom in the marketplace is freedom, and free
markets would be justified even if the outcomes they produced were inferior in
some respects. The most consistent version of this view is libertarianism, the belief
that restrictions on individual freedom of choice should be minimized as much as
possible.

Consider an example, the regulation of food additives. The US Food and Drug
Administration is charged with determining which chemicals can be added to foods
produced in the United States. It commissions laboratory tests and, based on the
evidence (usually), decides whether restrictions ought to be placed on particular
substances. For many years there was controversy over artificial sweeteners, for
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instance: some tests showed that laboratory animals (and therefore potentially
humans) were placed at increased risk of disease when fed large doses of
cyclamates and similar products. On the other hand, at least in the eyes of some
people, these products promised to add sweetness to the diet without the empty
calories of sugar. (There is also controversy over their dietary advantages.) In its
decision-making, the FDA was supposed to be concerned only with the health and
consumer satisfaction consequences of permitting or banning the additives, in the
spirit of the outcome-oriented framework of this chapter.

But there is another way to approach the question: do consumers have a right to
add artificial sweeteners to their diet if companies are willing to sell them? Doesn’t
the FDA violate the personal liberty of individuals and companies on both sides of
this market? If consumers, on examining the scientific evidence, still decide that the
gain is worth the risk, who are government officials to tell them otherwise?

This argument, in fact, can be applied to almost any aspect of economic life,
particularly if we accept the metaphor of exchange as capturing what economic life
is about. In free markets exchanges are voluntary and therefore reflect the decisions
of both parties. Surely freedom must have something to do with being able to make
such choices and not having them overruled by the force of the state.

Positive and Negative Liberty

A useful starting point for thinking about the political case for markets is the
distinction between positive and negative liberty initially put forward by Thomas
Hill Green, a British philosopher of the nineteenth century (who drew heavily on his
predecessors). In modern usage, positive liberty is the freedom to do something,
involving access to the resources needed to do it. The positive liberty to play the
guitar means actually having the opportunity to play it: having the time, the
agreement of others around you to let you play, and of course access to a guitar
itself. It also assumes that one knows what a guitar is and has had an opportunity to
consider the benefits of being a musician. For such freedoms to be universal, there is
typically a need for public programs to guarantee access to all citizens so they can
make use of them. For instance, if everyone is to have the positive freedom to play a
guitar, society may have to subsidize them or provide low-cost studios where
people can go and use a guitar for an hour or two. The mental preconditions
(knowing about guitars, being introduced to music) suggest the need for universal
education, so that the people who might want to become guitarists can find out who
they are. Negative liberty is much simpler; it means simply that one is left alone,
unimpeded by outside forces. The negative liberty to play the guitar means only that
no one prohibits you from playing; you would have this freedom even if you are
never able to actually touch an instrument, or even if you had never had any
exposure to music of any kind. In shorthand, positive liberty is “freedom to”,
while negative liberty is “freedom from”.

Using this framework, we can see that free markets promote negative rather than
positive liberty. They give people the right to make choices free of outside
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interference, but they do not guarantee, or even necessarily facilitate, a distribution
of resources and experiences that would make it possible for most people to
discover and do what they would like. A philosophical attachment to free markets
is equivalent to a belief in negative liberty and a rejection, or at least de-emphasis,
of positive liberty.

The legal expression of free markets is freedom of contract. This means that two
or more individuals are free to enter into any agreement they mutually choose, and
no outside force—in particular, no government institution—is allowed to overrule
them. I can agree with a landowner to buy a parcel of land, and no one can interfere.
I can agree with a building contractor to have a building placed on the land, and no
one can say otherwise. I can agree on any sort of building I have in mind, provided I
get the consent of the builder. Once it is built I can rent it out to any tenant who
agrees to occupy it. I can paint the building pink. I can place a radio transmitter on
it. I can open a drug rehab center in it. And so on and on: freedom of contract means
that I can enter into any business relationship I choose, provided it is agreed to by all
parties to the transaction, and there can be no prohibition or regulation on the part of
government or any other third party. No society has ever had pure freedom of
contract, but libertarianism upholds it as an ideal.

To look at this distinction more closely, let us introduce some formal terminol-
ogy. Suppose there are two individuals, A and B. (Either could be a collective
entity, like a business or government, but we will stick with individuals for now.)
We will define coercion as the imposition by B of a penalty on A for an action
which A would otherwise, were it not for the penalty, prefer to take, under
conditions in which A is not free to break off contact with B. There was a saying
in Stalinist Russia that anyone can say anything they want about Comrade
Stalin. . .once. The point is that coercion does not prevent a person from doing
something (standing on the street corner and denouncing the dictator), but by
exacting a price, changes the victim’s calculation of costs and benefits. Moreover,
there is no way for the victim to sidestep the penalty by refusing to accept it.

An other example may make this clearer. Suppose A is being robbed by B in a
dark alley; B pulls out a gun and announces, “Your money or your life!” In the
absence of coercion, A would prefer to break off contact with B and continue on his
way, but that is not an option. Instead, A may have to accept a choice he would
otherwise never make, to turn over his valuables to the robber. What this suggests is
that the extent of the disagreeableness (disutility) of the choice A may be coerced
into accepting is limited only by the intensity of the penalty B is able to impose. If
the penalty is death, there is almost no limit to how grim A’s choices may come to
be. This is one reason why coercion can be bad: it has the potential to create a
situation in which people can be made to accept terrible choices in all aspects of
their lives. They have been deprived of the one choice they would most like to have:
to say no and walk away.

Another reason is that B’s influence over A can be turned to self-interest. Of
course, this is exactly what robbery is, but the point is more general. Governments,
democratic as well as dictatorial, have immense coercive power: they can issues
fines, imprison and even employ deadly force. We like to think that this power will
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not be abused, but history and logic suggest otherwise: with so much potential for
individuals or particular interests with sway over government to use this power for
their own gain, the risk never disappears. In practice this abuse may occur only
rarely, but certainly a high degree of vigilance is in order.

What makes libertarianism attractive is that it consists of a general opposition to
all forms of coercion as defined above. It opposes robbery, war (except in self-
defense) and nearly all exercise of government authority. The only legitimate roles
for government, in the eyes of libertarians, have to do with suppressing other forms
of coercion, employing limited military and police powers. In other words, in order
to avoid the greater coercion of crime and invasion by foreign armies, libertarians
accept the lesser coercion of government—but in these realms only.

Nevertheless, libertarianism has limits as a political philosophy. There is much
to be said for Green’s positive freedom too, freedom in the sense of “doing what
you desire to do”, or would desire if you had the chance. (This last phrase reminds
us of the importance of exposure to music as a basis for the positive freedom to
become a guitarist.) Freedom from coercion falls short of providing this; it only
indicates that you will not have to make choices you despise, but it doesn’t say that
you will be able to make choices you like (or would like if you knew about them).
To use our formal language, suppose coercion is not an issue, but the choice A
would prefer to make depends on cooperation from B. This choice will be unavail-
able if B withholds this cooperation. How bad is this for A? It depends. At the worst,
it could mean that A will not be able to improve his situation at all; every desirable
choice that would make him better off has been rendered impossible.

Suppose what I really want to do is make movies. The type of movies I want to
make (big budget disaster epics) are not possible as a solo venture; I need to work
with hundred of technicians, actors and other professionals to get the results I want.
Of course, I need someone to finance this dream, or it will never get off the ground.
My (positive) freedom to make such a movie depends on being trained or
apprenticed in a film academy or studio and then having access to the necessary
resources (money, equipment, people); if these opportunities and resources don’t
exist or are withheld from me, I can’t do what I would most like. This means I will
have to do something else: make lower-budget movies (intimate family dramas), or
no movies at all. At worst, I am back where I started, doing whatever I did before
(waiting on tables), but, unlike coercion, being denied opportunities cannot make
me worse off than I was originally.

This sounds like freedom from coercion is more salient than freedom to have
opportunity, but it is not always so clear. What if A is not self-sufficient—what if he
would starve to death or face a health crisis without access to resources controlled
by others? This is clearly not an idle question; indeed a vast majority of the world’s
people are in exactly this situation. Without employment (which depends on the
cooperation of others to hire and pay them) and without access to medical services
they would be (and in many cases are) in dire trouble. If the initial condition, prior
to cooperation, is not viable, then denial of opportunity may be just as crushing in
its consequences as forcible coercion. Even short of these dire constraints, most of
us would find life seriously impoverished if we were forced to live as isolated
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individuals, without access to the resources of society. Denial of positive freedom is

not trivial for anyone.

So let us now briefly consider positive freedom as a value. We can define it as the
ability to do what you most want, based on having had the opportunity to discover
this want, and subject to these restrictions:
¢ What you want to do is reasonable in some broad sense. People who are mentally

deranged or otherwise poor decision-makers are not served by being free to

make highly self-destructive choices.

* What you want to do is feasible if other members of society provide you with the
available resources, including their participation, to facilitate it. It makes sense
to speak of a positive freedom to attend college; it does not make sense to speak
of a positive freedom to learn all the subject matter of a college education in
1 month so you can spend the rest of your time partying. You simply do not have
this ability, whatever the opportunities opened up to you.

Positive freedom is about opportunity in an interdependent world. It generally
implies the need for collective action—the exercise of political will—to bring it
about. Your ability to attend college quite likely depends on the availability of
public and private funding, as well as the willingness of college admissions officials
to allow you to attend. You need to be able to afford not only the immediate
financial costs of going to school (tuition, room and board, other expenses), but also
the opportunity cost of not doing something else instead (like holding down an
additional job). This in turn depends on economic policies that put you in a position
to make these choices.

Sometimes negative and positive freedom seem to complement one another.
Consider the situation of someone who wants to play the guitar, as discussed earlier
in this appendix. For one thing, she needs the negative freedom from coercion by
those who might punish her for playing this instrument. In some societies, such as
Afghanistan under the Taliban, who opposed the playing of music on religious
principle, this is a real issue. But just being free from restrictions on playing will not
be enough to make a musician out of her; she also needs to own or have access to a
guitar to practice on, and perhaps also the opportunity to take lessons. Thus both
negative and positive freedom have a role to play.

Quite often, however, these two types of freedom tend to come into conflict with
each other. Let’s return to the example of attending college. The positive freedom to
be a college student requires financial support, typically through taxes—but tax
collection occurs on the basis of government’s power to punish (coerce) those who
do not pay. Admissions offices must also not be able to discriminate against
applicants based on considerations unrelated to qualifications; they cannot refuse
whole categories of people based on ethnicity, gender, religion, etc. (A few colleges
do this, but positive freedom would be infringed if the practice were widespread).
The “cannot” in this last sentence is enforced by government anti-discrimination
laws backed, as before, by the civil and criminal justice systems. Finally, most
economic policies are more than friendly suggestions; they are administrative
requirements whose force depends on the potential for coercion. In other words,
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almost everything governments do to provide positive freedom to attend college
conflicts with someone’s negative freedom to avoid coercion.

Inner Freedom

To make matters somewhat more complicated, there is a third notion of freedom,
beyond negative and positive, that you may want to think about. As defined above,
freedom is about freedom from constraint, whether coercive (negative) or lack of
opportunity (positive); both threats to freedom are essentially external. Neverthe-
less, there may also be significant internal threats, barriers to freedom within our
own minds. It is reasonable to speak of a free person as someone who is not a
prisoner of social convention, ignorance, habit or addiction. This notion comes to us
from an intellectual movement dating from the late eighteenth century that has gone
under names like romanticism (England), idealism (Germany) and transcendental-
ism (the US). To some extent, it is an alternative framework that downplays the role
of external inhibitions, as in the saying “stone walls do not a prison make”. In this
sense its scope is entirely personal; it calls neither for or against any particular laws,
other than freedom of expression. Many political philosophers, however, have
argued that the ability of individuals to pursue freedom of this sort depends greatly
on public institutions and policies, including universal education (of a certain type)
and alleviation of poverty. To the extent they are right, the claim of “inner” freedom
coincides with that of positive freedom defined above.

Freedom and Obligation

To conclude this all-too-brief discussion, it is useful to consider the larger context.
We have been examining different conceptions of freedom, but freedom, as pre-
cious as it is, is not the only thing of value. People also place value on a wide range
of other qualities, such as health, general economic well-being, personal and social
justice, and the quality of the culture and natural environment we pass on to future
generations. For instance, consider the aggressive measures sometimes taken in a
public health emergency, like the outbreak of an epidemic. Restrictions are placed
on people’s movements in order to prevent the spread of disease. You could try to
make an elaborate argument about health and positive freedom, but in fact the
justification is not about freedom at all; it’s simply to safeguard our health. If the
health benefits are large enough, it would be a good idea to ignore modest
infringements on freedom, at least temporarily. It would not be difficult to come
up with many other examples from other spheres of life, involving not only the
avoidance of harm but also opportunities to achieve substantial gains.

A particularly important limitation to freedom is that, in order for human society
to function acceptably, someone has to take responsibility for those unable to care
for themselves. This includes children, the very old, and those restricted by illness
or disability—in other words, all of us at some times during our life. It has been
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pointed out that, in the past, philosophers were nearly always men who could count
on women, such as their wives, to see to these responsibilities, leaving them free to
spend their days thinking about freedom. This freedom would have been imperiled
if the women in their lives had claimed it too. Today we expect a political
philosophy to encompass everyone, women as well as men, as we should. But if
personal obligations to care for others are unavoidable, erasing the gender barrier
means not only extending men’s freedom to women, but also women’s care
obligations to men. It would be nice if everyone freely assumed these obligations,
since that would allow us to reconcile freedom with social need, but if they don’t
some restriction on freedom is inevitable.

There are two further aspects of the need to provide care that ought to be
considered. First, this responsibility can be shouldered either privately, by
individuals and their families, or publicly, through government programs. Doing
more of one releases obligations on the other. For instance, most societies today
have, or are moving toward, a system of publicly financed education for all
children, public pensions for the elderly, and access to health care and social
services for the sick and disabled. The regulations and tax collections that make
these programs possible certainly constitute a large deduction from negative free-
dom. On the other hand, these programs release us from many of the caring
responsibilities we would otherwise have to assume in our private lives, allowing
us to enjoy a much higher level of positive freedom: more opportunities to pursue
the activities we find fulfilling. Of course, a freer lifestyle is not without costs as
well; we lose something valuable when we face no responsibility at all for caring for
others. All of these considerations speak to the complicated question of how far
society should go in collectivizing obligations that were once private—and not
always well met.

A second question has to do with boundaries: whose needs are we obligated to
provide? Our own children and parents, of course. (But not always.) Other members
of our family? What about people in need in our community or elsewhere in our
country? We now expect the government to provide emergency assistance in the
wake of natural disasters, but that means we allow ourselves to be taxed and
regulated so that these programs can function. Is it a social obligation to ensure
that all children have access to a good education, and that everyone, whatever their
age, has food to eat and a roof over their head? And why stop at national borders?
There are hundreds of millions of children around the world who lack the basic
necessities of life. Millions of families live in refugee camps, and many more face
intolerable poverty. Finally, does history confer responsibility? Do non-native
Americans have a responsibility toward native peoples whose lands and livelihood
were taken from them in the past? What about the descendants of slaves or other
particularly exploited people? And how do we balance our obligations to care for
others with a commitment to personal freedom? There is no easy answer to this last
question, except to say that neither extreme—all obligation and no freedom, or all
freedom and no obligation—is very appealing.
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The Main Points

1. The libertarian case for free markets is that they maximize human freedom: no
one, according to this view, should tell anyone else what they must do or what
they cannot do. Any interference with market behavior, or a substitution of some
other decision-making process for markets, could be seen as a violation of this
freedom.

2. A relevant distinction in political theory is between “negative” and ‘“‘positive”
freedom. The first refers to the noncoercion principle: one is not forced to do or
not do something. The second refers to having the actual option to engage in a
desired activity. In an interdependent society, fulfillment of positive freedom
normally requires some restriction of negative freedom.

3. The practical case for libertarianism is that there is no limit to the amount of
harm individuals may be forced to accept under conditions of coercion. The
practical case for interfering with markets is that our dependence on one another
is often substantial, and many would suffer serious deterioration in the quality of
their available options without institutions that organize (and compel) measures
of social support.

4. There is an “internal” conception of freedom as well, concerned with freedom
from mental and emotional shackles. To some extent, freedom of this sort does
not depend on how much or little positive or negative freedom is available. It can
be argued, however, that a society that wishes to promote “internal” freedom has
to place greater weight on positive freedom as well.

5. However defined and understood, freedom is one of many political, social and
economic values, and tradeoffs are unavoidable. A particular tradeoff of impor-
tance is between freedom and the obligation to care for those who need the help
of others. Social programs that provide this care collectively release individuals
from obligations that would otherwise fall on their shoulders, but at the cost of
reducing negative freedom from taxation and regulation.

Terms to Define

Coercion

Freedom of contract
“Internal” freedom
Libertarianism

Negative vs positive freedom



122 6 Markets and Human Well-Being

Question to Consider

Fifty years ago, in large parts of the United States stores, restaurants and other
public facilities were segregated: many where “white-only”, refusing to serve to
black customers. On February 1, 1960 a group of black college students sat down
at a segregated drug store lunch counter in Greensboro, North Carolina, refusing
to leave unless they were waited on. The owner called the police, but the
students’ arrest only served to further inflame the civil rights movement in
Greensboro and elsewhere. Eventually the Federal Government passed the
1964 Civil Rights Law prohibiting restaurants and other businesses from dis-
criminating on the basis of race. What negative freedom was at stake in this
controversy? What positive freedom? What lessons would you draw from this
episode regarding the balancing of positive and negative freedom? Would your
evaluation change if, instead of black college students, it was homeless families
that were being denied lunch (assuming they had the money to pay for it)? What
about people wearing Republican campaign buttons being told to leave a restau-
rant owned by an ardent Democrat? Finally, what effect, if any, do anti-
discrimination laws covering business services (like restaurants) have on the
“internal” freedom of the people in our story—the owner of the drug store, his or
her employees, and white and black customers?



Part i

Institutions



There is a tendency among economists to refer to “the market” as if it were like a
clock. You can find all sorts of clocks, running on different kinds of power, analog
or digital, mounted on walls or on your wrist, with different numbering styles and
decorations, but in the end they are all just clocks. They tell you what time it is on a
12 or 24 hour cycle. If you need this basic information, any clock will do.

Not so with markets, however. Markets do bring buyers and sellers together, but
beyond that they differ not only in appearance but also in purpose and performance.
Markets comprise a class of social institutions, like families and governments, and
their characteristics have a profound effect on economic outcomes. This has
become particularly apparent in the course of the transformation of the formerly
Communist countries of Asia and eastern Europe to more capitalist principles. All
are becoming “market economies” in some sense, but their success depends cru-
cially on the kinds of markets they are developing. Fortunately, economics has
some useful things to say about the different ways markets solve the problems put to
them. Based on this, we can not only choose intelligently between markets and
other systems of allocation, but also among different market types.

71 Markets in History

As far as we are able to know, there have been markets for as long as there has been
organized human society. Archeological evidence from Europe, Asia and the
Americas indicates that prehistoric humans used objects that were gathered or
produced hundreds or even thousands of miles away, and presumably some form
of exchange was the basis for transferring these goods from one location to another.
With the dawn of civilization in China, India, Egypt and Mesopotamia we find
coins and designated trading sites.

Markets in all such societies were places. They were central locations where
goods were brought together for sale and where negotiations over transfers of
ownership were carried on. Nevertheless, markets fulfilled other, less directly
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economic functions. The Greek agora, for instance, was a marketplace, but it was
also where political decisions were made and social relationships developed.

Only in the last few centuries have people begun to think of markets as pure,
disembodied realms of exchange, placeless institutions with no other function than
to facilitate trading and establish prices. Indeed, some markets appear to have those
characteristics today. Think of financial markets, which take their ethereal exis-
tence across global computer networks. Trading in standardized assets like stocks
and government bonds is entirely anonymous; no one knows or cares anything
about the person whose trade shows up on the computer screen. All that matters is
the price and quantity.

Actually, markets have never entirely separated themselves from their social
context. As we will see, they still have to insert themselves into networks of
information and expectation, and these are the products of complex social organi-
zation. Even the financial markets are less disembodied than they appear. (This
becomes apparent during episodes of fraud, when the hidden role of those who
make markets function rises to the surface.) All markets have to solve, or try to
solve, certain problems, and all such solutions, as we will see, require active human
intervention to produce results. The rest of this chapter will identify the most
common problems and strategies for coping with them.

7.2 The Enforcement Problem

Consider this story: Fred and Ginger run into each other at the market. Fred looks at
Ginger and says, “I like your backpack™; Ginger looks at Fred and says, “I like your
watch.” As it happens, Fred has a box full of watches back at home, and Ginger
keeps a backpack collection in her closet, so Fred would rather have Ginger’s
backpack than the watch he is wearing, and Ginger would rather have Fred’s watch
than her backpack. A mutually profitable trade appears to be in the offing.

Now let’s make two further assumptions. First, as is common in economics, we
will assume for convenience that both individuals are purely self-interested. Fred
gets no pleasure from Ginger’s feelings, nor Ginger from Fred’s. Second, we
assume that each person’s action is entirely independent of the other’s. That is,
both Fred and Ginger decide separately what to do with their possessions, and
whether or not a trade occurs will only be known after the fact. Based on this, and
with two goods and two individuals, we can envision four possibilities, each of
which can be ranked by Fred and Ginger according to their desirability. The most
desirable outcome for Fred, which we will designate as a 4, is that he keeps his
watch and also acquires Ginger’s backpack. The second most desirable is that he
gives up his watch but gets her backpack. The third is that he keeps his watch and
fails to get her backpack. The fourth, of course, is that he loses both. A similar
ranking holds for Ginger, except that she prefers having a watch and no backpack to
a backpack and no watch.

Each person has the option of taking one of two actions, supplying what they
have to the other or keeping it for him or herself. Using the game theory notation of
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Fig. 7.1 Payoff matrix for a potential trade between Fred and Ginger. Fred and Ginger are the
players; C (supplying the good already possessed) and D (not supplying it) are the choices. There
are four possibilities depending on which choices are made, ranked from 1 (worst) to 4 (best).
Within each set of parentheses, the payoff for Fred is given first, then the payoff for Ginger

Chap. 3, call the first option cooperation and the second defection. The result is the
payoff matrix shown in Fig. 7.1.

As this diagram makes clear, Fred and Ginger face a Prisoner’s Dilemma. Each
has an incentive to try to acquire what the other has without giving up what they
have. Whether or not Ginger gives Fred her backpack, Fred is better off by hanging
onto his watch, and the reverse is true for Ginger. If each follows a purely
individualist motivation, they will end up in the cell in the upper left-hand corner,
keeping everything and exchanging nothing. Only through mutual cooperation can
they make themselves both better off by each giving what they have to the other. A
market exchange is a solved Prisoner’s Dilemma.

This last statement may seem a little extreme. Surely, you would think, the
billions of transactions that occur daily in a modern economy can’t all be intricate
negotiations of collective action problems. Above all, doesn’t the assumption of
independent choice (Fred’s decision to part with his watch is completely indepen-
dent of Ginger’s decision to give Fred her Backack) contradict how markets usually
work? When you buy a loaf of bread in a store, you do not give up your money
independently of getting the bread, nor does the store hand you the bread until you
pay for it at the cash register. If decisions are not independent, then the upper-right
and lower left-hand cells (where one person gets everything and the other nothing)
are not possible, and the only choice is whether to exchange (lower right) or stand
pat (upper left).

These are valid criticisms, but experience indicates that it would be a mistake to
reject the independence assumption altogether. Many market transactions involve
promises which come due at different times. It is certainly possible for people to
break their promises, either on purpose or because they are not as careful as they
might be to avoid circumstances that will lead to the promises being broken. Loans
provide obvious examples, but much the same could be said of other longer-term
contracts, as when one company promises to make future shipments of supplies to
another. Moreover, it is often possible for sellers to cut corners on quality, and this
is comparable to a sort of withholding. Suppose you agree to buy two machines
from me, each of which costs me $500 to make. If I quietly cut back on quality,
lowering my cost to $250 apiece, what is the difference (for me) between this form
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of deceit and only shipping one rather than both at the original quality? As for you,
it depends: maybe two lower-quality machines are better than one higher-quality
one and maybe not.

The general point is that, for markets to succeed and exchanges benefitting both
parties to take place, there has to be a reliable expectation that buyers and sellers
will keep their promises. The expense of bringing about this expectation, and
having it borne out in most cases, is one type of transaction cost. A transaction
cost is the cost of using market exchange to achieve an economic objective. This
category covers everything from searching for suppliers and consumers to compar-
ing various offers to writing up contracts to enforcing them. It is perhaps the single
most important concept for understanding markets as institutions. If it is too costly
for people to use a market, they won’t and the potential advantages of this system of
allocation will be lost.

To return to our problem of promise-keeping, we can identify several
approaches that have worked in different times and places to ensure that markets
do not break apart in an epidemic of mutual defection.

Social norms. As we saw earlier, markets did not arise in isolation from other
human activities, and they are not usually isolated today. People who take part in
markets have social as well as economic lives. They are raised to internalize the
values of their culture, and they respond to signals from those they interact with that
tell them whether they are behaving appropriately or not. Recall the argument from
Chap. 4, for example, that if most members of a society are calculating the costs and
benefits of engaging in crime, the battle has already been lost; the first line of
defense is always the inculcation of values that favor honesty and respect. Fred is
not likely to try to cheat Ginger, partly because it is likely that he has been raised to
feel uncomfortable about cheating (even if he gets away with it), and also because
he would feel bad if Ginger found out about it and let him know. Multiplied by
millions and billions of people and transactions, this is an irreplaceable foundation
for successful markets.

Social scientists use the term social norm to refer to a rule for behavior that has
the properties of being nearly universal within a society and binding on its
members. Once such a rule gets established it can have considerable inertia behind
it. If everyone else expects you to observe a particular custom, you pay a price for
violating it—but if you go along, you become part of the “everyone else” for other
members of your society. Healthy societies have rules for promise-keeping, among
other behaviors, that facilitate the operation of markets. Much depends on the
maintenance of these norms.

Unfortunately, it is also possible for the expectation of promise-keeping to
unravel. If a few individuals violate this norm visibly and are seen to prosper
from it, they will attract imitators. After all, in situations with characteristics
approximating a Prisoner’s Dilemma, there is a powerful material incentive to
take advantage of the cooperation of others. Before long, as defection becomes
the normal expectation, it simply becomes too costly for most of those clinging to
the cooperative norm to hold out. Worse, a situation of generalized defection
(a dog-eat-dog world) can also be self-reinforcing and therefore stable. The
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message here is that it is extremely important for societies to police the boundaries
of social norms relating to honesty and mutual respect. Violators cannot act with
impunity.

Reputation. Adam Smith was well aware of the problem posed by dishonesty in
an incipient market economy like Britain’s. He argued that most people would
realize that it was in their interest to act fairly, since the short-term advantage of
opportunistic behavior would be overshadowed by the long run cost to the
scoundrel’s reputation. In more modern terms, he recognized that the Prisoner’s
Dilemma game of the market, if that was indeed what it was, would be played
repeatedly among a small enough group of players that each would be able to
remember who had behaved honorably in the past. In this way the healthy virtues on
which useful markets depend would be inculcated naturally. Indeed, Smith
expected that individuals would come to see their own behavior through the eyes
of those they dealt with, so that reputation would be truly internalized: people
would experience the views of others as their own. In other words, if you have a
positive reputation, this would be reflected in positive feelings you would have
about yourself, and you would do the right thing in order to enjoy these good
feelings.

Unfortunately, unless this internalization is permanent and very powerful,
Smith’s argument depends crucially on the assumption that the number of players
is small enough that reputations will follow each of them around. This was plausible
in the Britain of his day. Small-scale transactions, such as those between landlords
and tenants or shop-keepers and customers, were largely confined to local markets
based on face-to-face recognition. Larger financial deals were conducted among a
small class of property-owners who knew of one another despite being relatively
more dispersed. As markets grew larger and more anonymous, however, it became
evident that neither the direct or indirect effects of social reputation would play a
sufficient disciplinary role without some measure of conscious support.

Modern economies use a variety of means to reinforce the power of norms and
reputation. Think of the role played by newspapers and television, which aggres-
sively report on businesses accused of offending the public trust. Most of us are
familiar with the mass media, but in some ways even more important work is done
by the specialized business press, which digs up the dirt on culprits within its
domain. Every major sector of a modern economy has such a publication, and
readers pay close attention to reports of dishonesty or incompetence. Another
example is the trade or professional association. In principle, doctors, attorneys,
accountants and other professionals police their own ranks; if they find someone has
stepped out of bounds, they revoke his or her license to practice. Trade associations
also take complaints and may publicize or expel violators. Governments may also
maintain lists of approved or licensed firms based at least in part on adherence to a
minimal set of standards for lawfulness and honesty.

The importance of the roles played by such institutions is illuminated for us
when they fail to do their job. During the US corporate scandals in the early part of
the previous decade, for example, information emerged that major accounting firms
were acquiescing in dishonest bookkeeping by the companies that hired them,
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hiding their expenses and reporting fictitious income. This harmed the interests of
their legitimate business partners, investors and employees. What failed in this case
was not just the integrity of individual accountants and their companies, but the
oversight of the profession as a whole. Among insiders in the field there were
certainly suspicions, and perhaps even hard evidence, that standards were being
violated, but the information was not made public. Reputations that should have
been tarnished at the first whiff of impropriety were allowed to remain intact.

Contract design. For interactions that take place over time, it is sometimes
possible to introduce elements into a contract that provide an incentive for one
party to perform to the satisfaction of the other. There are many familiar examples:
a contractor engaged to build a house will be paid in stages or even in a lump sum at
the end of the project rather than upfront, a worker may be hired at a lower pay scale
with raises tied to performance, and a bank may charge borrowers a penalty if they
are late in their payments. What all of these have in common is that one party to the
contract, typically the one in a better bargaining position, gets the other to agree to
an arrangement in which the stronger will be in a position to evaluate and reward
the weaker at regular intervals. From the point of view of the side that is able to
extract such concessions, the contract goes a long way toward solving the enforce-
ment problem. The weaker side may not be as pleased, however. For instance, most
employment contracts are written in such a way that firms have more leeway to alter
wages in response to their evaluation of the work an employee is doing than the
employee has to alter, say, effort in response to the firm’s follow-through on matters
like working conditions and training.

In recent years there has been a flurry of interest among economists in the study
of contract mechanisms that can embody their own internal incentive systems. A
poorly designed contract can be self-defeating, encouraging one side or the other to
behave in a way that makes the relationship unproductive. Consider, for example, a
contract in which a producer of upholstery agrees to supply an automobile manu-
facturer with seat covers over the course of a year. If the agreement provides for
bonuses for on-time delivery but no penalties for defects, you can imagine what the
supplier will try to do if production starts to fall behind schedule. Similarly, is it a
good or a bad thing to reward someone for success over which they had only partial
control? A company that rewards its workers when profits go up would seem to be
on the right track, except that profits depend on a great many things in addition to
workers’ effort and skill. What effect would paying this reward have if profits rose
as a result of the mistakes of the competition, and not for anything the company,
including its workforce, did on its own? As we will see in the next chapter, there can
be large costs from failing to think through all the consequences of contract design.

Contract law. The last line of defense against fraud and abuse in the market is the
legal system. It can’t be the first line, because it would be too expensive to litigate
every possible violation, but no system of norms and reputation will deter all
potential opportunists. The main branch of the law that adjudicates complaints
arising from failure to keep promises is contracts. Attorneys for the plaintiff argue
that the terms of a contract were violated, resulting in harm to their client.
Defendants’ attorneys dispute the interpretation of the contract or the facts of its
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performance. Judges, usually with extensive training in contract law, conduct the
trial and render an opinion. The entire system is a backstop for the effective
functioning of the market system.

There are many ways for such a system to malfunction. The law itself may be
undeveloped, as has been the case in some countries emerging from Communism.
(Hungary, for example, delayed its privatization of state enterprises until its entire
body of property and contract law could be rewritten.) Attorneys may not adhere to
high professional standards; they may fail to make effective arguments or may try
to use political or other pressures rather than the force of legal evidence. Finally,
and perhaps most important, the judiciary itself may not be independent or compe-
tent. Judges may have a personal stake in the disputes before them (a conflict of
interest) or may be under the control of outside political or economic factions.
Perhaps they just don’t know how to sort through the complexities typical of
modern contract law. All of these shortcomings have appeared in countries that
have tried to rapidly introduce market systems during the past two decades, but they
also appear from time to time in countries with longstanding market economies.

7.3  The Complexity Problem

Legally, market transactions normally take the form of either bills of sale (immedi-
ate exchanges of goods for money) or contracts (exchanges of promises). The first
of these is simple and straightforward; take a look at your next cash register receipt.
Contracts, however, can be complicated to draw up, and if they are they will also be
costly to execute and enforce. The smooth functioning of a market economy
depends on its ability to keep most contracts to a manageable level of complexity.

An example will reveal what is at stake. The real estate market is the venue for
the buying and selling of land and buildings erected on it. Such transactions tend to
be lengthy, complicated and expensive. Much may depend, for instance, on exactly
where the boundaries of a property are located, so this must be ascertained as part of
the agreement. Houses must be inspected for hidden as well as visible features, and
detailed instructions must be drawn up for items that may or may not be conveyed,
such as appliances, fixtures and even decorative elements (like stained-glass
windows). There are many ways third parties can have a claim on real estate
(as collateral, through easements, etc.), so all such claims must be researched. It
usually takes many weeks from the initial sale agreement to the final closing, and,
between them, the parties should expect to pay a few percent of the sale price to the
small army of lawyers, accountants, appraisers, insurers and others who process the
complexity of the transaction. If every market in the economy were as complex and
costly to operate as real estate, the system would soon grind to a halt.

At its heart, what makes real estate such a complicated business is that its
product is nonstandard. You can’t just say “acre” (or “hectare”), “house” or even
“three-storey Victorian” and leave it at that; every parcel and structure has to be
scrutinized characteristic-by-characteristic. Think how different this is from “car”.
Buying a car is also complicated, but much less so. If it is a new car, you write up an
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agreement specifying make, model and any additional features desired. Also to be
agreed on are the terms of payment—how much down, what interest rate and over
what period of time. It is a bit inconvenient, but nowhere near as costly and
cumbersome as real estate.

The difference can be summed up in a single word: standardization. A few
specifications are sufficient to indicate everything that needs to be indicated about
the car, because each is standardized. Every car with those specifications should be
identical to every other. If cars were built by hand, one at a time, according to the
passing whim of the builder, buying cars would be more like buying houses. (There
is indeed a small market in custom-built cars, but even here there is more
standardization than in real estate.) Standardization, which in some ways we lament
as bleeding serendipity and richness from life, is essential to a modern economy.

How do economies achieve standardization of most goods and services traded in
markets? Here are three broad approaches:

Private sector standardization. Standards are often set by the producers them-
selves, either separately or through associations. Since converging on a few
standards can help expand the market for their products, firms are usually well
aware of the issue. If a single firm (a monopoly) can command a decisive share of
the market, it is in a position to make its own standards the ones all others must
follow. (We will take a closer look at the advantages and disadvantages of this
phenomenon in Chap. 13.) The most familiar contemporary example of monopoly
standardization is the Microsoft Windows operating system (and related Microsoft
software). For just over a decade, from around the time of World War I to the late
1920s, the Ford Motor Company had similar standardization influence in the US
auto industry.

Trade associations have long sought to standardize the products of their
members. This can be seen in the regulations promulgated by German producer
guilds going back to the Middle Ages—consider the German Beer Purity Law,
dating from 1487—but an interesting American example can be found in the grain
trade. When white settlers moved to the middle west, such as Illinois and lowa, they
found some of the most fertile land for growing corn, wheat and similar crops in the
entire world. They began to farm, and bags of grain were soon loaded onto ships and
trains heading east to the large urban markets. Initially, each farmer’s grain was
bagged separately, with the grower’s name attached. Since the commodity in
question was “farmer X’s grain”, which would normally be different from farmer
Y’s (due to differences in seed, growing conditions and farming methods), each
farmer had to negotiate separately for his price. The system was complicated and
burdensome to both growers and buyers. A farmer had to consider whether the price
he could get from a different buyer or in a different region might be better than the
one offered him at the moment. There was no way to find out except to cart his bags
somewhere else and negotiate all over again.

This logjam was broken by an association formed by the railroad companies.
They had no interest in keeping track of which bag was grown by whom; they were
building giant grain elevators and wanted to just dump the cargo en masse. Their
solution was to devise a system of grading. Rather than being identified by its
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grower, each shipment would be classified by general variety (such as summer or
winter wheat) and by rough standards of quality (number 1, number 2 and so on).
This immediately had several effects. It removed the uncertainty over price, since
all grain of a standardized type and quality would be paid the same. It made
shipping far more efficient, since grain could be moved in common containers
and mechanically dumped into elevators. And of course it also gave the railroad
companies more leverage over the growers, since they were the ones who decided
what the quality categories would be and did the actual judging. Beyond this, it
stimulated the growth of secondary markets, such as trading in grain futures.
(A futures contract is an agreement to buy or sell a specified quantity of a specified
quality at a specified price at a specified time in the future.) With the
standardization of grain it became possible to speak of, say, number 2 winter
wheat as the “same” commodity now or in 90 days, even though the actual wheat
might be grown by two different farmers a thousand miles apart. In reflecting on
this system, we can recognize both gains and losses. The farmers lost a bit of clout,
and subtle differences in the product itself were erased through the imposition of
broad standards. On the other hand, the far greater efficiency attained by
standardization ultimately benefitted most farmers, if not to the same degree as
others in the industry (shippers, middlemen, speculators).

Without looking too far, you should be able to find many other trade groups that
have succeeded in constructing standards to facilitate trade.

Public standardization. Government agencies sometimes play a lead role in
standardizing products. Many states, for instance, regulate apprenticeship programs
in the building trades for such skills as electrician, carpentry, masonry, etc. There
are multiple reasons for doing this, but an important one is to standardize what it is
to be, say, a mason and what skills a client can expect to be purchasing.

A controversial recent example at the Federal level is the “organic” designation
for food products. After months of hearings, the Agriculture Department issued a
set of standards that all growers would have to meet if their produce was to carry an
organic label. These included the number of years of continuous organic practice
and the specific types of fertilizers and pest control substances that could be used.
Certification has proved expensive, discouraging many smaller growers from
taking advantage of the system. In addition, it has turned out that there isn’t a
clear line separating organic from conventional; it is a matter of degree, and
minimum standards fail to reward growers who go beyond the lowest common
denominator. All the same, the standards appear to be facilitating the rapid expan-
sion of this industry by removing confusion over which goods should be marketed
under what set of guarantees.

Technological standardization. Quite often standardization is achieved not
through any conscious intervention but through the technical dictates of the pro-
duction process itself. Railroads have a common gage (distance between left and
right wheels) because they have to in order to run on the same tracks. Air traffic
control signals have to be standardized internationally because airplanes fly through
multiple control regions. Above all, by its very nature, mass production
standardizes products in order to achieve economies of scale. (This term will be
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defined and discussed in Chap. 12.) That is the underlying reason why buying a car
is not like buying a house. The car you buy will be nearly identical to thousands of
others, not so the house. If we ever transform housing construction into a mass
production industry with cookie-cutter products, real estate transactions will
become simpler (and perhaps houses will become less personal).

7.4 Markets and Information

In many ways, markets are remarkable instruments for discovering and bringing
together information about the economy. Each participant is in a position to make
decisions about what and how to produce or consume based on the information that,
perhaps, only they know. Drawing on what they have learned they can make and
accept offers, and the prices that result in the marketplace will reflect, in some
sense, the accumulated knowledge of everyone who participates. As this is being
written, for instance, there is uncertainty in the global petroleum market due to the
unsettled prospects for the world economy. If the major industrial countries are able
to recover and resume economic growth, their demand for petroleum will go up,
adding to already increased demand from countries like Brazil, India and China. If
there is a second global slump or a slowdown in China in particular, however,
demand will fall. There is also much debate about future supply, for reasons of both
geology and feasibility (especially in deep-water deposits). Further down the road,

there is uncertainty over actions governments might take to curtail energy use as a

means to limit climate change. Meanwhile, around the world there is a constant

buying and selling of oil contracts, and the price of the precious fluid is in flux.

When traders anticipate greater demand, the price goes up; when they anticipate

less, the price falls. In this way day-to-day price movements track the perceptions of

those who are following the situation closely. If someone has an informed hunch
that suggests a large new oil deposit is going to be announced, she might put in an
order to sell, speculating that when this news gets around the price will fall

(increase in supply) and she will be able to re-buy the oil she has just sold at a

lower price, and therefore a profit. Sitting in front of my computer screen several

time zones away, I have no knowledge of who this trader is or what she thinks she
knows, but if she and several others like her have an effect on the market, I will see
the price dip. This tells me that there has been a change in the perceptions of traders:
they think supply will rise, demand will fall or perhaps both.

This episode tells us four things:

1. Markets reward people for having information that is better or sooner. Those
who speculate in oil, or even just those who think carefully about major
purchases or employment decisions, will fare better if they are better informed.
Just as you would have an incentive to research the repair record of a used car
you are considering buying, an oil trader has an incentive to learn all she can
about the industry and its prospects. Information is valuable.

2. Market prices reflect the perceptions of all the people who participate through
buying and selling. This is true for better or worse; if traders are misinformed or
if they misunderstand the signals they are getting the price will reflect this too.
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Market failures can also disrupt the process, as we will see in more detail in the

chapters to come. Nevertheless, because of the first point, markets are somewhat

more likely to be right than wrong in their perceptions. There will always be a

range of views, of course, but markets summarize them through aggregation—

yielding a price that reflects the relative pressures of overall supply and demand.

3. All the information that flows through a market is condensed into a single
number, the price buyers are willing to pay and sellers willing to accept. What
gets lost is all the richness: where the tip about the discovery of new oil fields
came from, how reliable it is, and even that the information pushing down the
price of oil is about potential future increases in supply and not, say, a drop in
expected demand from a major consumer like China or Brazil. Nevertheless,
with millions of prices being set every day, it is a great convenience to have
information in this simplest of forms.

4. People in other sectors of the economy have to take prices into account, and
when they do this they are, in effect, incorporating the information on which the
prices were based. If the price of oil goes up, for instance, a community group
may have to reconsider its decision to send several of its members to a confer-
ence in another city; perhaps they can no longer afford the cost of transportation.
This group knows nothing about oil exploration or controls on offshore drilling
or other arcana of the oil industry, but they know a higher price when they see
one. This price induces them to make decisions that are consistent with the new
information, however: if, in this example, the supply is likely to be reduced,
consumers should look for alternatives. The point is that the price system not
only summarizes information, it invests information with economic force.

That is the good news. The bad news is that this machine does not run all by
itself. There is still a need for people to actually ferret out the information that
markets trade on, and how the market is organized can have an effect on the costs
entailed. Also, the process by which information is brought together in markets is
fraught with pitfalls. We will now look at these two problems more closely.

7.5 Search Costs

Much of the information that people need is about what is happening in the
marketplace. Who are the other buyers and sellers? What goods are they offering
or trying to buy? At what prices? What are their reputations? In order to make a
wise choice, first you have to know what the choices are. Market decisions are
complicated when goods are less standardized and when producers are smaller and
more numerous. Sometimes the crucial information is virtually invisible, such as
the true creditworthiness of a particular borrower or the skill and character of a
worker.

As information becomes harder to get, some people specialize in digging it
up. This leads to a market for information. A simple example is the newspaper want
ads or Craigslist; the service being provided is little more than a bulletin board.
More sophisticated are trade journals (take a look at Advertising Age or InfoWorld)
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and various firms that provide industry data for a price. These enterprises are
business opportunities for those who own or work in them, but they are crucial
elements of the market system as well. Market information services are to a market
economy what political information—a free press—is to political democracy. If
they are ineffective or simply underdeveloped, markets will do their job more
poorly.

When information becomes costly, either in terms of your own time or someone
else’s (and therefore your own money), you will have to learn how to economize on
it. Information that is essential will have to be acquired one way or another, but
information of only moderate relevance or importance may not be worth the
expense. If you consider the implications of this rather obvious point, you will
see that it undermines the model of rational decision-making presented in Chap. 3.
Recall that the decision-maker is viewed as maximizing her expected utility (EU),
where

EUB) =Y pve i=12...n » p=1
i i

This formula says that the expected utility of an option B is the sum of all the
values it might have, each multiplied by the probability that it will be the actual
value. To perform this calculation, an individual would have to know and be able to
evaluate all these values and also place a probability on each one. Then it would be
necessary to do this for every available option, so that the one that maximizes
expected utility is selected. If information is costly, however, there will be missing
pieces in this formula. Some values and probabilities will simply not be identified or
estimated. What then?

A plausible answer was given by Herbert Simon, an early winner of the Nobel
Prize in economics. A decision-maker will first decide what outcome will be
deemed good enough; this sets a benchmark. Then he will begin looking at options,
not with the intention of calculating their exact expected value, but just to see
whether it meets the good-enough standard or not. This usually requires less
information. As soon as one option passes the test, the process stops. The
decision-maker selects this one and declares himself satisfied—or, to use Simon’s
term, satisficed. Satisficing is a decision process whose goal is to identify at least
one course of action that meets a sufficient level of adequacy. Imagine that you are
buying a house in an urban area, for instance. There are a multitude of houses for
sale, each unique in its location and features. You also have to consider future
possibilities that might affect your choice, such as where new development will be
located, transportation bottlenecks in the years ahead, and whether particular
neighborhoods are likely to become more or less desirable. Since gathering the
information to answer all these questions would either take you several years or
require you to hire an army of real estate analysts, picking the single best house over
the full range of scenarios is out of the question. Instead you should go into the
process with a rough idea of what sort of house, at what price, you will accept and
then start looking. When you find one that appears to meet your expectations, make
an offer.
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A good rule of thumb is this: the more complex the information for a given
market and the less support one can get (or afford) from information services, the
greater will be the difference between the satisficing standard and the maximum
expected utility that could be had from a full-blown investigation. This is an
important insight; it says that information burdens can reduce the value people
can expect to get from participating in a market.

Thus far we have been treating information as a homogeneous good. You can
have more or less of it, but there are no distinctions to be made between different
sorts of information. Of course, in the real world it is exactly the opposite. It is
always easier to get some types of information than others. Houses for sale in some
neighborhoods are listed more prominently or are more convenient to visit. It takes
less technical know-how to understand some differences between alternative com-
puter configurations than others. It’s easier to interview a job applicant who comes
from a similar social background.

In this context it is important to bear in mind that markets do not exist in a
vacuum. They are surrounded by a complex layering of social networks based on
family relationships, ethnicity, friendship, shared activities, etc. Every social con-
nection is a channel that transmits information, so the types of networks that market
participants are involved in will determine to a considerable extent the types of
information that will be abundant or scarce. Studies of geographically concentrated
industries, such as Silicon Valley in California or high-end apparel in Italy, have
shown that clubs, associations and other groupings play a key role in conveying
information about job openings, potential markets, business opportunities, etc.
Indeed, there is an interesting chicken-or-egg question here. Which comes first—
do markets develop in a region and eventually lead to wider and deeper social ties,
or do dense social networks provide the basis for markets to prosper? Many
economists now think that the second possibility plays the greater role, and this is
having an impact on policy research, particularly in developing countries.

7.6  Asymmetric Information

Every market transaction has two sides, and each requires information. Thus far we
have looked at the information problem from just one person’s point of view, but
now we will consider the impact on markets if information is not just incomplete
but unequal. There are many reasons why this might be the case, but one is
especially important: people, typically sellers, often know something about them-
selves or their products that others, usually prospective buyers, don’t. Job
applicants, who want to sell their labor, normally know a lot more about their
own abilities and intentions than someone who just reads their resumés would be
able to figure out. Sellers of specialized equipment often know more about their
specifications than buyers who have to make a wide range of purchases and don’t
have time to study each one in detail. Borrowers, who are effectively selling a loan
to a bank or other lender, know more about their likelihood of repaying than outside
credit analysts. This situation, in which one party to a transaction has private
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information unavailable to the other, is called asymmetric information, and it is
widespread throughout the economy.

One solution to this sort of problem would be a rule requiring everyone offering
to sell a good or service to disclose all their private information, even (and
especially) if it contradicts the impression they wish to create. Such regulations
have been imposed, for instance in the used car market: sellers are required to
inform prospective buyers of all defects they are aware of. Such rules cannot
completely do away with private information, of course, but they can greatly reduce
its scope.

The opposite tradition, however, has been dominant in most capitalist countries
over the past several centuries. At its most extreme it takes the form of caveat
emptor, “let the buyer beware”. It indicates that the seller is not obliged to disclose
anything, and it is up to the buyer to find out the information on her own or to
convince the seller to put guarantees of quality into the contract. To take one
striking example, it is not against the law to lie on your resumé—for instance, to
claim you have a college degree when you never attended college at all. It is up to
employers, the potential buyers of your services, to find this out for themselves. If
they do, they can refuse to hire (or can fire) you, but that is it. You are free to send
your fraudulent resumé to the next job opening. (Do I have to say that I am not
encouraging you to do this?) In the world of employment, it’s caveat emptor in
nearly every case.

There is a longstanding debate among legal theorists over the merits of this
doctrine. It has the virtue of encouraging people to be responsible for their own
choices—to do research, to demand guarantees if appropriate, to determine what
risks are worth taking. It reduces the burden on the judicial system, which might be
overloaded if every disappointed buyer thought he deserved a day in court. On the
other hand, there is always a case to be made for combating dishonesty and guile.
Current debate focuses on the role of contract clauses like warrantees that guarantee
quality. If consumers are in a position to purchase them, they can decide whether
such a guarantee is worth the price they have to pay to the seller. If not, they have no
recourse, and strict caveat emptor may undermine the confidence on which markets
rely. These comments are very general, however, and careful analysis of the issue
usually turns on the particularities of different markets.

So let us assume that asymmetric information in much of the economy is
unregulated; where can it lead? There are many possible outcomes, but we will
focus on one that was first introduced by Joseph Stiglitz, a major figure in the
economics of information (and other fields as well). To do this, we will construct a
simple but telling model.

Here is the situation: an employer has a fixed sum of money M to spend on hiring
workers to do a project. Each worker will be paid the same wage w, so M/w gives us
the number of workers N the employer can afford:

N=M/w

The goal of the company is to produce a quantity of product designated as Q. The
more workers, the more product, so it would appear that there is little to figure out:
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the employer should pay the lowest possible wage that will attract enough workers.
Let’s say that there is a larger labor market that sets a standard wage w,,; at this
wage a large number of workers will apply for a job, but not below it since they
would find other work that pays w,,. If this were the entire story, the firm will pay
w,, and hire M/w,, workers to produce as much Q as possible.

But now let’s introduce a wrinkle: workers differ by quality, and quality affects
output. Specifically, if we designate the average quality of the workforce as v,
output is a function of this variable and the number of workers:

Q:f(va)

To make matters a little more complicated, let’s assume that, while each worker
knows his own quality, this information is not available to the employer. Asking
will not help, because workers will claim to be high quality whether or not they
actually are. Fortunately for the employer, there is one clue available: no worker
will work for less than what he knows he is worth. If he knows he is 10 % more
productive than the average, he will hold out for a 10 % higher wage, thinking that
his value will eventually be recognized somewhere. The employer’s problem is to
determine a wage w* that results in the highest possible level of output P*.

Variables in the Invisible Worker Quality Problem.

M = the fixed sum of money available to the employer for paying wages
w = the wage paid to all workers

w,, = the minimum wage that will draw applicants, set by the market
w* = the wage the results in the highest production of output

N = the number of workers employed

O = the quantity of output produced

Q* = the maximum possible quantity of output

v = average quality of the workforce

For simplicity, we can divide this problem into two components. The first is
establishing the size of the workforce. From this perspective, as we have seen, there
is little to consider; lower wages mean more workers and more output. Figure 7.2 on
the next page displays this relationship, assuming, for the moment, that v remains
unchanged.

Now let’s look at the impact of raising or lowering the wage on average worker
quality, leaving aside its effect on the number of workers that can be hired. At any
wage equal to or above w,, all workers of the lowest quality will apply, but better
workers will apply only if the wage rises to meet their higher expectations. Thus a
worker who is 10 % more productive than the average w,, worker will demand a
wage that is 10 % higher. In this way, the further the wage rises above wy, the more
and better workers will apply. This means that the average quality of the applicant
pool also rises, so that, even if the employer doesn’t know which individual workers
are the best, over a large number of randomly selected hires she will find the
average quality going up. This is reflected in Fig. 7.3.
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Fig. 7.2 Wages and output
in the invisible quality
problem, holding worker
quality constant. w,, is the
lowest wage the employer can
pay and attract a labor force.
Given a fixed amount of
money to spend, this wage
leads to the highest number of
workers and, holding worker
quality constant, the highest
level of output Q% Wa |
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Fig. 7.3 Wages and output
in the invisible quality
problem, holding the number
of workers constant. Average
worker quality rises as the
wage rises and therefore so
does output. This relationship
tails off as fewer workers
remain to be discovered with
very high quality levels. At
w* the very highest quality
worker joins the applicant
pool, and there are no further
advantages to raising wages
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Now let’s put both effects together in one diagram. Naturally, how they combine
depends on their relative strength, and we have not provided any basis for deter-
mining this. One possibility is that, over an initial level of w above w,, the quality
effect is stronger, but after that the numbers effect takes over. This would give us a
combined wage-output relationship as in Fig. 7.4 on the following page:

As the wage rises above w,, output rises due to the predominance of the quality
effect. Maximum output occurs when w = w*. Above that level output declines.
The employer in our story will therefore agree to pay a higher-than-market wage
out of self interest.

Our story is completely hypothetical, of course, and it was tailor-made to yield
its interesting outcome. It is fair to ask whether it has any real world counterparts.
Many economists are inclined to say that it does. It is common for firms to pay
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Fig. 7.4 Wages and output
in the invisible quality
problem, all effects included.
Because of the quality effect,
the wage that produces the
most output, w*, is higher
than the lowest wage that
attracts enough applicants, w,,
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wages above the lowest level they would need to attract a workforce and, while
other motives might account for this, there is some evidence that asymmetric
information is a factor. Similarly, many firms are reluctant to lower their pay scales
even during times of general wage slippage. Again, there are other explanations, but
students of personnel practices think that maintaining applicant quality is a consid-
eration. And the phenomenon extends beyond employment. A similar story can be
told for lending: a bank that charges the highest possible interest rate is likely to
attract borrowers who are, on average, less creditworthy than the lender might like.
After all, if you think you have a high probability of defaulting on a loan, you may
not care at all what the interest rate is; whereas if you expect to pay faithfully the
interest rate is much more important. Since creditworthiness is, to a great extent,
private information—something borrowers know a lot better than lenders—interest
rates may influence the quality of borrowers in a manner similar to the effect of
wages on the quality of workers. The lesson economists draw is that asymmetric
information can fundamentally alter the way markets work, diminishing the role
prices play in equilibrating supply and demand.

7.7 Market Efficiency

In recent years there has been increased attention given to exactly how markets
work on a transaction-by-transaction level. This is because some markets hum
along like well-oiled machines, while others operate slowly and clumsily, but it is
also because economic policies often call upon us to create markets from scratch,
where they have not existed before. Proposals to auction the public airwaves or
allow trading in pollution permits, to mention two examples, depend for their
success on whether the markets they require can be crafted to work efficiently
and well.
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What does “efficient” mean in this context? How would we determine whether a
market was efficient or not? First, we should be clear that an efficient market is not
the same as an efficient economy. Economic efficiency is about the relationship
between outputs and inputs, whereas market efficiency is about one piece of this,
the extent to which markets expedite transactions, process information and achieve
equilibrium. It is a more narrowly technical conception than economic efficiency,
but not without significance.

Unfortunately, although the term “efficient markets” is used in many branches of
economics, there is no consensus on the exact criteria that should be used to
determine whether any given market should be deemed efficient or not. This
means I am free to offer my own:

1. Cost. An efficient market has low overhead costs. In particular, search and
enforcement costs should be minimal relative to the economic advantages
available to those who participate in the market. The advent of computers, for
instance, has greatly reduced the cost of operating financial markets, thereby
increasing their efficiency. (What their effect on stability has been, however, is
another story, as we will see in the book on macroeconomics.)

2. Speed of equilibration. An efficient market reaches equilibrium (as defined in
Chap. 5) quickly, especially in comparison to the speed of events that dislodge it
from equilibrium. In this respect as well, financial markets score highly. Even
though the stream of news that upsets supply and demand is almost continuous,
the adjustment is virtually instantaneous, again thanks to the computer. Labor
markets are the opposite, slow and usually caught in disequilibrium. Excess
supply or demand for labor can last for years, and the wage for identical jobs can
vary from one employer to the next.

When markets are in disequilibrium, or divided into regions or other
fragments with little cross-communication, it is common for multiple prices to
appear for the same good. This creates an opportunity for arbitrage, which is
buying a good in a market in which its price is low in order to resell it in a higher-
priced market. Arbitrage is a consequence of disequilibrium, but it is also a force
that tends to restore equilibrium, since any additional buying in the low-price
market drives up the price to some extent, and selling in the high-price market
drives it down. Antique dealers who go to estate sales in order to buy items that
they resell in their shops to tourists at a large markup are engaging in arbitrage.

3. False trades. This concept is a bit more complicated. The basic idea is this: some
buyers want an item (are willing to pay) more than others, and some sellers are
willing to sell for less than others, but these inclinations are not visible. When
trading begins, and before an equilibrium has had a chance to establish itself,
transactions are more or less random: some buyers find sellers and vice versa, but
others don’t. There is only a weak relationship between having a greater desire to
trade (high willingness to pay, willingness to accept a low price) and success at
finding a suitable trading partner. Meanwhile, each transaction has its own price.
Eventually the market comes to an equilibrium, with a price that registers the
willingness to pay of the marginal buyer and willingness to accept of the
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marginal seller. We can use this price as the benchmark, in the spirit of the
Market Welfare Model.

Now ask the question, during the chaotic period during which the market
equilibrium was being established, were any trades made that involved buyers
whose willingness to pay was below the (future) equilibrium price or sellers
whose minimum acceptable price was above it? This could happen. Suppose the
eventual equilibrium price for a new strain of rice proves to be $.20 a pound.
Before this become clear, there may be trades above and below that price. In
itself this is not a problem; If my willingness to pay is $.70 and your marginal
cost (and minimum acceptable price) is $.15, even though we may exchange at
$.40 a pound, the trade itself is beneficial. Your marginal cost is less than the
equilibrium price and my benefit is greater. But if we trade at $.40 and your
marginal cost is $.25, then we have exactly the sort of exchange that an efficient
market ought to prevent: once the price settles at $.20, it will be below your
marginal cost.

The underlying point, then, is straightforward: markets should encourage
sales by those whose costs are less than the equilibrium price and discourage
sales by those whose costs are greater; and they should encourage purchases by
buyers whose willingness to pay is above the equilibrium price and discourage
purchases by those whose willingness to pay is less. Since it takes time for the
equilibrium to assert itself, perfect success is not at all guaranteed. Transactions
that violate this stricture are referred to as false trades. To minimize them,
markets should not only reach equilibrium sooner, they should also not depart
too far from equilibrium during transition periods. To a considerable extent this
is a function of the effectiveness of information flows between market
participants. An example of a market that generates plenty of false trades is
real estate: when buyers and sellers have spotty information about the other sales
taking place within a large urban market, for instance, they are prone to make
transactions they may later come to regret.

4. Utilization of information. Since markets are, among other things, information
processing mechanisms, their efficiency depends on the extent to which they
actually do incorporate all available information. This really has two levels,
individual and collective. At the individual level, participants in an efficient
market will acquire all the information that bears upon the goods being traded.
As we have seen, this is called into question by the likely presence of search
costs. In addition, at the collective level there should be incentives that lead
better informed choices to replace poorer ones. For instance, suppose the market
under examination is for next year’s rice. At the individual level, if the market is
to be efficient individuals must be motivated to dig up information pertinent to
next year’s supply and demand. But this is not all: some people will do this better
than others. The ones who get the most, best and soonest information should be
rewarded by the market; their expectations, rather than those of more poorly
informed traders, should be the ones that set prices in the future. Suppose I am
the first to observe a clue that indicates that next year’s rice harvest will be below
average. If the current price is $.20 a pound, I will be happy to make a
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commitment to buy at that rate next year, thinking that scarcity will make rice
more expensive. If a further clue develops, more traders should come to the same
conclusion. This will increase the future price to, say, $.25 and reward my earlier
instinct, for now I can already sell next year’s rice that I bought for $.20 and
make an immediate profit of $.05 a pound, even without waiting for next year to
come around. That’s how an efficient market should work: prescient
expectations should drive out mistaken ones.

How can we tell, in fact, whether markets utilize information in this way?
Consider a market whose participants are in the process of gathering information.
At any moment their information is incomplete, but new information appears
regularly. Sometimes current prices will prove to be too low, since the next batch
of information shows that demand is (or will be) greater than thought, or supply
less. Sometimes it’s the opposite and prices are too high. Economic theory tells us
that, in an efficient market, there will be no systematic bias; no one will be able to
predict whether today’s price is too high or low based on the previous record. If they
could that would be information that someone should have utilized, and it should
already be factored into the price. To put it differently, new information, if it is truly
new, comes as a surprise, and we should not be able to predict it before it occurs.
Since we can’t predict what the information will be, we can’t predict how it will
affect prices.

This may seem like an arcane point, but we will see that it has important
implications for the analysis of financial markets in particular. If the price of a
bond or a share of stock incorporates all available information, then no one should
be in a position to regularly outguess the market. Future price movements are
simply unpredictable, and there is no point to paying someone for her investment
advice. Is this actually true? We will look at this question in more detail in Chap. 18.

With these four efficiency criteria under our belt, we can turn to features of
markets that promote or interfere with their efficiency. This is an enormous topic,
and to give you a feel for it I will look at just one issue, how prices are determined
for individual transactions. What follows is a small taste of the fast-growing field of
market microstructure, the study of the rules that different markets follow in their
detailed operations.

The most natural pricing rule, the one that is honored in markets and bazaars
around the world, goes like this: the buyer makes an initial price offer, the seller
counteroffers, and they go back and forth until they agree somewhere in the
middle—or not. The technical name for this procedure is a double auction market;
parties on both sides of the market are free to bid their offers up or down. Research
has shown something useful: double auction markets are highly efficient in their
speed of equilibration. If there are many buyers and sellers all bidding with each
other on the same item, the market as a whole will tend to arrive at an equilibrium
price quickly with few false trades. If you want a picture of this to place in your
mind, think of a farmers market. Dozens of farmers arrive early in the morning,
each with the morning’s harvest of lettuce. For simplicity, assume that every head
of lettuce is identical. No price is posted at any stall, because the farmers expect to
negotiate. Next a swarm of consumers descends on them, and individual consumers
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begin to haggle with individual farmers. Exchanges begin to be made, and both
farmers and consumers begin to notice the emerging price patterns. Before long
they are using this information to guide their own bargaining, and before the
morning has barely begun all are agreeing on a common price. This is what we
would expect, given the results of experiments conducted by economists.

Unfortunately, there is a downside to double auction markets: what works for
individual products and face-to-face relationships can be inapplicable to
transactions at a distance or over a large, diversified range of products. In fact,
markets of this sort play a limited role in allocating most consumer goods in
industrialized economies. Far more common is another approach, in which the
seller puts a price tag on the item and leaves it to the consumer to decide whether
to buy or not. This is referred to as a posted offer market. Such markets require
much less engagement on the part of those that participate in them. The
negotiating over a bag of rice may be fun (or at least bearable) in a farmers
market, but it is hard to imagine how one could bargain over every item in a large
store. The downside of posted offer markets, on the other hand, is that they
equilibrate very poorly. Excess supply and demand are fixtures in our economy
largely because we rely, as we probably must, on market mechanisms that stumble
slowly towards equilibrium.

The Main Points

1. Markets are less place-based and more abstract in modern times than they were
long ago. Even so, there are important social and institutional differences
between different kinds of markets.

2. When the goods that trade in markets have an element of promise—
commitments to do something in the future—enforcement becomes important.
An exchange under these circumstances is a solved prisoner’s dilemma:
individuals have succeeded in cooperating, making a mutually beneficial
exchange, instead of taking advantage of the other party. Bringing about this
sort of cooperation can be expensive, involving writing complex contracts,
monitoring and enforcing them—what economists refer to as transaction costs.
Fortunately, social norms and reputation effects often facilitate exchanges of
promises so that cumbersome enforcement measures aren’t necessary.

3. If goods are not standardized, market transactions become costly in other ways.
Effort has to go into determining and communicating the unique characteristics
of each item, special forms of protection against risk may be needed, and mass
production technologies are difficult to implement. An important example in
modern economies is the real estate sector. For these reasons, standardization
plays an important role in the development of markets. Goods can be
standardized by private agreement among producers or consumers, by monopoly
control, government regulation or technological change.

4. Market prices reflect the information that participants have, or think they have,
about the goods being traded. We often use expressions like “the markets
think....” to express this. Summarizing all the information individuals possess
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in a single number, the price, had advantages and disadvantages. We lose the
richness of this information—what is consists of specifically, how credible it is,
etc.—but it is easier to act on. In fact, since the price has real effects on
producers and consumers, it invests the information flowing through markets
with economic force.

5. Information is often costly to acquire, which makes it expensive for market
participants to try to maximize their gains according to the expected utility
formula. Instead, they are likely to satisfice, setting a benchmark level of value
or benefit and accepting the first option they come across that meets this
standard.

6. A widespread, complicated problem is asymmetric information, which occurs
when one party has access to information that the other doesn’t. The most
common case is when the seller has private information about him or herself
or about complex products that could vary a lot in quality. In situations like this,
buyers will interpret the seller’s offer price as a signal of hidden quality. The
result is that prices will not be set simply by supply and demand, but may result
in excess demand or (more likely) supply.

7. Markets differ tremendously in how efficient they are, where efficiency refers to
(a) low transaction costs, (b) a high speed of reaching equilibrium, (c) little
initial deviation from the ultimate equilibrium (reducing false trades), and
(d) maximum use of all available information (and therefore unpredictability).
Efficiency is strongly influenced by the rules that govern how markets work at
the level of individual transactions—market microstructure. As an example, a
double auction market tends to be extremely efficient, but most consumer
markets follow the posted offer model.

Terms to Define

Arbitrage

Asymmetric information
Caveat emptor

Efficient markets

False trades

Market microstructure
Satisficing

Social norm
Transaction cost
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Questions to Consider

1. One reason we don’t perceive most market exchanges as solutions to Prisoner’s
Dilemmas is that we take the legal guarantees for contract enforcement for
granted. It is instructive to consider the pressures placed on markets that are
not backed by law. One example is the trade in illicit drugs such as cocaine. A
buyer who received inferior or insufficient product, or a seller who is not paid
promptly and in full, cannot file a claim in court. Can you create a payoff matrix
for a drug deal that conforms to the structure of a Prisoner’s Dilemma? How well
do you think this model applies? In the absence of legal recourse, what other
factors make it possible for drug dealers to conduct their business?

2. When a company adopts a policy of branding, it is making its ownership of its
various products more visible to consumers. Such a company wants you to know
that everything it sells is a part of its enterprise, and it wants you to be more
likely to buy because you know this. In a sense, the advertising campaigns to
build up brands are creating a general corporate reputation that can be applied to
all the products sharing the brand logo. Does this mean that branded products are
more likely to fulfill the promises made for them because of the need to preserve
this reputation, or is this function undermined by the advertising strategy on
which branding is based? In answering this question, it may help to think of
particular branded products, comparing them to similar products sold by
companies, perhaps smaller, that do not engage in branding.

3. Can you think of another good or service in our economy, besides real estate,
that is highly nonstandardized? Describe the process by which purchases are
made. Is it as costly and time consuming as real estate?

4. Most countries evaluate their hotels, assigning them between one and four or five
stars based on facilities, service etc. A tourist can then book a hotel without
knowing anything else about it, just on the basis of how many stars it has been
given. What are the advantages and disadvantages of such a system?

5. Does the asymmetric information problem apply to auto repair services? If so,
what is the private knowledge? Do people who need their cars repaired some-
times pay extra for reasons analogous to the “invisible worker quality” story?
Explain.

6. What experiences have you had with double auction markets? Do you think the
transactions you were able to make were better (fairer, more likely to produce
benefits for both you and your trading partner) as a result of the opportunity for
both sides to negotiate? (Try to imagine how the same transaction would
transpire under a posted offer system.)



The United States, Europe and Japan are often said to possess market economies,
implying that the role played by markets is the most important characteristic they
have in common. This may be true, yet one could just as well call them corporate
economies, for their large-scale business organization is arguably no less important.
These are the engines of productivity, and they also define the landscapes of wealth
and economic power.

It is interesting that the private business enterprise, conceived as an entity
separate from those who work in it or own it, is a relatively modern invention.
The first instances occurred during the sixteenth century, when joint-stock
companies (businesses whose shares of ownership could trade hands among
investors) were first chartered by European monarchs. Nevertheless, it was not
until late in the nineteenth century that this form of business organization began to
play a predominant role in economic life. Moreover, as we will see, important
aspects of their structure and operations have continued to change right up to the
present. It is probably not a bold prediction to say that the corporation of the future
will look quite different from we take for granted today, but who will shape this
evolution and for what purposes?

8.1 A Taxonomy of Business Organizations

A firm is, for our purposes, any organization that produces goods or services and has
an identity distinct from any particular individual affiliated with it. I can start a
business called “Economic Answers”, and it can consist of just me and my strange
ideas, but simply by giving it a name of its own I have established it as a firm.
Perhaps the most common basis for differentiating different types of firms is
ownership. A firm can be privately or publicly owned, or some combination of the
two. Public ownership means ownership by some governmental entity. The US
Postal Service is an example on the federal level; municipally owned electrical
companies are publicly owned as well. Public colleges and universities are
enterprises owned by state governments, and if a university owns its own radio or
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TV station, this too is publicly owned. Private ownership, on the other hand, means
any ownership that isn’t public. IBM is a privately owned firm, but so is a local
nature sanctuary that might be the property of the Sierra Club. Private colleges and
universities are privately owned in this same sense, as are churches, synagogues and
mosques. Actually, many businesses that are mostly privately owned have some
element of public ownership, as when a government agency or, more likely, public
pension fund purchases shares of ownership. Calpers, for instance, is the state
agency that invests money on behalf of the pension fund for California state
employees; when this chapter was first being written it had a portfolio of $166
billion, about two-thirds of it invested in the stocks of otherwise private firms.
Within the world of privately owned business there is a distinction to be made
between for-profit and not-for-profit enterprises. IBM is operated for profit;
Harvard University is not. This doesn’t mean that it is impossible for IBM to lose
money or, for that matter, for Harvard to turn a profit from time to time. (Harvard
has a profitable sideline in royalties stemming from research by its faculty.) Rather,
the distinction comes from law and tax policy: for-profit enterprises are assumed to
have no purpose other than to generate income for their owners, and so they are
treated differently from organizations that operate according to other motives.
Narrowing our universe further, within the category of private, for-profit
enterprises are three different ownership forms:
Proprietorships. These are firms owned by a single individual. This person has
full authority over its operations and can dissolve it at will. If its owner dies, the
proprietorship dies too. This is a common ownership structure for small
businesses, but there are large proprietorships as well.
Partnerships. These are firms owned by a designated group of individuals. Law
firms normally take this form, and the goal of junior employees is to some day
“make partner”—be selected to join the partnership, taking one’s place as one of
the owners. Partners have authority over the enterprise as a group; they must all
agree in order make a decision. If anything happens to one or more of the
partners, the entire ownership structure must be reconstituted.
Corporations. A corporation is owned by its shareholders, but these people are
not specified, so they can buy into and out of the business without changing its
ownership form. In this sense, the corporation is a fully independent entity, not
tied to any particular individual or group. The principle of authority is one share,
one vote. At meetings to decide company policy, shareholders are given votes
based on how many shares they own. Thus there may be many shareholders at
the moment a meeting takes place, but only a few may hold enough shares to
have a real say in the outcome. Shareholders can dissolve a corporation or merge
it with another, but otherwise, so long as it remains solvent (avoids bankruptcy)
the corporation continues indefinitely. Its owners come and go, but the corpora-
tion is granted immortality.
The numbers and economic heft of these three ownership forms in the US is
given in Table 8.1. As we can see, proprietorships make up by far the largest
number, but corporations vastly outweigh them in sales.
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Table 8.1 Population and revenues of US private, for-profit firms, by ownership type, 2003

ownership type population (millions) revenue (trillions of dollars)
Nonfarm proprietorships 22.6 1.3

Partnerships 3.1 5

Corporations 5.8 27.3

Source: Statistical Abstract of the United States (2012)

Within the even narrower world of private, for-profit corporations there is one
more distinction, between publicly and privately traded. This is somewhat confus-
ing, because we have already encountered the public/private dichotomy at the level
of ownership. A privately traded corporation is one whose shares circulate privately
between individuals entitled to buy and sell them. The Cargill Corporation, for
example, is one of America’s largest. Its assets are reported at over $72 billion and
its sales at nearly $120 billion. Nevertheless, all its ownership shares are owned by
members of the Cargill family. They are free to buy and sell them to one another,
but they cannot sell them to outsiders. A publicly traded corporation, on the other,
has exactly this license. Its shareholders are unrestricted in whom they can sell
to. When a privately traded corporation “goes public”, it gains the legal right to
issue shares to the general population. This makes it possible for its small number of
private owners to cash out a portion of their shares; rather than having all their
wealth tied up in this one company (which is risky), they can sell as many shares as
they wish to the public and use the money to diversify their holdings. Being able to
do this is clearly a big advantage, but it comes at a cost: the Securities and Exchange
Commission requires all publicly traded corporations to file financial reports
disclosing their current health and future prospects. Privately traded firms like
Cargill have no such requirements, which is why we know a lot less about them.

An important variant of the private corporation is the cooperative. A coopera-
tive is based on the principle of one member, one vote rather than one share, one
vote. The people who are given this voting power differ depending on what kind of
cooperative is being considered.

« Worker cooperatives. These are run by their workforce on a democratic basis.
Workers normally provide the startup capital, and new employees are asked to
make an investment as part of taking the job, but differences in the amount of
individual ownership, if any, are not taken into account in governance. The
largest and best-known system of worker cooperatives in the world is the
Mondragén Cooperative Corporation in the Basque region of Spain.

¢ Supplier cooperatives. These are run by those who sell to the cooperative,
typically on the basis of one supplier firm, one vote. This type of business is
most often found in agriculture, where it is also known as a marketing coopera-
tive. Sunkist oranges, Ocean Spray cranberries and Land O’ Lakes butter are all
products of such enterprises.

¢ Consumer cooperatives. These are governed by boards of directors elected by
consumers and arise most frequently in retailing. Cooperative grocery and
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department stores are common in most industrialized countries; one well-known
consumer coop in the US is Recreation Equipment, Incorporated (REI), which
specializes in outdoor goods.

8.2  Aspects of the Modern Corporation

What accounts for the size and productivity of today’s corporate behemoths? To
examine these questions we have to take a closer look at how they are organized,
who runs them and how.

The place to start is with their defining characteristic, their independence from
those who own or are otherwise affiliated with them. In recent years there has been
renewed controversy over the “personhood” of corporations. Why should it be, it is
asked, that a business, particularly one whose only purpose is to make a profit,
should be accorded the rights of persons under the US constitution? Certainly a
corporation, whatever it is, is not a person, and so the case for granting it the same
rights as real living, breathing human beings cannot be assumed. Nevertheless, the
separateness of the corporation from its owners, and therefore its status as an
independent entity, is the foundation upon which industrialized economies depend.

To understand this, consider what happens if you start your own company,
borrowing money in the hope of making a profit. Even if your business is based
on sound ideas, luck may turn against you, and you may have to shut it down. If you
do, and if your business is a proprietorship, you personally are liable to repay your
business loans in full. Even though your business had its own name, it was not
independent of you. It was not a separate person, so to speak, and so, when it
collapsed, its debts became yours. This is the risk you take when, as a business
proprietor, you incur liabilities.

It is obvious that, under such a system, few really large investments will be
made. The bigger the investment, the bigger the risk, and no one wants to be saddled
with a debt that may take a lifetime or more to pay off. Who would borrow the
millions or billions of dollars necessary to build railroad lines, steel mills or
electrical power plants? In addition, if ownership of even a single share of a
company’s stock were sufficient to expose you to the risk of being personally
responsible for its debts, there would be a powerful disincentive to spreading
your income across a large number of such investments—exactly the opposite of
the diversification strategy that reduces individual risk. (We will study this in more
detail in Chap. 18.)

The solution is limited liability. This concept means what it says: if a business is
operated under limited liability, its owners are not fully liable if it fails. Normally,
liability is limited to the firm’s equity, the ownership stake held by its investors. If
the firm goes under, the investors lose the value of this ownership, but beyond this
they have no obligations to anyone. The firm may owe its creditors hundreds of
millions of dollars, but shareholders are not responsible for it. Limited liability is a
legal creation. Governments must create a form of corporate ownership that
embodies it, laying out the rules that have to be followed to enjoy its benefits.
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As it happens, the United States led the world in the creation of limited liability
enterprise. The first law making it an accessible and predictable opportunity was
passed by the state of New York in 1811, and within a generation it had become the
norm in many other economically important states. Similar statutes were not
enacted elsewhere for many decades: Sweden in 1844, followed by England
(1856), Portugal (1863) and Belgium and France (1867). Thus, by the time the
US Supreme Court endowed the corporation with the legal standing of a “person” in
1886 the important economic safeguards were already well in place. (The main
effect of the Court’s action was to restrict the ability of governments to pass laws
regulating corporate activity.) Taking the broad view, it is not surprising that this
international wave of limited liability laws coincided with the development of
large-scale industrial technology; the possibility of the second necessitated the
adoption of the first.

Limited liability cements the separation between the enterprise and its owners,
but this is a two-way street. To the extent that the corporation really is an indepen-
dent entity, it also has the potential to be independent of the owners’ control. This
separation of ownership and control has been a gradually evolving phenomenon,
the subject of intense scrutiny by economists, managers and others. At first, in the
nineteenth and early twentieth centuries, it was normal for owners to keep a close
eye on day-to-day business operations. Such legendary figures as John
D. Rockefeller and Henry Ford wanted to be on top at all times and distrusted
professional managers. Over time, however, the advantages of trained managerial
expertise became evident and owners receded into the background. While there are
still some large corporations whose owners remain dominant, most are now firmly
in the hands of full-time managers.

To the extent that owners have ceded power, questions are raised about corpo-
rate governance. This term refers to the structure of decision-making that
determines what corporations do, from detailed production and marketing questions
to broad matters of strategy. Figure 8.1 on the following page provides a rough
sense of the relationship between the different players.

At the top are the shareholders; collectively they are the ultimate authority.
Nevertheless, in practice their power is highly attenuated. For one thing, there are
usually a great many of them, and they are likely to be widely dispersed with few
lines of communication for discussing their common interests. Moreover, if the
corporation is publicly traded the faces of the shareholders are constantly changing.
Many hold stock for short periods of time and have little incentive to get involved in
company policy. If they don’t like how things are being done, the simplest course of
action is to sell their shares and buy stock in some other company.

One step below is the board of directors. This group is elected by the
shareholders at regular intervals, serving as their eyes and ears. They attend
meetings several times a year and have access to all important company documents.
The directors have the power to approve major decisions and to hire and fire all
managers up to and including the CEO (chief executive officer). How much
influence they have in practice depends on how much they take. Some boards are
notoriously lax; their members draw comfortable incomes but pay little attention to
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Fig. 8.1 A general model of [ J
corporate governance.

Corporate governance is
usually portrayed as a top-to- [ | ] 'l
bottom hierarchy starting with
the shareholders and ending
with the non-managerial
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the company they are supposed to oversee. (When scandals erupt in high corporate

offices, directors usually plead that they had no idea what was going on, as if it were

not their job to know.) If you follow the business pages of a major newspaper,
however, you will see many examples of highly interventionist boards that keep
close tabs on the managers who serve under them.

Who serves on the board of directors? It varies from company to company, but
some typical backgrounds are these:

* Representatives of major creditors. If a corporation has borrowed extensively
from a bank or other financial institution, it is likely that an officer of this
institution will serve on the board.

¢ Representatives of major suppliers or customers. A company that generates
electricity might have a director hailing from an industry that is a major energy
consumer in the region, or vice versa.

e Experts in the corporation’s line of business. Corporations with major
investments in chemicals will have chemists; banks will have economists;
aerospace companies will have engineers.

¢ Directors and managers of other corporations. It is assumed that broad experi-
ence in overseeing and managing other companies will introduce a valuable
perspective. When two or more firms share the same director it also shores up
information-sharing, joint projects, etc.

* Prominent citizens. Often a board will have a member with high name recogni-
tion but no evident connection to the company’s line of work. University
presidents, Nobel prize winners, star journalists and similar luminaries add
glamour to the roster.

When election time comes around, a board of directors will nominate a slate of
candidates, consisting primarily of themselves. Election of these slates is usually
pro forma, because most shareholders don’t vote. Any vote not cast is transferred to
a designated board member, called a proxy, which increases that person’s voting
power by that one share. If a large percentage of shares is not voted by its owners,
the proxy can have a controlling influence all by himself. On occasion a dissident
slate will emerge, unhappy with the performance of the current board. They will
publish notices in The Wall Street Journal and similar outlets, trying to convince
shareholders to transfer voting rights to them instead of to the board. This battle is
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called a proxy war; the cards are stacked in favor of the incumbents, but sometimes
the challengers prevail.

Below the board of directors, but holding the day-to-day reins of power, is the
top management team, the CEO and his or her immediate appointees. They are
responsible for the strategic direction of the company and for establishing its
procedures and operating culture. At one time these high-level managers rose
through the ranks, but now it is more common for them to move laterally from
one company to another. In other words, it is thought that strategic management in
any given corporation has more in common with this role at other corporations than
it does with more operational tasks further down the ladder in the same firm.

With so much mobility on the part of CEOs, corporate analysts began to worry
that their loyalties might not be centered enough on their current job. Boards of
directors could seek out and hire the managers with the best resumés, but how could
they be sure that, once on board, they would serve the company and not their own
wider career goals? Two general answers emerged during the 1970s and ‘80s. First,
it was argued, financial institutions should aggressively lend money to strong
corporations seeking to buy out weak ones. A corporation is weak if the price of
its shares is low, because this makes it less expensive for outsiders, wealthy
individuals or other corporations, to buy up a controlling interest. When a corpora-
tion is bought out, typically its top managers are released. The upshot is that, fearing
for their jobs, managers will do all they can to boost the price of their company’s
shares. It is the availability of buyout funds, provided by banks and other financial
institutions, that keeps the process going. The general name for this arrangement is
the market for corporate control.

The second proposal was to pay managers less in straight salary and more in
bonuses, options and other instruments tied to share prices. An example is the stock
option: this is a piece of paper that entitles the holder to buy a certain number of
shares at a stated price. If the stock rises above that price, the holder can make
money by “exercising the option”—buying the shares at the lower option price and
immediately reselling them at the actual market price. This is a particularly
lucrative opportunity if the option price is set low, if the number of shares that
can be optioned is large, or if the market as a whole is moving upward, as it was
during the 1980s and 1990s. In a few cases, fortunate CEO’s made hundreds of
millions of dollars this way in a single year. Promoters of the stock option concept
argued that it would encourage CEQ’s to run their companies in a manner that
would be reflected in higher stock prices, and that this would be good for the
economy as a whole. They showered Congress with arguments, and campaign
contributions, and were rewarded with a law that specified that the value of stock
options did not have to be considered a business expense for the purpose of
calculating profits.

What both of these approaches have in common is the belief that stock prices are
a reliable indicator of the dexterity with which corporations are being managed: if
prices go up, this must mean that the enterprise is more profitable, which in turn
reflects successful management. Moreover, proponents also argue that corporate
profitability is also a measure of the return to society on its members’ investment:
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more profits mean greater efficiency and social well-being. These are strong claims
about the functioning of the stock market, of course, and there is certainly less
optimism about them today than when they were first made. If the economic plunge
of the late 2000s was related to the profit surge in the years immediately preceding
it, for example, that surge did not reflect the long-term consequences of decisions
made by corporate managers. We will explore this issue in greater detail in
Chap. 18.

There are also important issues of corporate management and organization
below the top tiers. Among these is the rise of the M-form enterprise. In Fig. 8.1
we pictured a simple top-to-bottom flow of authority, and this would make sense if
the firm were engaged in a single line of work. Modern corporations, however, are
usually more diversified, making and selling different products, or pursuing
activities that are qualitatively quite different, such as, in the case of automobile
companies, producing cars and also operating lending operations to finance con-
sumer purchases. A modification of the basic organizational form is presented in
Fig. 8.2 on the following page.

Governance at the top is the same, but each qualitatively different activity has its
own parallel hierarchy. In effect, each line of operations is organized as if it were an
independent company, but instead of its own board of directors it answers to the top
management team. It is a simple departure but has two important repercussions.

First, it permits corporations to grow as large as they wish without overtaxing
their operational management. Consider an automobile company. For each new line
of cars it introduces, it can create a new hierarchy with its own specialists in finance,
accounting, personnel, etc. Similarly with extending the business to foreign
countries or even to goods or services that aren’t automobiles—adding new
activities does not complicate managing old ones. This would not be the case if,
for instance, there was one personnel office for the entire corporation; then each
new operation would make the personnel function larger and more cumbersome.

To understand the second implication, it will help to pause for a moment and
consider the difference between what I have been calling “top” and “line” or
“operational” management. The term “line” comes from military organization.
Imagine an army lined up before its top officers. The commanding general and
his immediate team are called the “staff”’; officers who have more direct contact
with the troops are distributed through the line, and that’s why they are called
“line”. This distinction has been carried over to the corporate world; now the CEO
and other top managers are staff and those who supervise specific operations—who
have direct contact with the work and those who perform it—are line.

M-form organization does not change line functions, except to make them
slightly more independent. Its big impact is on staff. What does the top management
team do, in fact, in such a system of organization? The answer is that they make
strategic decisions involving the transfer or resources between different units and
the phasing out of old units or the creation of new ones. In other words, they are
allocating resources across divisions that resemble independent firms; they are
economic planners. They leave it to their subordinates to worry about how the
work gets done within each division. (This exaggerates a bit, but only a bit.) From
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Fig. 8.2 The M-form model of corporate organization. The M-form system of organization is
characterized by parallel hierarchies below the level of top management

this point of view, the introduction of M-form organization replaces a portion of the
invisible hand of the market with the visible hand of strategic high-level managers.
(This term, the “visible hand”, comes from Alfred Chandler, a hugely influential
business historian who first called attention to these issues.)

Even at the base of the hierarchy, at the level of operating and maintaining
equipment, personal contact with customers, transporting supplies, etc., there are
significant organizational questions. The traditional model assumes a top-down
hierarchy in all activities, since only in that way can the intentions of higher-level
management (and ultimately the owners) be fulfilled. It is only at the top, the theory
goes, that the work of large numbers of people can be coordinated, and so a
regimented workplace is the price we pay for efficiency.

There are four general problems with this claim.
First, it is far too sweeping. In many work situations horizontal communication
between workers offers a degree of coordination superior to hierarchical control
by supervisors. This depends on the location and flow of information through the
enterprise, which is partly a function of technology but also depends on the
system of organization itself.
Second, it conflates two issues that ought to be kept separate, authority and
coordination. The claim of authority is not just that it is a better vehicle for
coordination (which it may or may not be), but that it reflects the priority that
some interests have over others. This is a difficult matter, but for now the point
that needs to be made is that, in a sense, the fundamental question of economics
is whether, and under what circumstances, the market-influenced interests of
firms actually coincide with more general social interests. In instances in which
they diverge, it may well be the case that owners’ interests should not be given
automatic priority. We recognize this, for example, in whistleblower laws that
protect workers who reveal information about corporate malfeasance, even if in
doing so they violate company policy.

Third, a manager’s possession of authority can be thought of as a type of

competence. That is, her accountability to the chain of command puts her in a

better position to make certain types of decisions. But putting it this way makes
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it less absolute, for there are many other competencies that may be pertinent.
Knowing how to keep a machine running with minimum downtime for repairs,
or knowing what the most common customer complaints have been during the
past week, are also competencies. In workplaces where many types of knowl-
edge and skill are germane to the success of the enterprise, it makes sense to
create work teams that have decision-making authority corresponding to the
practical abilities people bring to them, even though such teams may cut across
formal layers of authority.
Finally, workplaces are never just locations of production; they are also social
settings. People form bonds and animosities; they communicate or fail to
connect. If the requirements of the workplace as a social setting are ignored in
the name of a rigid adherence to hierarchy, performance is likely to suffer.
The role of authority in the workplace has been one of the most contentious
issues throughout the history of capitalism, and it remains in dispute today. Eco-
nomics has something to offer to this question: an analysis of production that points
to the efficiency benefits and costs of hierarchical systems of organization. We have
barely skimmed the surface of this topic.

8.3  The Need for a Theory

As odd as it may seem, to an economist the first question to be asked about firms is
why they exist in the first place. The main focus of modern economics is on
markets: how they function, how well they perform as allocative institutions and
how they can be improved. The bias of most economists is on the side of using
markets to get things done. Firms operate within markets, but on the inside they are
predicated on the notion that, for some tasks, markets are the wrong tool.

At the core of market organization is voluntary exchange. Buyers and sellers
come together, establishing prices and quantities traded. In this way goods are
brought together so that they can be used for new purposes. A firm also moves
goods and services between people and locations, as when a legal opinion prepared
by a staff lawyer is sent to a manager in the same company to help her decide
whether to take a certain action. The difference is that, inside firms, these
transactions are not made on the basis of exchange or prices, but administrative
decision. The staff lawyer does not sell a legal brief to management; she is paid a
salary to provide general legal advice, and a manager decides which briefs are to be
written by which lawyers. (This echos the discussion of markets and administration
as allocative devices in Chap. 3.) But if markets are so effective in coordinating
complex economic activities, why do we see administrative decision-making in
firms?

At the operational level, this question takes the form of the “make or buy”
problem. Suppose you operate an ice cream stand. You are renowned for your ice
cream and draw on a loyal clientele. One day it occurs to you, why buy your cones
from some other producer; why not develop your own recipe and produce exactly
the sort of cones you think will complement your ice cream? In speculating on this,
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you are deciding whether to make or buy. A firm is an economic entity that makes at
least some, or some part, of the goods and services it sells. If absolutely everything
were purchased there would be no firm, only exchanges taking place in a market. If
your ice cream company buys all its food items, contracts with another company to
scoop and serve, another to publicize the product, and so on, then there would be
nothing for you to do but make purchases in the market, just as consumers do. Your
company wouldn’t be a company at all.

When a business chooses to make something itself, it is effectively committing
itself to “buying” that item only from its own internal producers. If you decide to
make your own ice cream cones, you are foregoing the opportunity of shopping for
a better deal from an outside supplier. This has an obvious cost attached to it: if
someone else can make cones better and cheaper than you can, you are passing on
the opportunity to buy from them instead. (True, you could always reject your own
products and buy them from other suppliers, but then you would lose the value of
your investment in in-house production.) If markets are thick—that is, if they have
many buyers and sellers—by producing yourself you are taking an especially brave
stand, for you are implying that none of the other firms can match your own work.
In our ice cream example, to invest in your own production of cones is to determine
that no cones purchased from any other producer can surpass yours, at least in the
context of your own stand. If you don’t believe this, you should buy, not make.

Consider in more detail the example of a company with a legal department that
gives it advice and handles routine litigation. A firm with such a department has
chosen not to outsource, not to buy its legal services from an outside law firm. This
means that, all other things being equal, it will be bigger; it will have more
employees and undertake more activities. If it changes its mind, it will lay off its
lawyers and get smaller. Looked at this way, you can see that if a firm outsourced
absolutely everything, it would have no employees at all, do nothing, and exist in
name only. (It could even outsource its outsourcing operation, paying someone to
buy all the goods and services it gets from suppliers.)

In this way, how the firm resolves the make or buy decision determines the
boundaries of the firm. This is pictured in Fig. 8.3 on the next page. Each star
represents an activity; the lines between them represent the process of bringing
activities together. If the arrow is contained within the boundaries of the firm it
represents an administrative operation; if it crosses a pair of boundaries it represents
a market exchange. Some firms are smaller, choosing to combine activities by
buying part of what they need from other firms; some are larger because they
choose to do more themselves. Economists are interested in where these boundaries
are drawn, and why.

Stepping back from this analysis, we can see why it matters. Some firms in our
economy are extremely large, encompassing a vast number of related, or even
largely unrelated, activities. Others are small, doing just a few things. What
accounts for this? Does this size distribution benefit our economy, or would we
be better off with fewer, larger corporations or more, smaller ones? This is one of
the two fundamental questions economists try to answer when they develop theories
about the role of firms in organizing economic activity.
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Fig. 8.3 The make or buy decision and the boundary of the firm. Each star represents an activity;
the rounded shapes are firms. Lines connecting activities show them being brought together. If this
happens within a firm it is organized administratively; if it happens across their boundaries it is
organized through a market

The second general question concerns the way they operate. In much economic
writing we can see firms described as if they were individuals. “The firm”, we are
told, maximizes this thing or chooses that thing. Yet firms are not monolithic
entities; they are comprised of a great many individuals and the complex work
relationships between them. How then can we say anything precise about business
decision-making? For instance, it is often assumed that the guiding objective of
firms is to maximize their profits, but is this true? Some people within the firm may
have this motive, and others may not. What determines whose views win out, and
why?

This has much to do with the internal organization of enterprises, of course.
Corporate governance and the decision-making structure at the level of operations
will largely decide how different interests will be balanced. There is a purely
descriptive aspect to this: we can observe how actual corporations are run and
draw the appropriate conclusions. Economists are interested in explanation, how-
ever; they want to know why corporations are run the way they are and whether
their methods are in the public interest. Is there a model of socially beneficial
business organization that plays a role in answering these questions similar to that
of the Market Welfare Model in assessing the performance of markets?

8.4 From Adam Smith to Alfred Marshall

Adam Smith had a lively interest in how labor could be made more productive. In a
celebrated passage in The Wealth of Nations, he wrote about a pin factory:

One man draws out the wire, another straights it, a third cuts it, a fourth points it, a fifth
grinds it at the top for receiving the head; to make the head requires two or three distinct
operations; to put it on is a peculiar business, to whiten the pins is another; it is even a trade
by itself to put them into the paper; and the important business of making a pin is, in this
manner, divided into about eighteen distinct operations, which, in some manufactories, are
all performed by distinct hands, though in others the same man will sometimes perform two
or three of them. I have seen a small manufactory of this kind where ten men only were
employed, and where some of them consequently performed two or three distinct
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operations. But though they were very poor, and therefore but indifferently accommodated
with the necessary machinery, they could, when they exerted themselves, make among
them about twelve pounds of pins in a day. Each person....might be considered as making
four thousand eight hundred pins a day. But if they had all wrought separately and
independently, and without any of them having been educated to this peculiar business,
they certainly could not each of them have made twenty, perhaps not one pin in a day.......
The division of labour, however, so far as it can be introduced, occasions, in every art, a
proportionable increase of the productive powers of labour.

There is a chain of logic at work. A larger demand (which Smith elsewhere
referred to as the “extent of the market”) leads to a larger scale of operations, which
leads to more specialization in the work process, which leads to more output per
worker. Much has been written about the exact form that specialization can take and
the way it can contribute to productivity, but here our interest is in the middle link in
this chain, the issue of scale. Smith is giving an example that illustrates economies
of scale, where the greater size of the enterprise enables it to achieve a higher level
of productivity. He was observant enough to recognize, at the dawn of the industrial
age, that increases in scale would be central to future economic development.

This is a simple but powerful theory of the firm. It explains the existence of firms
on the basis of their ability to capture economies of scale, and it predicts that firms
will choose to make rather than buy if, by folding an additional operation into their
production system, they can achieve a greater economy of scale than that of the
firms they might buy from.

Smith’s ideas were further developed a century later by the great English
economist, Alfred Marshall. Marshall was perhaps the most influential economist
of his era, and his economics textbook instructed every new English-speaking
entrant into the field for several decades after its publication in 1890. (Chaps. 5,
11 and 12 in this text, which are similar to chapters you will find in any other
contemporary introductory textbook, are based on material first introduced by
Marshall.) Marshall was, like Smith, a close student of the way businesses
organized production, and he agreed strongly that economies of scale were a critical
aspect of success.

In Marshall’s view, every firm wishing to increase its productivity will try to
grow larger, but its ability to do this is limited by competition. He saw firms as
somewhat analogous to trees in a forest. Each tree tries to grow to its maximum
height, but its ultimate size will be determined by competition for nutrients, water
and sunlight. There is, in this vision, a potentially self-reinforcing process by which
the most successful firms, to continue the tree metaphor, rise above the canopy and
spread their roots further and deeper than the others, thereby giving them an even
better environment to extend their domination. In other words, competitive success
leads to greater growth, which leads to greater economies of scale, which leads to
further success and growth. For the firms that surpass all competitors, this process
comes to an end only when the technical limits to economies of scale are reached.
This will vary from one industry to the next. It may be at a relatively small size for a
restaurant, but a much larger size for a computer manufacturer.

An interesting implication of the Marshallian view of the firm is that it
may reasonably choose to maximize growth rather than profits, at least over
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short-to-medium time horizons. It may be worth suffering through a period of lower
returns, or even losses, in order to gain a decisive size advantage that can later be
turned to underselling the competition; in this way profits are enhanced over the long
run. There is plenty of evidence that ambitious firms follow exactly this strategy,
particularly in new industries in which no market leaders have yet emerged.

Marshall saw another route to increased specialization and greater productivity.
Firms within the same industry might remain smaller, he thought, but congregate in
a specific geographic location, called an industrial district. A well-known example
is Silicon Valley, the region just south of San Francisco, in which a great many
small hardware and software firms sprouted up during the 1980s to accelerate the
development of computers and information systems. When this happens speciali-
zation can occur between firms rather than within them, so that economies of scale
can be realized despite smaller individual firm size. For instance, many firms
focused on writing software for medical computer systems might be in close
proximity to each other. This would permit one of them to specialize in writing
just a particular piece of code, say for a network connecting heart monitors, since
they could combine it with other pieces through direct contact with other firms. A
different way of saying this is that industrial districts achieve through shared
location what large firms achieve through common administration—the ability to
attain economies of scale in detailed operations.

There is nothing fundamentally wrong with Marshall’s analysis, but economists
have found it to be too narrow. Economies of scale provide only one of many routes
to efficiency, and the theory says little about what other factors might determine
who the winners will be in the competitive struggle. Also, as we will see at the end
of this chapter and later in Chap. 12, there are indications that the computer
revolution is having a profound effect on the role that scale plays in productivity
and economic success.

8.5 Transaction Cost Theory

Suppose there were no economies of scale at all, and it would be just as efficient for
ten people to produce something in ten different places as for them to gather
together under one roof and produce as a team. Would we still see firms?

An influential point of view among economists says that we would. It was first
put forward by the Nobel laureate Ronald Coase in 1936, but not for another forty
years or so was its force appreciated. Unlike Marshall, Coase begins with the
premise that markets are nearly always a more efficient system of organization
than the administrative hierarchies of firms. From the vantage point of the make or
buy decision, there will generally be a producer somewhere else in the economy
who can sell at least as good a product for at least as good a price. Productive
efficiency, in his view, is the wrong way to think about it.

The right way, according to Coase, is to focus on the costs of using the market,
which he dubbed transaction costs. The firm that chooses to buy rather than make
must invest time and effort in finding out who the other producers are, what their
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products are like and how much must be paid for them. It may have to negotiate a
contract, especially if the transaction is not standardized. This contract may need to
be enforced in the courts if a dispute arises. All these costs, when added up, may
more than outweigh the purely efficiency-related advantages of using the market
and suggest that the better choice is to make, not buy. Multiply this reasoning over
millions of make or buy moments, and the result is the pattern of firms, large and
small, that we see in the economy today.

In his writing on this topic, Coase attributed a rationality to firms that resembles
the conventional (among economists) view of individual rationality. Firms were
assumed to calculate all the benefits and costs of using the market versus producing
in-house, and they always selected the option most favorable to them. This suggests
that the existing boundaries of firms are optimal. Large firms are large because they
face greater transaction costs relative to the efficiencies of the market, and small
firms are small because their transaction costs are less. It would be a mistake for
outsiders, such as government policy-makers, to try to impose any other pattern. Of
course, there is a role for sound policies to reduce transaction costs; this would
benefit everyone by enabling them to make better use of markets, and, all other
things being equal, it would lead to an economy populated by smaller enterprises.

The second great theorist of transaction costs is Oliver Williamson, another
winner of the Nobel prize who has devoted his life to identifying the types of costs
most troublesome to firms. He argues that the complexity of many economic
transactions exceeds the capacity of written contracts. There are too many contin-
gencies and too many adjustments that might be required. Consider the problem of
an auto company trying to decide whether to make or buy seat cushions. The
cushions have to be built to match the seats, which may vary from one model to
another. It is difficult to predict in advance how well each model will sell and
therefore what its production schedule will be in the months to come. The maker of
the cushion also depends on shipments of supplies, like foam and fabric, and these
may change in price or availability. It would be difficult to encompass every future
possibility in a contract, short of one that would be a playground for lawyers.
Inevitably there is a need for trust in such a relationship.

This is where a fork in the road emerges. How essential, and how precarious, is
this trust? For some relationships it is not a crucial issue, and market transactions
will usually be sufficient. If there are many potential suppliers of seat cushions, and
if small differences in the quality or price of cushions don’t have much effect on the
overall prospects of the auto company, transaction costs, in Williamson’s sense, are
low and the likely decision will be to buy rather than make.

Now suppose that, instead of seat cushions, the company is considering whether
to outsource production of its engines. As before, there are many contingencies that
can’t be put in writing, and a measure of trust is necessary between the auto
company and its suppliers. Insofar as the engine is a crucial component of the
finished car, the auto company’s calculations may change. Very small changes in
engine construction may have drastic impacts on the quality of the car that houses
it. Worse, by designing its other components to fit precisely with the specifications
of its engine, the auto company has made itself a virtual hostage of the engine
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supplier. If the supplier, halfway through the duration of the contract, suddenly
announces that increased costs on its end require it to raise prices or cut corners in
some respect, there is little the auto company can do. The engine is such a
specialized part that no other producer can be found on short notice, and it would
be far too costly to let its semi-finished assemblies pile up on the factory floor for
lack of an engine.

In a case like this, the firm is well advised to make the component itself and use
its powers of administrative control to prevent opportunistic behavior by the
engine-makers it employs. In fact, the critical word is control. For transaction
cost theorists, the single most important characteristic of a firm is that, internally,
it is an authoritarian entity, with managers in the higher echelons giving orders to
those beneath them. If the market depends on trust, and if trust is expensive, the
better alternative is to bring the necessary activities into the enterprise and exercise
direct control.

At this point it should be clear that, unlike the Smith-Marshall theory of
economies of scale, the Coase-Williamson theory of transaction costs predicts not
only where firms will draw their boundaries, but also how they will conduct their
internal affairs. The transaction cost world is one of universal suspicion—rnoir
economics. Businesses distrust suppliers and may, if the benefits of doing so exceed
the costs, convert them into workers, but they also distrust their workers, and this
accounts for the hierarchical character of their social organization. If the hierarchy
is effective, and if workers really do the bidding of their overseers, the firm will
remain the instrument of its owners, but that is always an “if” for transaction cost
theory.

The normative message of this theory depends on whether you think the owners
of businesses are serving the public interest by pursuing their own profits, in the
spirit of the Invisible Hand. If you believe this to be generally true, and most
proponents of the transaction cost view have taken this position, both the size
distribution of firms and their top-down character are socially desirable. Businesses,
by balancing the advantages of using the market against the disadvantages of
incurring the cost of being rendered vulnerable to self-interested outsiders, are
following the path of greatest social benefit in an imperfect world. Of course,
there is nothing in the theory that requires belief in the Invisible Hand, and it may
just as well be the case that the control exercised through managerial hierarchies
creates more problems than it solves. We will return to this question shortly.

8.6  Entrepreneurial Theory

A very different approach to the theory of the firm is taken by economists who
emphasize entrepreneurship. This is not an easy term to define, because it can
mean different things. In its popular use, it refers to owner-management, especially
in new or expanding enterprises. Used this way, it draws attention to the role of
innovation: someone comes up with a new idea and starts or reinvigorates a
business. Entrepreneurship of this sort is contrasted with bureaucracy,
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management-by-committee, etc. A second meaning refers to the qualities of the
individual entrepreneurs themselves. Here entrepreneurship is a state of mind,
emphasizing self-confidence and a willingness to take risks. The third meaning,
more familiar to readers of the business and economics literatures than the general
public, focuses on innovative activities themselves. To be entrepreneurial in this
sense is to bring resources or ideas together in new ways; it can be done by owners,
managers or even rank-and-file workers. (Sometimes entrepreneurial activity below
the top rank of an organization is called intrapreneurship.) There is an overlap to
these three meanings—some owner-managers are risk-takers and act
entrepreneurially—but it is also possible to have entrepreneurship in one sense
without the other two.

For our purposes the third meaning is the most relevant, which is to say that
business owners and their psychology are important only insofar as they are
vehicles for creating innovation. This raises two broad issues for economics.

1. To innovate is to enter territory that is at least somewhat unknown, and the
greater the degree of innovation also the greater the uncertainty. For this reason,
while many aspects of innovation can be planned systematically according to the
model of rational decision-making presented in Chap. 3, this can never be the
whole story.

The aspect of innovation that defies calculation fascinated Joseph
Schumpeter, perhaps the greatest name associated with the study of entrepreneur-
ship. Schumpeter was born in Austria and served as that country’s central banker
(we will study central banking in conjunction with macroeconomics) before
emigrating to the United States, where he finished his career at Harvard Univer-
sity. Schumpeter emphasized that, while formal economic theory focused on the
decision rules that would maximize profits in a given market, the purpose of
entrepreneurship was to alter or even invent markets. Many innovative firms will
fail, but the ones that succeed will earn profits far beyond the ordinary. Thus the
pursuit of the “next big thing” is like a contest, but one in which the losers will
eventually be crushed by the winners.

2. An innovative enterprise produces something different from the rest, or at a
different time or place, or in a different way. For this reason alone, it cannot
choose to buy rather than make everything it does; if every aspect of the product
were available to be bought it wouldn’t be new or different. (Bringing an old
product to a new market is also an element of the production process, one that
could, in principle, be outsourced.) On the other hand, a firm that wants to focus
its energies on innovation should try to buy most of the goods or services it needs
except for those on which its new ideas are based. For instance, until recently
there were several small startups in the United States trying to develop electric
automobiles. The strategy of most of them was to purchase vehicles or vehicle
parts from large established firms, which they retrofitted with electric motors and
other components tied to the power source.

Innovation also works at a deeper level, however. Markets, as we saw, are based
on the principle of bilateral exchange; everything that occurs in them boils down to
two-way exchanges between a buyer and a seller. Two activities, performed by
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individuals or teams of individuals, are brought together in the market if at least one
party sees an advantage to their being together instead of separate. A supply of ice
cream cones is of greater value when brought together with a supply of ice cream. In
a healthy market, participants are actively scouting out new opportunities for value-
enhancing exchanges; if they exist there is a strong likelihood they will be found by
someone.

Significant innovation, on the other hand, often entails new configurations of
activities. That is, rather than just bringing together one useful piece at a time, as
markets do, entrepreneurs combine many elements, some pre-existing, some new,
into a pattern whose overall logic is different. Consider again the problem of
building an electric car. This vehicle, if it is to compete successfully against its
gasoline-powered rivals, needs many new components simultaneously: a new
engine, but also a device for storing power, new, lighter-weight construction
materials, and new technologies for quickly charging batteries. It is inconceivable
that market exchanges, all by themselves, could result in a new vehicle whose
elements fit together harmoniously. It may be, for instance, that the materials won’t
work without a new body design, but that the design also requires a new battery
technology, and so forth. Instead, we see teams of designers who conceive an
overall plan for such a car and bring together the pieces that will make it work.
Some of these pieces may even be technologies rejected by other companies
because they were inefficient in the traditional car designs they were familiar with.

This point gets to the heart of how firms differ from markets and deserves to be
emphasized. A market creates something new one piece at a time, through the
accumulation of exchanges between individual buyers and sellers. An exchange
takes place only if it is advantageous in the context of everything already taking
place around it. Think of a shopping district in which one store opens, then another,
then a third. Each is the product of an exchange between a business owner and a
building owner, and each is independent of the other. No store will open unless
someone thinks that, taken as an independent business venture, it has a prospect of
being profitable.

Now thing of a shopping mall, a large structure with pre-designed retail spaces,
enclosed walkways and central delivery bays. This is not the result of many small-
scale market decisions, but of a plan that encompasses a large number of simulta-
neous elements. It creates, for better or worse, a shopping district that would not
emerge from separate exchanges between individual retailers and land owners. This
points to the characteristic feature of innovation: it brings together many elements
simultaneously and therefore requires both a plan and the means to carry it out. The
plan is in the mind of the entrepreneur or entrepreneurs; the means is the business
firm or other organization. (All kinds of organizations can be entrepreneurial in this
sense, not just those that produce goods and services for profit.)

This perspective on entrepreneurship foregrounds the connection between
innovation and planning. A firm is an organization that implements economic
plans, and this capacity enables it to create new products and methods that far
exceed what markets alone would accomplish. This claim can be translated into the
language of information: when goods are exchanged in the market, normally only
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the product changes hands, and the knowledge that went into its production stays in
the hands of its producer. When firms organize multiple activities inside their walls
and oversee the process of bringing them together, they have access to both the
goods and the knowledge. Such an information advantage can be the basis for
innovative planning, since new ideas are normally based on seeing new patterns in
existing knowledge. Business analysts sometimes use a phrase like “the learning
enterprise” to encapsulate the dynamic advantages of bringing together a wide
range of competencies, with the goal of generating new concepts and skills.

One of the tensions at the heart of innovative organizations concerns the role of
hierarchy in administration. To speak of planning is usually to have in mind a
top-down flow of authority, since the plan is commonly lodged in the top level of
management, and only if the workforce follows a common set of dictates will the
plan be carried out. (Cooperative allocation can also be based on planning, but this
is seldom seen in large organizations. Computerization may change this.) Never-
theless, there is no law of nature that says only high-level managers can produce
innovative plans. On the contrary, to the extent that organizations create rich
information flows between their diverse units, every worker who is positioned at
the intersection of one of these flows is potentially able to make new and valuable
connections. Sometimes a greater degree of closeness to the operational level can
reveal innovative opportunities more readily than the wider, but less detailed,
purview of the top echelons. This issue, and others like it, have become more
visible as the role of entrepreneurship and innovation has been elevated in impor-
tance in the contemporary economy.

8.7 Current Debates

Corporations—their ongoing metamorphoses and the new demands being made on
them—are at the heart of current economic debate. Two issues will be discussed
here

1. The virtual corporation. For most of the twentieth century, the tendency was
for corporations to grow larger and larger, encompassing ever greater numbers and
types of activities. Whether because there were greater economies of scale to
capture, increasing costs of using the market or bigger plans to be envisioned and
implemented, corporations everywhere sought to expand.

The corporate sector as a whole continues to add assets and market share at the
expense of other business forms, but the drive for individual firms to expand seems
to have abated. Increasingly managers are admonished to focus on the “core
competencies” of their enterprise and outsource everything else. Computerization
has made it possible to separate the planning and implementation functions to a
greater extent than in the past, as laboratories and offices can transmit detailed
instructions to producers half a world away and receive feedback in real time.
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An exemplar of the new approach is Nike, the seller of running shoes and other
sportswear. Nike does not make its shoes; it outsources this function to a global
network of suppliers. What it does do is design, marketing and finance. Its
laboratories produce plans and prototypes, which are then sent to other companies
for actual manufacturing. Its marketing office sets an overall strategic plan for
appealing to consumers, and then the scripting and production of specific
advertisements are outsourced to agencies specializing in that kind of work. More
than anything else, Nike is an enterprise devoted to moving money around—
concentrating it from the earnings of retailers and allocating it to production, design
and marketing functions. Design, coordination and financial management are its
core competencies.

The extent to which this model is being adopted by other corporations is not fully
known; a debate has emerged among economists and business analysts over
whether the productive behemoth of old is mutating into the virtual enterprise of
the future. Certainly some firms are moving in this direction, and the vision is
attractive to many more.

The transformation of the corporation, if that is what we are seeing, is bound up
with the debate over globalization, since much of the outsourcing being pursued by
corporations in the industrialized countries is to manufacturers based in low-wage
exporting regions. As corporations become more virtual, the jobs they shed are
those that used to be performed by industrial and clerical workers in the North.
Between automation and outsourcing, these jobs are vanishing, probably forever.

At the same time, the tendency towards virtualization has transformed the
culture and internal operations of corporations. Increasingly they are discarding
large administrative apparatuses for more market-like arrangements. This is intrin-
sic to outsourcing, of course, but it also makes its appearance even when activities
occur in-house. It has become common among automobile companies, for instance,
to treat their internal units as if they were outside suppliers. Each unit keeps its own
separate financial records, recording sales and purchases from other units, and each
is expected to show a profit. If a unit cannot offer to “sell” its output to other units at
a price competitive with outside suppliers, the company will shut it down and shift
to outsourcing. Sometimes companies deliberately underproduce parts internally so
they will be forced to outsource and purchase in-house; this is thought to keep the
competitive fires burning.

These new strategies have had a large impact on workers. Once there was an
implicit promise that employment would be for life, and new hires would expect to
slowly rise up the corporate ladder, depending on where they came in. They
regarded other workers as colleagues, all engaged in the same general enterprise.
Wages were set to balance different interest groups within the firm, such as older
versus younger workers or individuals with similar job assignments but in different
units. Day-to-day routine involved carrying out instructions from above and some-
times politicking for a change in policy.

Today all that is changing. Few workers today are under the illusion that
anything is promised; work will be available as long as it is convenient and not a
day longer. Career paths are more likely to move across firms than just within them,
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and other workers are often competitors, particularly if management is pitting units
against one another. Wages are now set in light of outside market forces; if a
particular service can be acquired more cheaply through outsourcing, workers
producing the same service in-house may have to choose between wage cuts and
being let go. Meanwhile, units are increasingly managed as if they were separate
companies on contract: they are given detailed specifications to meet, but how they
go about meeting them is left up to their own determination. This means they have
more control over their day-to-day operations but less over the larger purpose of
their work.

Proponents of virtualization claim that this form of organization takes full
advantage of the new potential opened up by computers. Older systems of manage-
ment, they say, were always clumsy and slow to adapt, and people put up with them
because there was no alternative. Now it is possible to do more work and less
managing, leaving coordination up to the computer. Such a system will be more
decentralized, just as markets are. At the same time, it is now possible for a small
team, with access to more information than could have been imagined in the past, to
make the key decisions for large networks of production. Such an arrangement
might give us the advantages of both markets and planning, but tilted more toward
the market than previously.

The dark sides to this transformation are emphasized by its critics. They see less
scope for real input on the part of most workers, more uncertainty and, for most,
lower pay. The virtual corporation, they say, concentrates strategic power but
outsources responsibility. Another complaint is that, when the “soft” operations
(finance, marketing, research) are separated from the “hard” ones (production, point
of sale), innovation is restricted to the “glitz”, leaving work and technology largely
untouched. Thus, the sophistication of Nike’s marketing and some of its design
concepts (“air” sneakers) coexists with sometimes primitive production methods
among its subcontractors. This points to a cultural criticism, that the virtual
corporation is the product of a society that values style over substance.

This is not an either/or debate. (Most debates aren’t.) A wealth of research
demonstrates that new, more decentralized forms of organization are required if
the advantages of computer technology are to be translated into economic gains. It
is also true that the organizational inclusiveness of the traditional corporation
played many positive roles, and thought has to be given to how they are to be
preserved or compensated for in the future. It will be interesting to see, in the years
ahead, whether the current retreat from bigness proves to be a fad or a new
framework for economic life.

2. Corporate responsibility. Firms respond to markets. They produce what they
think consumers will buy, and they choose their production methods in light of the
cost of labor and materials, as well as the technologies available to them. The
principal yardstick for measuring what they contribute to society is the Market
Welfare Model: if the market is providing signals that reflect the real benefits and
costs to society, then corporations will produce the right items in the right way. If
not, conventional economic wisdom would advise us to adjust how markets work
(we will see this in more detail in later chapters), not to have corporations ignore or
overrule them.
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Nevertheless it is not quite this simple. Even the most ardent believer in the
Invisible Hand should admit that markets will always fall short of perfection, and
there are many criteria for what is desirable or harmful in this world besides
economic ones. We live with these shortcomings and have to consider how to
cope with them.

Vivid examples can be found in news reports about sweatshop conditions in
firms that supply to multinational marketing firms like Nike and Wal-Mart, envi-
ronmental destruction stemming from mining operations, the violation of the rights
of indigenous people as a result of deforestation or oil drilling. These stories are
embarrassing to the companies involved, but, rhetoric aside, what ought to be their
responsibility to prevent or fix them?

The case against corporate responsibility is that solving larger economic and
social problems is not what these firms know how to do very well. They have no
particular wisdom regarding what policies are correct, and their personnel are not
hired for their expertise in social amelioration. To the extent that their attention is
diverted by these new considerations, they will be less productive in what they do
better, produce to market demand and make profits. It might be argued by some that
making corporations responsible for social objectives as well as their continuing
private ones would only enhance their power and the extent to which the rest of us
rely on them, both of which may already be greater than they should be.

Nevertheless, demands on corporations to behave according to higher principles
are not likely to go away. There are two general reasons for this:

1. To the extent that corporations profit from activities that are burdensome to
other members of society, they have an obligation to bear their share of the
responsibilities as well. Most corporate managers understand this.

2. I have argued in this chapter that corporations are perhaps the foremost
modern institutional repository of economic power and competence. They have
proved remarkably adaptable, responding to technological and political change
with a steady stream of innovations. Those concerned about the human and
environmental costs of doing business will turn to them because they are the
organizations with the greatest capacity to effect change. This remains the case
even though their core competencies lie elsewhere. Also, corporations can, if they
need to, outsource the operational details of their social responsibility initiatives.
(Companies trying to improve working conditions among their subcontractors have
hired accounting firms, NGO’s and academic researchers to do the job.)
Yesterday’s corporation may have had no particular talent for addressing social
concerns, but this does not have to be true of tomorrow’s.

Before leaving this question, it is appropriate to remind ourselves once again that
the issue of corporate responsibility arises only because markets do not succeed in
meeting our needs. If the markets themselves can be fixed—and in subsequent
chapters we will look at ways to do this—the burden on corporations to act as
reformers can be lifted. It would be a mistake to assume that corporations, for all
their power, are the only vehicles for creating a better world.
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The Main Points

1. Firms can be publicly or privately owned, for profit or not-for-profit. Within the
universe of private, for profit firms, there are proprietorships, partnerships and
corporations. Corporate shares can either be privately held or publicly traded. An
interesting type of corporation is the cooperative, based on the principle of one
member, one vote. The three types of cooperatives are differentiated by who
constitutes its membership—workers, suppliers or consumers.

2. A critical aspect of the modern corporation is limited liability. Owners are at risk
of losing their equity, but the rest of their assets cannot be seized in order to meet
financial obligations incurred by the firm.

3. Corporate governance in the US usually takes the form of a top-down system,
with power flowing from shareholders to the board of directors to the CEO (chief
executive officer) and down through the administrative ranks. One characteristic
problem is how upper levels (shareholders and boards) influence managers to act
in the interest of the owners; pay incentives and the threat of buyouts are
methods used to achieve this. A governance wrinkle of some interest is the
M-form, in which parallel administrative pyramids are established, with a team
of strategic managers coordinating all of them at the highest level. This can
overcome diseconomies of scale in management, while emphasizing the role of
enterprise-wide planning.

4. Theories of the firm attempt to answer questions like “Why do firms have the
boundaries they have?”, “Why are they organized as they are?”, “What policies
do they tend to pursue?”, and “To what extent do they act in the social interest?”

5. Alfred Marshall, building on the ideas of Adam Smith, proposed a theory
emphasizing the role of economies of scale. Firms are expected to grow until
these economies are exhausted.

6. Transaction cost theory, pioneered by Ronald Coase and elaborated by Oliver
Williamson, argues that markets are always more efficient that administrative
methods, but sometimes the costs of using the market can outweigh the benefits.
Important transaction costs include information-gathering, contract-writing and
enforcement, and the risk of being taken advantage of by opportunistic
counterparties. Firms exist to impose administrative procedures when these
costs become too onerous.

7. Entrepreneurial theory, associated with Joseph Schumpeter, views firms as
existing in order to implement innovative plans that markets cannot otherwise
arrive at. This often involves a coordinating function, when many elements have
to be brought together simultaneously in order for innovation to be successful.

8. The structure of firms appears to be undergoing a radical change under the
influence of computerization. Firms are becoming more decentralized, with
fewer layers of managerial authority. As more function are outsourced, the
firm may earn the designation “virtual”.

9. There is increasing pressure on firms to uphold standards of social responsibility,
in addition to their usual goals of profitability.
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Terms to Define

Balance sheet

Cooperatives (worker, supplier, consumer)
Corporate governance

Corporation

Economies of scale

Entrepreneurship

Equity

Firm

Income statement

Industrial district

Limited liability

Market for corporate control
Outsourcing

Partnership

Proprietorship

Proxy

Public vs private ownership

Publicly vs privately traded corporations
Transaction costs

Questions to Consider

1. What are the advantages of one share, one vote as a governance principle,
compared to the cooperative system of one person, one vote? What are the
disadvantages? Do you think that people who pay more taxes should have more
votes in electing governments? Are the problems of political and corporate
governance fundamentally similar or different (or both)? Explain.

2. What risks accompany the advantages of limited liability for corporations? Do
you think the owners of corporations should ever be fully liable for their
liabilities? Does it matter what the cause of the liability is—whether it is due
to poor business judgment, bad luck, or court judgments stemming from harm
imposed on third parties (like pollution)? In your answers, think carefully about
the incentive effects of different liability rules.

3. How would each of the three major theories of the firm we surveyed analyze the
rise of the M-form corporation? Which, if any, do you find most convincing?

4. What make or buy decisions are faced by your college or university? What have
they decided to produce themselves, what do they outsource, and why? Are there
any decisions you would consider reversing?

5. How would each of the three major theories approach the issue of the virtual
corporation? In particular, how would they explain the timing—why this trend
has emerged over the past decade and not in earlier periods?

6. What, if anything, do the three theories tell us that would be relevant to the
corporate responsibility debate?



Government is a referee who also plays the game. It is government courts, agencies
and legislatures that set the rules by which the economy operates, but governments
are also major economic players in their own right. They own and operate
businesses and generate and spend vast amounts of income; in fact, in every
economy the government (pulling together all its levels and branches) is by far
the largest single economic entity.

Figure 9.1 on the next page, which tells us what portion of the economy’s output
of goods and services was purchased by government in several countries, is clear on
this point. It is never less than 10 % and may approach a fourth. In this chapter we
will not come to any conclusion about whether any of these numbers are too small
or too large, but we will look closely at how governments go about their business
and what problems their activities pose for economic analysis.

9.1 State Capacity

At the time Adam Smith wrote The Wealth of Nations, governments had few of the
resources we take for granted today. The annual revenue of the British crown, for
instance, was just 10.7 million pounds in an economy estimated at 125 million
pounds. There were no government agencies to regulate finance, shipping or other
commercial activities, beyond keeping an official set of weights and measures.
There were no departments of public health, no government-financed or -operated
schools, and no income tax either. There were courts to interpret the laws and
constables to enforce them. Above all, the government of Smith’s day was
optimized for war and conquest: His Majesty King George III kept about 50,000
men under arms during peacetime (many more in periods of combat) and
maintained a navy of about 500 vessels. (He also outsourced some of his military
needs to foreign mercenaries, such as the soldiers from the German principality of
Hesse who were surprised by George Washington’s men on the day after Christmas
in 1776.)

P. Dorman, Microeconomics, Springer Texts in Business and Economics, 173
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Fig. 9.1 Government consumption as percent of GDP, selected countries, 2010. (Source: World
Bank World Development Indicators)

Thus far we have looked at the emergence of modern capitalism as
encompassing the rise of markets and ever-larger business organizations, but the
gradual development of modern forms of government is equally a part of the story.
The concept that sums up this aspect of government is state capacity; it refers to
three factors that determine how much government can accomplish alongside, and
often explicitly against, markets and firms: its autonomy, its revenue base and the
competence of its workforce.

1. Autonomy. King George could not do exactly as he pleased. There was a long
tradition in England of constraints on the monarch, punctuated by the Magna Carta
in 1215 and the compromise known as the Glorious Revolution of 1688; both
established rights of the lesser nobility that the king was obligated to respect.
Indeed, by 1776 the Parliament, which was elected by men of landed property,
was the more powerful force. This changed what government was—it was now
Parliament and its ministers and commissions and not just the monarch—but it also
changed which social groups had influence over policy. Landowners could use the
government as an instrument to promote their interests, even if the king was
opposed. Given the rules under which the system operated, as well as the nature
of the British economy of the time and its main sources of wealth, there could be no
other force as great. The landowning class could, and did, disagree amongst itself,
of course, and this led to competition between political parties.

As the British and other economies grew and diversified, and as the right to
participate in governance was extended to new social classes, there was no longer a
simple relationship between social class and government power. Soon
industrialists, financiers and merchants, and after a while ordinary urban workers
and farmers, began to have a voice. Government was no longer the direct instru-
ment of any one group, and by playing them off against one another (appealing to
shifting coalitions on different issues) it could attain a high degree of independence.
In this way, the British government evolved to be an autonomous force in society.
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Autonomy is easier to see when it isn’t there. In many Latin American countries
the landowning class remained preponderant well into the twentieth century, and
government never established its independence. Policies, whether they involved
education, urban services or international trade, were not adopted unless the
landowners approved. Governments in such societies had great power over other
social classes, of course, but they were powerless to take any action that landowners
perceived as against their interests. This greatly reduced the scope of potential
government activity and warrants the judgment that such states lacked an essential
aspect of capacity.

2. Revenue. Governments must purchase the services they require, and so, like
the rest of us, they depend on their sources of income. Early governments often
depended on tax farming, a system in which officials were granted a territory and
could retain a portion of any taxes they raised there, using almost any means they
might impose. This not only created injustices for the local people, it also limited
the control of the king over his own income: it was the tax farmer, not the king, who
decided in practice how much would be extracted from the population and what the
method would be. (The Roman Empire, incidentally, was stronger because its
revenues did not arise from tax farming; there were fixed percentages of produce
or revenues that subjects were required to pay.)

A major advance occurred with the growth of international trade. Governments
began to impose tariffs, which are taxes on the value of imports into the country.
These have the convenient property that they are paid by foreigners, at least
directly; hence all governments came to rely on them. The biggest breakthrough,
however, was the invention of the income tax in the nineteenth century. (Nearly
20 years elapsed between the first federal income tax law in the US, which was
struck down by the Supreme Court in 1894, and the passage of the Sixteenth
Amendment to the constitution, which overturned the Court and authorized income
taxes, in 1913.) Even so, there is a great variation in the ability of governments to
actually collect such taxes. Tax avoidance is a problem everywhere; in some
countries this is a nuisance, in others a serious limit to state revenues.

There is an important linkage between the taxation system and state autonomy.
Governments have more freedom of action if their revenue does not tie them too
closely to any single social group. A country with a single major industry, for
instance, will have a single revenue source for government, which means that those
who control that industry have control over state finances. This gives them influ-
ence which can weaken the independence of government authority.

When their spending needs outgrow their tax revenue, governments borrow
money. This can have contradictory effects on their autonomy. To the extent that
borrowing frees them from the grips of any particular economic interest it promotes
autonomy, but debt gives rise to a new class of creditors who can take this
autonomy away. We see this now in an extreme form in Europe, where indebted
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Eurozone countries are being pressured by creditors to take measures that are
sometimes highly unpopular. There is no general rule about deficit spending and
state capacity, then; it depends on the circumstances.

3. Competence. Governments didn’t emerge into this world with innate abilities
to regulate and manage; these skills had to be acquired slowly, often through trial
and error, and this process continues to the present. An example of a current search
for competence is the regulation of the internet. No one quite knows how to do this,
and governments are experimenting with different approaches. It will be several
years before effective means of regulation are found, or until the limits of regulation
become clear.

The single most important element in the development of government compe-
tence is the creation of an independent, professional civil service. The hallmarks of
such a force are formal qualifications and a high level of job security. Without them,
there is no accumulation of know-how, nor will government functions be carried
out according to professional rather than political criteria. In every society there is a
tug of war between the immediate political interests of those in temporary control of
government and the permanent employees who staff the apparatus. The political
motive seeks to remove as many posts as possible from civil service jurisdiction and
to exercise as much control as possible over the work of the bureaucracy. The
maintenance of state capacity depends on institutions that safeguard civil service
prerogatives and keep political forces at bay.

9.2 Powers of Government

Very generally, we can speak of three types of government involvement in the
economy: its judicial function, public enterprise and regulation of the private
economy.

1. The judicial system. Courts have the function of applying laws to cases. Many
of the laws they deal with are passed by legislatures, but, in the Anglo-American
tradition a majority are not. They are descended instead from the common law
tradition, so named because it was carried on by magistrates in England whose job it
was to make the administration of law common throughout the country. Three
branches of this law are particularly relevant to economic questions:

» Property law. This governs who owns what, and what rights ownership entails.
Some economists argue that a system of secure property rights is the single sine
qua non of successful economic growth and point to the early emergence of this
law in England as an example. Hernando de Soto, a Peruvian economist, thinks
that the lack of such rights for poor people’s property in much of the developing
world is responsible for economic stagnation. On the other hand, China is at the
forefront of current economic growth, and it has one the world’s least defined
systems of property. Another paradox is that it was not until the turn of the
twentieth century that property in ideas (intellectual property), such as
copyrights and patents, received general support from industrialized countries,
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yet there is no evidence that economic growth before that time was impeded on

this account.

e Contract law. This is the realm of law that governs agreements between
consenting parties; like property it is essential to the development of a market
economy. Specifically, the law of contracts addresses such matters as when a
contract comes into force, what performance each party can demand of the other,
what obligations, if any, parties have to one another outside the explicit terms of
the contract, and in what manner contracts can be dissolved. Why do the parties
to a contract expect the backing of the courts for what is essentially a private
agreement? One reason, as we saw in Chap. 7, is that legal enforcement greatly
reduces the costs of using markets, with large returns to society as well as to the
private parties themselves. Another is that a contract, once it is guaranteed
enforcement, enables each party to make secure plans based on the presumption
that the other will come through as promised. A world of such planning will be
more secure and more productive than one of uncertainty and shorter time
horizons.

e Tort law. Property rights can be infringed not only by outright seizure but
through actions that damage individuals and their assets. I can violate your
right to land that you own by taking control of it to plant my own herb garden,
but also by dumping toxic chemicals on it or even setting up a bee-keeping
business next door, if my bees take to stinging you. The law of torts governs
damages of this sort; its remedy is generally to require the individual causing the
damage to compensate the victim in proportion to the harm. This has tradition-
ally been the least settled and most controversial aspect of the common law as it
relates to the economy, because most tort situations describe a conflict between
property rights. That is, the damage to one person or her property is the result of
the free exercise of someone else’s property rights. Pollution, for instance,
destroys property, but it also results from the use of property. For this reason,
property-oriented legal systems are always somewhat ambivalent about the
extent to which torts should be pursued. We will take up this issue in more
detail in Chap. 15.

2. Public enterprise. In a sense, all government employees are engaged in the
production of goods and services. Factory inspectors provide factory inspection
services, teachers provide teaching, soldiers provide fighting, and so on. In practice,
two distinctions are important. First, some services are provided from the govern-
ment to the government and are not experienced as benefits to the public. Federal
marshals, for instance, protect government officials and installations, generally
remaining out of sight. Services like these are intermediate goods, deriving their
value from other goods to which they contribute. If a service is a final good,
however, the public benefits from it directly in some way. As an example, consider
the pollution monitors who test lakes and rivers for the presence of contaminants. If
they do their job properly they make most of us better off by giving us useful
information about our water supply and by discouraging those who would pollute
it. We normally don’t think of these sorts of services as having economic value,
because we don’t purchase them; nevertheless they are valuable in the same way
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that things we buy are. (People sometimes buy filters for their own private water
supply.)

This suggests a second distinction, between the government services we pay for
and those we receive “for free” (putting aside our tax payments). If end users pay
for what they get, the government activity that produces it has all the trappings of a
business, and the term used to describe it is public enterprise. The Postal Service is
such a business, as we have seen, and so are public colleges and universities, at least
in part—the part they sell to students and other users.

In principle, any business can take the form of a public enterprise. Communism
as practiced in the Soviet Union, China and eastern Europe prior to the 1990s placed
nearly all businesses in public hands. Until recently many developing countries,
like India and Brazil, had public enterprises in most important sectors of the
economy. Even in the private enterprise-oriented US there is a long history of
publicly owned and operated businesses. Railroads, insurance companies, mining
and many more—all have been run as public enterprise.

3. Regulation and policy. The final general function of government is to tell
others what to do. (Most government activities do this, of course, but now we are
interested in pure rule-setting.) The principle vehicle for this is the regulatory
agency. Generally speaking, legislatures pass broad, goal-setting laws and admin-
istrative agencies interpret and implement them. The Clean Air Act, for instance,
mandates certain general health standards that should be met throughout the
country, and the Environmental Protection Agency translates this into specific
maximum allowable concentrations for a precise list of pollutants. The EPA also
establishes a monitoring and enforcement apparatus, making case-by-case
judgments concerning how to respond to violations.

Economists have become deeply involved in debates over regulation. Their
favored instrument is cost-benefit analysis, a procedure that identifies all the social
costs and benefits of a proposal, estimates a monetary value of each, and then
compares the sum of the costs to the sum of the benefits. The procedure itself is
controversial, both in its core assumptions and its operational methods. There is still
plenty of uncertainty how, or even whether, to attach monetary values to outcomes
like changes in public health and environmental quality, but the last six presidents
have all mandated cost-benefit tests for major public regulations, and so the studies
pile up.

The other large area of government intervention concerns economic policy-
making in all its dimensions. Here the list is long, but anti-trust (competition)
policy, trade policy, industrial policy, monetary and fiscal policy are the main
spheres of activity. In Box 9.1 there is discussion of risk management, an area of
government activity that overlaps many of these. We will discuss government
programs in greater detail as they arise in the course of this text. For now it is
enough to say that the public has come to hold governments accountable for their
success or failure in meeting economic objectives—this in spite of the fact that the
weight of a capitalist economy falls predominantly on the private sector, and it is
not clear that governments always have the capacity to play a determining role.
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Box 9.1: Government as Risk Manager

All life, and certainly all economic life, is inherently risky, but government is
uniquely positioned to reduce the burden of risk on members of society, either
by addressing the sources of risk or by reallocating it.

Governments can do this through regulation. We saw in the previous
chapter, for instance, how limited liability for corporations shields
shareholders from the risk of losing more than the amount of their investment,
thereby encouraging larger-scale and more ambitious projects. Of course, by
granting limited liability, governments are not reducing the risk of financial
losses by corporations; they are shifting part of the cost from owners to other
parties, such as workers and suppliers, who can no longer demand that
investors fulfill all the obligations of a corporation in bankruptcy proceedings.

Many government agencies set performance and safety standards for
products. This imposes a greater burden on producers, but it reduces the
need for consumers to do extensive research to find out whether certain
minimal criteria are met. The Food and Drug Administration, for instance,
requires drug companies to show that their products are effective for the
purposes they are supposed to serve. The tests demanded by the FDA have
been criticized for slowing the introduction of potentially beneficial new
drugs, but they reduce the risk that doctors will prescribe ineffective drugs
without knowing it.

Perhaps the largest risk management program of government, however, is
social insurance. Its purpose is to remedy some of the limitations of private
insurance by using the power of government to place everyone in the same
system. Here’s how it works:

The purpose of insurance is to reduce the element of risk in life by pooling
together the fortunes of large numbers of people who don’t know in advance
who will incur an expense and who won’t. Health insurance is a familiar
example. Getting sick can be very expensive, beyond the means of most
people if the problem is serious enough. Few would want to take the chance
that they will be the unlucky ones who will need kidney dialysis or an
extended hospital stay to battle lymphoma. Instead they will want to pool
their risk with a large population, each paying a modest amount into a fund
that is then used to pay the extraordinary expenses of a few. Rather than have
a small risk of financial catastrophe, most of us find it is better to have the
certainty of a smaller payment we know we can afford. (Economists refer to
this preference as risk aversion.) One problem with private insurance, how-
ever, is that insurers competing with each other to offer lower premiums are
in a position to select only those customers in the safest risk categories. Thus,
it makes financial sense for a private health insurance company to allow
young healthy people to place themselves into a separate insurance pool and
be offered lower rates. As more companies get better at doing this they will

(continued)
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Box 9.1 (continued)

succeed in dividing the population into many separate groups, each with its
own risk level and financial cost. This violates the original purpose of
insurance, which was to spread individual risk across a diverse population.
Rather than everyone making the same payment, the situation reverts in the
direction of few costs for some and high costs for others. (As soon as someone
is diagnosed with kidney disease, they will be taken out of the lower-cost pool
and be forced to pay very high insurance premiums—if they can find insur-
ance at all.)

Social insurance can solve this problem by putting the program in the
hands of government and applying a common set of rules to everyone. With
no competition, there is no need to offer anyone lower premiums than anyone
else. True, some social insurance systems do set different rates, but in
situations in which people have the power to change their risk. For instance,
workers compensation, which insures workers for some of the costs of
occupational accidents, charges higher premiums for roofers than for
bookkeepers. That’s because these risks are chosen by workers and
employers, and reducing all premiums to the same level would eliminate
the incentive for dangerous jobs to become safer. Catastrophic health insur-
ance provided to the elderly by the government, on the other hand, does not
distinguish between individuals at lower and higher risk of cancer due to their
family history; there isn’t much chance that charging people more for health
insurance will lead to better histories!

In general, industrialized countries have more extensive social insurance
programs, but the United Nations and the international financial
institutions—the World Bank and the IMF—have signed on to a Social
Protection Floor initiative, one of whose main elements is the extension of
basic insurance to all people, even the poorest people in the poorest countries.

9.3 Democracy

To what extent are governments the instruments of the people governed by them? In
fact, by what criteria would we answer such a question? Who are “the people” and
what does it mean for them to exercise control over government?

These are questions posed by democratic theory, the branch of political theory
devoted to explaining what democracy is or could be and how it does or could work.
Economists have long been interested in these questions, since a core issue for them
is how individual preferences are combined to yield social outcomes. It is not an
accident that several of the prominent contributors to democratic theory, such as
John Stuart Mill and Kenneth Arrow, have been economists.



9.4 Majority Rule 181

Actually, there are two general types of democratic theory. One we can call
constitutive: how can a people constitute itself as a democratic polity, with demo-
cratic government included among its attributes? This view, adumbrated by a
tradition extending from Jean-Jacques Rousseau to John Dewey and Jurgen
Habermas, examines modes of interaction between people that can give rise to
jointness of purpose. Popular control over government in such an approach is a
byproduct of popular self-determination more generally.

We will not pursue this direction but instead survey some of the ideas in
procedural democratic theory: given a society with a range of political preferences
and a set of social groupings (classes and interests), what is the likely effect of
different rules for voting, financing, constraining or otherwise shaping government
affairs? Once a particular set of rules is in place, how responsive can we expect
government to be to the preferences of citizens? To be even more specific, we will
take majority voting rules as a point of departure and consider a series of problems
that will affect the ability of government to achieve popularly desired economic
goals.

9.4  Majority Rule

The most common procedural definition of democracy is majority rule: to be
adopted, a proposal must garner at least 50 % plus one of all the votes cast. There
are many potential methods for electing candidates, however, such as majority,
plurality and proportional representation. In what follows we will assume, unless
stated otherwise, that elections are contested between two candidates, with the one
getting the most votes being declared the winner. This is not an accurate description
of most electoral systems, but it is simpler and corresponds to the majority voting
rule for proposals. (Keep this excuse in mind when sweeping generalizations are
later made on the basis of winner-take-all majority voting.)

Economists are very interested in the similarities and differences between
political and market mechanisms for aggregating (combining) the preferences of
large numbers of individuals. There is a sense in which every purchase made in a
market is a ballot, adding to demand and altering society’s mix of what is produced
for whom. Of course, market choices are made on the basis of one dollar (or other
currency unit), one vote, since the more income a consumer has, the more votes he
can cast. The differences between political and economic regimes are still greater
than this, however.

When citizens vote in a two-way contest, they have only two options, or at most
three if we include abstention. There is no way to apportion a part of one’s voting
power to one proposal or candidate; each vote goes all one way or the other. (Some
proportional representation schemes do permit this, however.) In a market, by
contrast, people can decide to pay more or less money for something, thereby
registering the intensity of their preferences. A good will be produced if a small
number of consumers is willing to pay a high price for it.
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This difference between political and market mechanisms is thought to encour-
age stronger representation of minorities in the economic sphere. If 60 % of the
public wants to spend money on more roads for cars but none for railroads, and the
other 40 % wants to spend it all on railroads and none for cars, the political process
is likely to produce an outcome approaching 100 % spending on roads. If these
options were presented to people in a market, however, the result would be split,
since each group can spend independently of the other, and differences in willing-
ness to pay would also have an effect. For instance, if the railroad-lovers are willing
to pay more on average than the road-lovers, more total money might well be spent
on trains. To the extent that differences in willingness to pay depend on differences
in income, a democrat might recoil, but if they reflect different levels of interest and
commitment their impact is consistent with democratic principles.

Yet there is another argument that suggests that political systems will reflect
highly concerned minorities even better than markets will. Suppose there is a cost to
political participation. This could be measured in time spent volunteering, money
spent to promote candidates or policies, or simply the cost of paying attention. A
self-interested individual in the economics mold will get involved only if the
potential benefits outweigh these costs. Now imagine a proposed policy that will
have a large positive impact on a few people but a very small negative impact on
everyone else. This might be a tax loophole that saves a few businesses billions of
dollars but increases the tax burden on the rest of the population by just a small
amount. According to our assumptions, few if any of the lightly-affected taxpayers
will bestir themselves to actively oppose this measure; its impact is too limited to
overcome the cost barrier. Each of the business owners, however, will be putting as
much energy as possible into lobbying for the loophole. In this way, the ultimate
decision may well go in favor of the highly interested minority. In fact, there is
plenty of evidence that this is the way most political systems operate. The differ-
ence between the political and the market systems, from this perspective, is that the
all-or-nothing character of political decision-making can be harnessed (or even
hijacked) by a strongly motivated minority.

These two effects do not cancel each other out. Rather, they coexist, leading to
the tendency of political systems to both over- and under-represent minorities. The
question that has to be answered in any actual situation is, which minorities will
benefit from the biases of the process, and which will be suppressed?

Now consider the forces at work in a two-candidate election for office. Suppose
voters are lined up along a single ideological continuum; for convenience we can
call this left-to-right (following a convention first established during the French
Revolution), but it could just as easily be hawk-to-dove, secular-to-religious or
some other range of views. Suppose there is an odd number of voters, say 91.
Somewhere in the middle of the pack is a voter who exactly holds the balance. To
her left are 45 voters, and to her right are 45 more. By joining one side or the other,
she determines where the majority lies. The term used to describe her is the median
voter, and both candidates will pursue her; this prediction is called the median
voter rule. After all, if it takes only 46 votes to get elected, it doesn’t matter how
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many additional votes a candidate can get; he or she still wins. It is the 46th vote
that really matters.

If this analysis is correct, candidates will have a powerful incentive to pitch their
appeal to this voter. If a candidate comes from the right, for instance, if voter #46
can be wooed, presumably those to her right will be even more supportive. The
same logic, but from the opposite direction, holds for the candidate from the left.
The result will be a centrist political campaign, with arguments tailored to the
median voter. Stronger views on the fringes of the spectrum will be ignored.

The calculation changes somewhat when the role of money is taken into account.
Modern political campaigns are expensive; to reach voters, candidates need to draw
on the contributions of wealthy supporters. If the political spectrum of the wealthy
coincides with that of the general public, the median voter rule still holds. If the
wealth spectrum is skewed one way or the other, however, so will be the political
stance of the strategically-minded candidate. The degree of skew (left or right of the
median voter) will depend not only the political views of potential campaign
contributors, but also the effectiveness of money in influencing votes.

Adding money to the analysis also changes what we might say about the
representation of minorities. Recall the argument about highly-interested minorities
versus slightly-interested majorities; the claim was that the former will be dispro-
portionately represented in political, compared to market, systems. That conclusion
is reinforced if money influences votes, since a minority with a high willingness to
pay for a policy change can, in effect, purchase other votes as well as cast its own.
This state of affairs is sometimes defended on the ground that, in practice, there are
a great many well-heeled, concentrated interests, and competition among them
produces a political balance not too far from the democratic ideal. (This position
is called interest group pluralism.) Whether this is true or not depends on whether
the diversity of special interests is reflective of the larger social diversity, and also
whether the process of competition itself permits a consideration of each claim on
its merits.

Thus far we have been considering two-way choices, but there is a world of
difference between two options and three. This was proved over 200 years ago by
French thinker the Marquis de Condorcet (1745-1794), in his celebrated voting
paradox. Suppose there are three voters, 1, 2, and 3, and three ballot options, A, B,
C. Individual 1 prefers A to B and B to C; individual 2 ranks B over C and C over A;
individual 3 agrees that C is better than A but likes A better than B. This state of
affairs is summed up in Fig. 9.2 on the following page. If A and B are put to a vote,
1 and 3 will vote for A and only 2 will support B. By majority rule, then, A > B.
Similarly, if B and C are put on the ballot, B wins by a vote of two to one. But if the
choice is between A and C, the tables are turned; C wins two to one. This is clearly
an inconsistent set of results: if A > B and B > C, how can C > A? What we
might expect is an unstable succession of coalitions, now proposing one course of
action, now another, paralyzing the political process. Writing his PhD. thesis in
1951, later published as the book Social Choice and Individual Values, Nobel
laureate Kenneth Arrow demonstrated that this is not a figment of a specially
cooked example; it is impossible for a political process that obeys democratic
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Rank ORDER

Fig. 9.2 The Condorcet voting paradox. Individuals 1, 2 and 3 are choosing among proposals A,
B and C. A is preferred to B by 1 and 3, so it would win a two-way vote. B is preferred to C by 1 and
2, so it would also win. But C is preferred to A by 2 and 3. This third result is inconsistent with the
combination of the first two

norms to guarantee a rational, consistent set of social preferences; this is called the
Arrow Possibility Theorem, although it actually establishes the impossibility of
finding a perfectly satisfying set of voting rules (Fig. 9.2).

While Arrow’s analysis is striking (and has spawned a large literature exploring
the consistency of slightly different voting rules), it has had a limited role in
explaining real-life political events. What we would expect to see, if the paradox
holds, is a form of political cycling in which first one proposal, then another, then a
third, and so on are successively adopted; there would be no stable majority
preferences. In fact, such instability does occur, but it may well be due to
fluctuations in political influence rather than inconsistent preferences.

9.5 Government and Society

In democratic rhetoric we often describe government as the servant of the people,
but in practice the relationship may be reversed. Government has powers of
coercion and may use them to extract economic resources or political submission
from those it governs. Economists are particularly concerned about the first possi-
bility, government predation.

If the incomes or prestige of government officials are tied to the size of the assets
or income of the agencies to which they are attached, they will have an interest in
using their political power for institutional aggrandizement. There has been much
concern, for instance, about laws that permit police departments to seize the
property of individuals accused of selling illegal drugs. Police officers benefit
when these items are auctioned off; the proceeds are used for better equipment
and more personnel, which in turn provide better working conditions for police
department employees. The problem is not that working conditions improve, of
course, but that the rules in place create an incentive for exercising more rather than
less power over the public. Similar concerns are raised when the salaries of officials
employed by regulatory agencies are tied to the numbers of citations they issue, or
by the possibility that some in government may have an interest in increasing tax
revenues.



9.5 Government and Society 185

The difference between the public and private sectors in this context is worth
considering. Many workers in the private sector are paid partially or entirely on
commission. No one worries too much about this, since market exchanges are
voluntary; to sell more to the public is normally to do a better job in finding out
what the public wants and getting it to them. Government, however, wields the
power of coercion. More “business” for government agencies does not necessarily
reflect more social demand; it can be the result of a more determined exercise of
power.

A related issue is bribery. This is a two-way connection between government
officials who are using their influence for personal gain and private interests who
purchase government favors. The likelihood that bribery will be a significant
problem depends on several factors: the presence of self-interested minorities
with enough money to spend (already a problem for democracy, even under an
honest regime), enough scope for discretionary action on the part of government
employees or politicians for them to have something of value to offer, insufficient
monitoring by parties with an interest in suppressing corruption, and the weakness
of social norms that would otherwise restrain public officials and private interests
alike.

A fascinating example of these factors at work is what observers have called the
“natural resources curse”. There is some evidence that, other things being equal,
countries with endowments of highly valuable natural resources, particularly petro-
leum, suffer from slower economic growth—just the opposite of what might be
expected. Indeed, a recent report to the World Bank found that investments in
energy development often actually made developing countries worse off. (See Box
9.2) It should be added, however, that the overall evidence is mixed, and that it may
be a mistake to leap to generalities.

Box 9.2: The Extractive Industries Review

In 2001 the World Bank, responding to criticism of its loans for energy
resource development, created an Extractive Industries Review panel to
examine the evidence and report its findings. The report, Striking a Better
Balance, was completed at the end of 2003. They concluded that further loans
in this sector should not be extended until reforms were made in governance,
environmental protection and human rights. Here are some selections that
exemplify the natural resources curse:

In a number of countries, extractive industries have been linked to human rights
abuses and civil conflict. Such abuses have been documented, for example, in cases
where the army has been called in to guard extractive industries projects. Indigenous
peoples and local communities may be forced off their lands to make way for
projects, and those protesting the development may be locked up or physically
harmed. The large economic rents generated by extractive industries may help
provoke or prolong civil conflict. Indigenous peoples are particularly vulnerable.
They have a strong connection to their land, and their unique way of life can be

(continued)
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Box 9.2 (continued)
destroyed if they are displaced by a project. While indigenous peoples’ rights are
recognized in international law, they are often in a weak position in negotiations
with governments and industry over proposed extractive industries projects—
assuming they even get the chance to participate in negotiations at all. (p. 6)

Data on real per capita gross domestic product (GDP) reveal that developing
countries with few natural resources grew two to three times faster than resource-
rich countries over the period 1960-2000. Of 45 countries that did not manage to
sustain economic growth during this time, all but six were heavily dependent on
extractive industries, and a majority of them also experienced violent conflict and
civil strife in the 1990s. (p. 12)

Twelve of the most mineral-dependent nations and six of the world’s most
oil-dependent states are classified as Highly Indebted Poor Countries, with some
of the worst rankings on the Human Development Index prepared by the
U.N. Development Programme. The Human Development Report 2002 shows the
highest levels of mismanagement and failed development in many of these
countries, as indicated by the discrepancy between a country’s place in the Human
Development Index and its GDP ranking. Many of these same countries also show a
high level of misappropriation and diversion of resource revenues. (pp. 12—-13)

Why might there be a resource curse, at least in some cases? One possible
explanation is that the wealth generated by oil and similar resources goes primarily
to those who control them, not to those who provide productive services. Competi-
tion quickly develops between groups with insider influence for access to the wealth
stream, and this typically involves payoffs of various sorts. Before long, govern-
ment has become steeped in corruption and is unable to fulfill its positive role in the
economy. Meanwhile, those who capture the resource wealth have little incentive to
“reinvest” it, since it was not the result of productive investment in the first place.
This income is likely to leave the country for other, more honest economic
environments where it can earn a higher rate of return.

Even when governments are immune to corrupt practices, competition for their
favors can be economically wasteful. Every regulation issued by a public agency
creates winners and losers, which means that all those potentially affected have an
interest in trying to influence the agency. They will hire lawyers and lobbyists,
finance advertising campaigns, perhaps even pay economists or other policy
professionals to construct more sophisticated arguments supporting their cause.
Each private interest is hoping to capture the benefit of the regulation and shift the
cost to someone else. Insofar as the resources they devote to this are rendered
unavailable for more truly useful activities, they create an opportunity cost with no
corresponding social benefit. Economists call this rent-seeking, and it is seen as
one of the chief drawbacks of any regulatory program, no matter how much it is
otherwise justified.

It is difficult to determine just how much is lost to rent-seeking. The visible
expenses on lobbying and issue advertising are very small relative to the size of the
overall economy and also relative to commercial advertising in general, which may
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be a more significant source of economic cost, as we will explore in Chap. 11.
Nonetheless it has loomed large in recent economic debate, perhaps reflecting the
antipathy felt by some economists toward most forms of state intervention in the
economy.

Thus far we have been treating society and the state as if they were two entirely
separate, independent entities. This is, in principle at least, the Anglo-American
tradition. It is an expression of liberalism, defined as before to emphasize the
maximum possible independence of the individual from government authority.
There is another tradition, however, that is arguably more important worldwide,
and which focuses on the interconnection between government and social
institutions at all levels, from overall policy formation to the daily interactions
people have with public employees. A full treatment of this perspective is beyond
the scope of this text, but one particular version of the “embedded state” has special
relevance to political economy; so we will discuss it here: corporatism.

Corporatism is an approach to government which is premised on the existence of
social organizations representing all or most citizens. These can be labor unions,
business associations, ethnic groups, religious bodies or clubs promoting particular
philosophies, like environmentalism, or activities, like sports or playing music.
Each group selects its own representatives, and these representatives meet in larger
councils to advise government policy-makers. An example that is important in
many countries is having an economic council composed of union and business
leaders. They meet in three-way negotiation with government economists to set
policies on matters of common interest, such as wage rages. In return for its seat at
the table, each side is expected to sign onto the compromise that ultimately ensues.
This is quite different from the liberal approach in which the independence of each
group is treasured, and conflict and litigation replace negotiation and compromise.
Most continental European countries have a system of interest group representation,
as well as some in Latin America and Africa. The situation in Japan, China and
elsewhere in east Asia is less clear, but many would say that their systems, which of
course differ greatly between countries, share some of the features of corporatism.

The corporatist approach also operates at lower levels of government activity.
Social groups expect to be consulted in the implementation of laws and regulations;
here too there is less reliance on the courts and more on negotiated cooperation.
When Denmark, for example, wanted to extend its occupational safety and health
system to the newly-recognized problem of ergonomics (the effect on the human
body of postures, movements and strains), rather than issuing new requirements, it
called on business managers, workers and public health officials to meet at both the
national and local levels and formulate mutually acceptable action plans. These
plans were to be revisited on a regular basis by the same groups that devised them,
to see if they needed updating.

Corporatism, by reducing the friction surrounding economic policy, promises
gains in efficiency. Rent-seeking is minimized, and the specific knowledge of
groups in society most affected is incorporated into decision-making. Cooperation
is enhanced, as is the recognition that groups with contrary interests can learn from
one another. There are also costs to bear in mind, however. Individual points of
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view are sacrificed in order to promote the collective views of organized groups.
Each group gives up the freedom that comes with not being represented in the final
decision; in this way corporatism enforces moderation and dampens dissent, which
often serves a vital, creative role.

Evaluations of the pluses and minuses of corporatism may soon be moot,
however, since it is becoming increasingly difficult for corporatist structures to
survive under the impact of globalization. The necessary precondition for
bargaining and compromise between competing groups is the belief that they will
face each other again and again. Crushing or humiliating the other side is a less
attractive option if you can expect to sometimes be on the receiving end in the
future. At the heart of the globalization process, however, is the ability of at least
some interests, those representing internationally mobile capital, to opt out of any
national system viewed as too hostile or restrictive. If the Danish employers, for
instance, tell the workers and health officials that there is nothing to negotiate
because they can move to another country that doesn’t demand ergonomic
concessions, the system collapses. Thus far this hasn’t happened in Denmark on
the issue of working conditions, but the potential is there. The viability of corporat-
ist arrangements in the face of globalization is a much-debated question; observers
agree that there is pressure to weaken them, but there is also resistance to this
pressure, and the situation remains in flux.

The uncertain fate of corporatism typifies a distinction first introduced by Albert
Hirschman and subsequently embraced by many economists and political scientists,
between exit and voice. Each is a way of influencing a situation, but largely at the
expense of the other. To threaten to leave (exit) a relationship is to gain a measure of
power over it. This is the power that consumers have over the sellers of goods and
services, for instance; by threatening to take their business elsewhere they induce
companies to pay attention to their preferences. The alternative approach is to
maintain a relationship but try to use one’s powers of persuasion (voice) to make
the other party more responsive. Students do this, for instance, when they urge a
professor to change the due date of an assignment or substitute one reading for
another on the syllabus. To threaten to leave (exit) is to reduce one’s commitment to
the relationship and therefore one’s standing in it, and this reduces the effect of
voice. To become more engaged in a relationship by exercising one’s voice is to
take credibility away from the threat to exit.

The liberal model of governance is predicated above all the role of exit.
Candidates are made accountable by the threat of voting for someone else. If a
government official is seen as too aggressive in enforcing a regulation, the party
being regulated will threaten court action or some other form of obstruction.
Markets, which are largely based on the power of exit—taking business
elsewhere—are held up as the ideal mechanism for allocating resources. Corporat-
ism is based on the primacy of voice. Social groups are expected to maintain
cooperative relations with one another and with the state; rather than threaten to
drop out of the system, they try to make it enough to their liking that they can
remain within it. Who wins an election does not necessarily determine what policies
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will be adopted, because intergroup negotiation also plays a key role. Obstruction
and litigation are strongly discouraged.

These are ideal types; the real world is much more ambiguous. Most systems
have some elements of both voice and exit. Nevertheless the differences between
liberal and corporatist approaches to government are apparent to anyone who has
lived in both types of societies, and the general drift toward exit-based strategies,
under the influence of globalization, is widely recognized. This is a point we will
return to often in the chapters to come.

The Main Points

1. Governments play a large role in every modern economy. They consume at least
a tenth of total output even in countries with relatively “small” governments, and
their share is as large as a fourth in some cases.

2. The ability of government to manage and control—state capacity—cannot be
assumed; it takes time to develop this capacity, and its level can go down as well
as up. State capacity has three main components, the autonomy of the state from
any single interest group, the ability of the state to raise large amounts of
revenue, and the competence of its officials. The last of these depends on the
maintenance of an independent civil service.

3. Governments perform three main functions in an economy: they provide a
judicial system that defines and regulates property, contract and damage (tort)
obligations; they provide goods and services to the public, often in the form of
public enterprises; and they create and enforce regulations limiting the freedom
of private participants in the economy in various ways.

4. Government plays an important role in risk management. Its regulations often
have the effect of reallocating risk from some individuals and businesses to
others, and it is in a unique position to provide social insurance, under which
everyone pays a modest contribution to reduce the risk of an extreme loss due to
an unpredictable event.

5. A major concern of economists is the difference between majority-rule voting
and market “voting” in the extent to which outcomes reflect the preferences of
the people who make up the system. Markets allow minorities to have a greater
voice insofar as they permit split decisions (changing the shares of production
and consumption rather than setting an all-or-nothing outcome) and provide
opportunities for those with more intense preferences to have a greater voice
(through greater willingness to pay). Majority rule, on the other hand, may give
the most influence to the median voter, or it may empower small minorities who
have concentrated interests in a particular issue or more money to invest in
political clout, or all of the above.

6. The Arrow Possibility Theorem demonstrates that, once there are at least three
voters and three options, majority rule voting can lead to collectively inconsis-
tent preferences, raising the possibility of political cycling through unstable
coalitions. This has not been seen so often in practice, however.
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7. Government involvement in the economy carries with it several risks that may
flare up into significant problems. If those who set government policy benefit
personally from the income that can be extracted from the private economy,
government can become predatory. A dramatic case of this is the “resource
curse”. In addition, the resources devoted to influencing government policy by
potential winners or losers—the cost of rent-seeking—can be a drain on society.
Corporatism, a system of institutionalized compromise based on participation by
private interest groups, can reduce these costs, but pressuring all sides to
comprise has its own set of costs and benefits.

8. A useful dichotomy in thinking about individuals and organizations is the choice
between exit and voice. One gains influence by threatening to leave—stop
buying a product, voting for a different candidate—or by participating more
actively in order to have one’s views heard. Each impinges on the other to some
extent. Liberalism relies primarily on the threat of exit, corporatism on the role
of voice and persuasion.

Terms to Define

Constitutive vs procedural theories of democracy
Contract law
Corporatism
Cost-benefit analysis
Exit vs voice
Government predation
Insurance principle
Median voter rule
Moral hazard

Political cycling
Property law

Public enterprise
Rent-seeking

Risk pooling

Social insurance

State capacity

Tariffs

Tax farming

Tort law

Questions to Consider
1. The United States has a lower profile for government than many other
industrialized countries, as indicated in Fig. 9.1. What might account for this?
2. Which aspects of state capacity are likely to be promoted under a liberal
regime, and which under a corporatist one? Can you think of examples from
countries you are familiar with?
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. One of the abiding political questions in the United States concerns how much

policy-making and enforcement should occur at the Federal level, and how
much should be left to the states. In general, which level of government has the
greater capacity as defined in this chapter? Does this differ by type of policy—
for instance, economic versus social regulation? Should authority normally be
delegated to the level of government that has the greatest capacity?

. Federal judges are appointed for life, which insulates them from popular

sentiment, whereas state and local judges must often stand for election.
Given the economic role of property, contract and tort law, do you think they
are best interpreted by judges who are more responsive or less responsive to
outside pressure? Why?

. The Iraq and Afghanistan Wars have drawn attention to the greatly-increased

role of private, for-profit security forces in American military policy. The
armed forces contract out much of the work formally performed by soldiers,
such as guarding public officials and staffing military prisons, to these
businesses. What are the advantages and disadvantages of shifting this work
from the public to the private sector? Overall, is it a wise or an unwise policy?

. Most schools in the United States are owned and operated by the public sector.

At the high school level and below they are largely in the hands of locally
elected school boards. What are the advantages of maintaining this system of
widespread public enterprise? What are the disadvantages?

. One of the problems with any insurance system is that it reduces the incentives

for those covered by a policy to reduce the risk being insured against;
economists call this moral hazard. Insuring individuals against the risk of
poverty in old age, as public pension systems like Social Security do, poses the
moral hazard that individuals will reduce their savings. How strong an argu-
ment is this against retirement insurance? What have governments done, or
what could they do, to retain the advantages of social insurance without the
costs of moral hazard?

. Make a list of policy areas in which, in your opinion, self-interested minorities

in the US have too much power. What changes in the procedures by which our
democracy operates would counteract this power? Can you think of examples
in which similar minorities have too little power?

. Would you expect corruption to be a greater or lesser problem in corporatist,

rather than liberal, political systems? Why?
If you haven’t already done this, use the exit versus voice framework in your
analysis of question 6, on the pluses and minuses of a mostly-public school system.
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“There is no such thing as societies, only individuals and their families,” said
former British Prime Minister Margaret Thatcher. Most social scientists would
disagree; for them the importance of the myriad ways people come together in
society is obvious. (One type of way, of course, is through families.) In any
practical discussion of economic policy, social institutions are likely to play a
significant role. Whether the groups in question are religious denominations,
unions, human rights or environmental advocacy organizations or some other
group of people with a purpose, their impact has to be taken into account.

This chapter will appear to be more of a grab bag than the others, since the
concept of civil society is essentially a residual; a group or interest belongs to civil
society if it is not governmental and not in business to make money for itself in the
marketplace. This includes a lot of things which have relatively little in common,
except for the social space they share and the many effects, small and large, they
have on each other. We will begin by exploring the relationship between civil
society and the economy in general terms, but the centerpiece of the chapter will be
a detailed look at the problem of organizing voluntary collective action. We will
conclude with briefer considerations of the role of family structure, kinship and the
overall density of networks connecting people unrelated by birth (“social capital”).

10.1 Why Civil Society Matters

Let’s make a list of organizations and other social elements that would be included
in a civil society roll-call:

There are not-for-profit groups that play an important role in many aspects of the
economy, such as private schools, foundations that make grants to support research
and social action, publications that are produced to promote ideas rather than make
money, groups that promote the causes of consumers, animal rights, hunters, retired
people, and many more.

P. Dorman, Microeconomics, Springer Texts in Business and Economics, 193
DOI 10.1007/978-3-642-37434-0_10, © Springer-Verlag Berlin Heidelberg 2014



194 10 Civil Society

There are religious institutions at all levels, as well as the social service
organizations that religions often set up. There may be competing denominations
or spiritual views within a religion, and these too may be organized.

There are unions, professional associations and trade groups. These are closely
tied to the economy, but they are not economic organizations in the same sense that
businesses are. They sell services to their members, but, unless they have
succumbed to corruption, they aim to make their members wealthier, not
themselves.

There are self-help groups and the not-for-profit businesses that have sometimes
evolved out of them. Organizations for recovering alcoholics or cancer survivors fit
this mold, and in a sense so do automobile clubs.

There are social clubs for sports, music or other activities that not only promote
their common interests, but also provide opportunities for networking. The social
connections they establish can play a role in economic life. Nearly every large city,
for instance, has a social club (or several) that have as their members the leading
local business owners and managers. Their conversations can be expected to extend
beyond how to play a particular hole on the golf course or what to order for dinner.

Families themselves are social groups, of course, especially if we take into
consideration the tendrils of kinship that spread out from them. Kinship networks,
as we will see, play a crucial role in some economic contexts. Families also
organize most of the unpaid labor which, while largely unmeasured, plays an
indispensable role in every economy.

Finally, there are valuable resources that societies hold in common, some the
product of nature and others of human culture and custom. These are essential to the
functioning of the economy, but it is also possible for the economy to put them
at risk.

How can we sum up this kaleidoscope of social groupings, relationships and
possessions? I would propose three general functions the elements of civil society
perform in relation to the economy:

» They produce and distribute valuable goods and services. Unpaid production in
the household will be one of focuses later in this chapter, as will the contribution
of resources held in common. We will have less to say about not-for-profit and
self-help organizations, but this should not be taken as a sign that they are less
important. As for distribution, the connections people establish to both formal
(organized) and informal networks play an important role in what they can
expect to gain from the economy, a topic we will return to when we consider
social capital.

¢ They help shape the other institutions in society, including markets themselves.
In Chap. 7 there were references to the “embeddedness” of markets in social
networks; in this chapter we will see some of those networks in action.

» They perform a regulatory role alongside or in place of the state. During the past
few decades in particular, non-governmental advocacy groups have arisen to
pressure corporations and markets to change their products, methods and social
practices. These may prove to be a permanent fixture in modern industrial
economies.
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Our survey will begin with a detailed consideration of the problems of
organizing and sustaining social action; then we will look at recent economic
research into one specific type of social institutions, the family. We will end with
a brief look at an emerging area of economic debate, the role of social
connectedness—*“social capital”’—in economic outcomes.

10.2 Collective Action

We will begin with an example which, while not earth-shaking, may be familiar to
many readers. Suppose a neighborhood wants to revitalize itself, beginning with a
clean-up campaign—a community event to pick up and dispose of waste and litter.
A day is set aside for this event, which is announced in flyers, local publications,
perhaps on a billboard. Who will show up?

Start with the assumption that every individual in the neighborhood is rational
and self-interested in the conventional economic sense discussed in Chap. 3. They
value two things, clean streets and yards but also their own free time; in other
words, they want the neighborhood to be clean but they don’t feel like doing it
themselves. This assumption is not too farfetched, is it? Another will be that each
resident has just two choices, to participate in the cleanup or not. To keep matters as
simple as possible, we will not worry about how many minutes they spend
participating or how hard they work; it will be just a yes-or-no decision. Finally,
we will assume that what others do (whether they participate or not) will be
unaffected by each individual’s choice, that there are enough of these others that
the effort of each individual alone has a minuscule effect on the cleanup, and that
they will either mostly take part in the cleanup or mostly sit it out, in which case the
neighborhood will stay messy.

Given this set of assumptions, there are four possibilities that can arise for each
person:

(a) They participate and others do too.
(b) They participate and others don’t.
(c) They don’t participate but others do.
(d) They don’t participate, nor do others.

Based on their preference for not working, we know that each individual prefers
c to a and d to b, and their preference for a clean neighborhood means they value a
over b and c over d. To put it bluntly, they would like to do something else that day,
but they want their neighbors to pitch in. What we don’t know at this point is how
they would compare a and d. If the benefits of a clean neighborhood weigh more in
their estimation than the cost of spending a day cleaning, then a is preferred to d and
we have once again our old friend, the Prisoner’s Dilemma. This is apparent from
the payoff matrix in Fig. 10.1, which uses the familiar device of treating “everyone
else” as a single, composite player.

As before, we designate the action that benefits the other player as C; so
participating in the clean-up is cooperating and not participating is defecting.
From the standpoint of a single, self-interested individual making an independent
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Fig. 10.1 Payoff matrix for a two-player prisoner’s dilemma. One person and everyone else are
the players; C (cooperation) and D (defection) are the choices. Of the four possible outcomes,
d>b,c>aa>b,c>d,anda >d

decision, it is always preferable to defect. Each “one person” is better off defecting
if “everyone else” defects because d > b, and better off defecting if everyone else
cooperates because ¢ > a. Since everyone feels the same way, no one would show
up and the result is d—no participation, no clean-up—for all. What makes this a
dilemma is that each person would prefer result a—universal participation—
instead. It is a case of individual rationality standing in the way of collective
rationality.

To prepare ourselves for a closer examination of this problem, let’s represent it
algebraically. Let Pc be the expected payoff to cooperation for a given individual,
Pp be the expected payoff to defection, & be the probability that the other player
(or “everyone else””) will choose C, and (1—x) be the probability that the other
player will choose D. (Recall that probability is a number lying between 0 and
1, such as 20 %—0.2.) Then we can say that

Pc =mna+ (1 —n)b (10.1a)
Pp =mc+ (1 —m)d (10.1b)
Combining the two, we get:
Pp —Pc=xn(c—a)+ (1 —xn)(d—Db) (10.2)
Since
¢ —a > 0 (the advantage of unilateral defection) (10.3a)
d — b > 0 (avoiding the disadvantage of unilateral cooperation) (10.3b)

it doesn’t matter what the probability ® of B’s cooperation is; the right-hand side of
Eq. 10.2 has to be positive. Thus the individual’s expected payoff from defection
always exceeds the payoff from cooperation. Since the payoffs are symmetrical, the
same logic applies to every individual involved in the dilemma. Note that the
algebra embodied in Eq. 10.3 is exactly the same as the technique of reading the
columns in the payoff matrix. (Since ¢ > a and d > b, it doesn’t matter for A’s
choice what B is expected to do.) It presents another view of what social theorists
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have come to call the collective action problem: the difficulty in getting people to
cooperate for mutual benefit when it is in their individual interest to abstain from
cooperation.

10.3 Cooperation in the Repeated Prisoner’s Dilemma

This algebraic version of the story, simple as it is, gives us a tool to approach one of
the most important complications of the Prisoner’s Dilemma model, the possibility
that the game might be played repeatedly. If you think about the logic of the model,
the assumption of a one-time-only game is highly unrealistic; in most real-world
situations people interact with one another over a period of time. In our neighbor-
hood clean-up story, for instance, it is unlikely that the only contact neighbors will
ever have with each other is the one-day work party. The neighborhood action
group will probably plan more events, and neighbors might connect through other
networks as well. To take the simplest case, suppose that the clean-up event will be
repeated once a month. In this case people have to consider not only what the
consequences of their actions will be for the current clean-up, but also the future
ones. If they don’t participate, this may make it less likely that others will partici-
pate in the future, and that effect ought to be taken into account in their calculations.

We can express this additional time dimension algebraically, using the conve-
nient device of collapsing a long string of interactions into two periods, “now” and
“the future”." For the first period the payoffs to cooperation and defection will be
exactly as they are in Eq. 10.la-b, but the second period raises additional
complications. When each player must choose C or D without knowing what the
other player will do, he or she faces a fixed (but unknown) probability n that the
other player will cooperate. In the two-period game, players are in a position during
the second round to respond to the choices made in the first round. Suppose one
player cooperates in round 1. It is possible that the other, seeing this, will be more
likely to cooperate in round 2, as a way of rewarding “good behavior”. By the same
token, if the first defects, the second may be more likely to defect one round later.
Moreover, knowing this, each individual is in a position to anticipate that coopera-
tion today will increase the likelihood of return cooperation tomorrow, and simi-
larly for defection. This fundamentally changes the nature of the problem. For the
first time, each player may have a purely selfish interest in cooperating, since that
behavior now may elicit favorable behavior from others: “Do unto others and others
will do unto you.”

! Strictly speaking, there should be more than two time periods, and players should not be certain
which one will be the last. If they were sure that period t was the end of the sequence, they would
choose to defect then for the reasons laid out in the analysis of the one-period game. Expecting
certain defection in the last round, they would also defect in the next-to-last round, and so on right
back to the beginning. This type of logic is called “backward induction”; it is common in the
mathematical analysis of sequences and chains. Fortunately, most real-world repeated games are
of uncertain duration, so backward induction does not apply in this strict manner.
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The challenge is representing this algebraically, so that we can see exactly what
is needed for this new-found altruism to become dominant. There are different ways
to do this; the simplest relies on another convenient assumption: suppose there are
only two possible strategies over time available to both players. One is the familiar
D strategy: defect in both time periods. The other, C, involves cooperating in the
first period, and then cooperating in the second only if the other player also
cooperated in the first; otherwise defect. In other words, begin with cooperation,
and then cooperate only if the other side cooperates. The name given to this strategy
by game theorists is tit for tat.” Finally, let’s suppose that both players are fully
aware that these are the only two strategies but don’t know at the outset which of
these the other player has selected. Thus each is in the position of having to guess
what the other will do; as before, we can use m to represent the probability of
cooperation and (1 —m) to represent the probability of defection in the first period. In
the second period, however, there are no doubts: the first player knows that if the
second has defected in the first period, then she must defect in the second, while if
the second player cooperated in the first period then she will continue to cooperate
if the first player began with cooperation; otherwise she will switch to defection.
This is all we need to express the situation algebraically. An individual’s expected
payoffs are

Pe = [xa+ (1 —n)b]+11+ fra+ (1 — x)d] (10.42)

T

Pp = [nc+(1 — m)d] + (10.4b)

I+r

These are only slightly more complex than Eqgs. 10.2a and 10.2b. Consider
Eq. 10.4a. The right-hand side has two terms. The first of these, enclosed in
brackets, is the same as the right-hand side of Eq. 10.1a; this represents the payoff
to cooperation in the first period. The second term represents the second-period
payoff. It is discounted by 1/(1 + r), where r is the individual’s discount rate. This
is the rate at which he scales back the importance of the future. (Recall that the
equation describes the payoff he expects to receive before choosing either C or D in
the first round.) For instance, suppose that r = 0.10. This means that this player
would require an extra 10 % utility in period two to offset its being in the future—
110 utility units in period two mean the same in the present as 100 units in period
one. Equivalently, if r = 0.10, 1/(1 + r) =~ 0.91. The second term is worth about
91 % of its future value in the present. Of course, r may be greater or less than 0.10,
and this variability will prove to play an important role later in the analysis.

2Identifying cooperation with tit for tat has become standard among game theorists, since it
greatly simplifies the analysis of cooperation problems. This is also the reason I am adopting it
here. In the example we are looking at, little is lost and much is gained by assuming that responses
of cooperators to the other player’s C and D are so cut-and-dried. Nevertheless, some care should
be taken. There do exist problems for which the results obtained by analyzing tit for tat cannot be
generalized to other cooperative strategies.
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The expression inside the bracket in the second term represents additional
consequences of a player’s original choice to cooperate. If the other player is also
cooperative (with probability &) then both will continue to cooperate in the second
round, with a continued payoff of a. If the second player is a defector, however, the
first will also defect in the second round (tit-for-tat) and receive d. Thus, if the first
chooses C in the first period, he will receive a in both periods if the second is
cooperative, and b in the first and d in the second if she is “defective”.

Now look at Eq. 10.4b. The first term, representing the first-period consequences
remain identical to Eq. 10.1b, while the second term is very simple. If the first
player defects at the outset it doesn’t matter whether the second is inclined to
cooperate or defect; either way she will choose D in the second round and both
players will receive d, which is discounted to its present value by 1/(1 + r).

The key question is whether the new features found on the right-hand sides of
Egs. 10.4a and 10.4b change the overall incentive for a player to defect. For this we
turn to Eq. 10.5.

Pp — Pc = [n(c—a) + (1—-x) (d—b)}—k%ﬂ [d—ma—(1—=)d]

= [r(c—a) + (1) (d=b)}+ 1 f‘H (d—a) (10.5)

Once more, the first bracketed term on the right-hand side is the same as that
found in Eq. 10.2. The second term, after the now-familiar discount factor, is also
not very complicated. It says that if a player chooses to defect rather than cooperate,
he runs the risk (r) that the other player will turn out to be cooperative, in which
case he loses the benefit of mutual cooperation over mutual defection (d—a),
discounted by its being in the future. Thus, the anticipated payoff in the second
round depends on whether the “standard” incentive to defect, captured in the first
right-hand term of Eq. 10.5 and which is characteristic of a one-period prisoner’s
dilemma, is offset by the interest each player has in trying to encourage future
cooperation on the part of the other. We don’t know in any general way which force
will be stronger, but at least it is a possibility that cooperation-seeking may prevail.

One reason for thinking it might is that, lurking behind this equation, is the
notion that period two really represents not just one period, but all future periods
rolled into one. If the first player cooperates in round one and the second
reciprocates, the first can enjoy the benefit of this reciprocation and continue it in
round three, round four, etc. The advantages of cooperation can persist for a very
long time. By the same logic, if the two players find themselves locked into a spiral
of mutual defection, that can go on for a long time as well—a fact that ought to
make each think very carefully before defecting in the first place. On the other hand,
the future is the future and now is now; that’s what the discount factor represents. If
r is large enough, the long-term disadvantages of defection may not carry enough
weight to override the short-term advantages.

What can we conclude? It is clear that the repeated prisoner’s dilemma is not
loaded in favor of defection the way a one-period prisoner’s dilemma is. While the
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Table 10.1 Factors that make cooperation more likely in repeated prisoner’s dilemmas

Factor Effect
1. High payoff to cooperation Makes players more willing to bear the risks of cooperation
2. Likelihood of retaliation in Increases the future cost of defecting in the present

response to defection
3. Few gains to players who defect Reduces incentive to “cash in” on defection in the present at

while others cooperate the cost of less cooperation in the future
4. Few losses to players who Reduces the risk of cooperating in the present
cooperate while others defect
5. Low discount rate Increases the value in the present of cooperation in the
future

complexity entailed in analyzing variations of the repeated prisoner’s dilemma is
beyond the scope of this discussion, you should be aware that it has been studied
very closely, and the conclusion that has been reached is that, while no guarantees
can be offered, general cooperation can emerge as a stable outcome. (This result is
known in the game theory literature as the “Folk Theorem”.) While the analysis
does not provide the basis for firm predictions, it does highlight the factors that play
arole in determining whether collective action can succeed: there must be sufficient
rewards to each player from the cooperation of other players, sufficient
punishments to each player from the defection of other players, relatively modest
incentives to unilaterally defect or avoid unilateral cooperation, and a sufficiently
low discount rate r for most players. If all these elements are in place, bringing
about cooperation is not too difficult to envision (Table 10.1).

10.4 Cooperation in the Many-Player Prisoner’s Dilemma

Now let’s turn to a different complication, the reality that “everyone else”, a device
I have used to simplify games between many players, is not really a single person at
all, but a representation of a large, diverse group. If you think about the neighbor-
hood cleanup example, lumping all the neighbors together except a single individ-
ual in one group and postulating that they all make the same choices, as I did above,
is rather sneaky. It tries to get around aspects of multi-player games that might
make the prisoner’s dilemma less harsh. After all, maybe only some players will
shirk their cleanup obligations and others won’t. One possibility, for instance, is
that if a few neighbors show up for work, each’s contribution will be more
noticeable than if the event drew either everyone or no one. Or it might be that
the work will be unpleasant if just a few neighbors participate, but more enjoyable if
it is a true community-wide endeavor. In other words, the fraction of “everyone
else” who participates can alter each individual’s payoff, potentially in a manner
that might reduce the dilemma aspect of the Prisoner’s Dilemma.

These questions can be addressed using a geometric device, providing we
specify a few additional aspects of the game. Up to now, we have referred to the
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outcome for each player, determined by his or her choice in conjunction with the
other player’s choice, as a single payoff that sums up all the effects in one number
or letter. In multiple-person games, however, it is useful to distinguish between the
costs and benefits that go into this payoff, since they may respond differently to
changes in the overall level of cooperation.

The potential benefit to cooperation is whatever good it brings about. In the
original prisoner’s dilemma story it was the withholding of evidence from the
prosecution (a good for the prisoners if not for the rest of society); in the neighbor-
hood cleanup example it is the improved environment for all residents. Generally
speaking, the benefits can have one of two characteristics: either they are constant
no matter how many or few players cooperate, or they change (usually increase)
with the number of players who choose cooperation. Both can occur in many
contexts, but we will explore only the second, since it is most clearly relevant to
the problems facing social action groups. In nearly every circumstance, more
participation creates more benefits. An additional wrinkle we will add, however,
is this: the benefits from collective action usually take the form of a public good in
the sense that they cannot be withheld from those who don’t contribute to them.
(Public goods will be one of the topics of Chap. 15.) The benefit of a clean
neighborhood is an advantage for me if I live there, whether or not I take part in
the effort to clean it. Because this seems to be a general pattern, we can usually
assume it, but we should be aware that there are other possibilities.

The potential cost of cooperation is the harm individuals may expose themselves
to by choosing to cooperate. In the prisoner fable, the cost of not talking to the
police is that sentencing may be more harsh. The cost of participating in the cleanup
is the sheer unpleasantness of it. Once more, this cost can either be constant or it can
depend on how many of the players choose to cooperate. Most social action
situations are of the second type; whatever demands an organization makes of its
members, they are more easily borne if they are more widely shared. A vivid
example is a labor union; if just a few workers join they are at risk of getting
fired, but as the membership expands they are more able to protect one another. We
will expect, then, that the cost of cooperation depends on the extent of cooperation,
once again being aware that this may not be true in particular contexts.

Assuming then that both the costs and benefits of cooperation are variable as
more cooperators take part, we can depict the relationship between the payoff to
cooperation and how widespread it is in Fig. 10.2 on the following page.

It illustrates the interactions between cost, benefit, and the extent of cooperation
along the lines we have been discussing. The vertical axis measures utility (under-
stood in the usual, if somewhat implausible, economic sense), while the horizontal
axis measures the extent (spell that x-tent) of cooperation. The intersection of the
utility axis by the X axis at O indicates that utility can be negative as well as
positive. K, L, M and N are points, the line B represents benefits, and the line C
represents costs. Benefits are zero when no one cooperates; this point is marked
0. They rise continuously as X increases. The costs of cooperating are very great at
zero cooperation; this is given by the line segment from O to L (the measure of L’s
negative utility). The C curve rises as cooperation becomes more widespread,
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Fig. 10.2 Many-person
prisoner’s dilemma with
variable benefits and costs.
The utility (U) of an
individual adopting
cooperation is portrayed as a
function of how many
cooperators (X) there are. B is
the benefit from cooperation;
C is the cost. At the number of
cooperators indicated by M,
the individual breaks even;
after N there are no more
costs, only benefits

Cooperators

which is to say that the costs fall. At a sufficient level of cooperation, N, the costs
disappear altogether. From this information we can determine the utility levels of
cooperators and defectors, each represented as a function of X, the number of
cooperators. The utility of defectors is straightforward; it is simply equal to the B
curve, since defectors receive the benefits of cooperation (they are assumed to be
public goods) but incur none of the costs. They begin at 0, rise through K, and keep
on going as X increases. The cooperator story is more complicated. They receive
the utility denoted by the B curve minus the cost represented by the C curve. At zero
cooperation there are no benefits and L costs, so L is their (negative) utility. As
cooperation increases, cooperators benefit in two ways, from the increase in coop-
eration benefits and the decrease in its costs. This puts them on the line segment
LMK, with a steeper slope than either B or C. At M cooperators pass from the
position of being net losers of utility to net gainers. At levels of X greater than N
costs remain zero, so the utility function for cooperators mergers with that of
defectors and follows B.

This diagram makes it possible for us to see that this many-person game has the
same essential features as the two-person prisoner’s dilemma: (1) There is still an
incentive to defect when others cooperate, at least at any level of cooperation below
N. (2) There is still a cost to cooperating when others defect, again at X < N.
(3) General cooperation is better than general defection; all players are better off on
the right side of the diagram than on the left side. As a result, a large group of
individuals, such as our neighbors contemplating a cleanup, may be unable to
achieve collective action despite an overwhelming common interest in it. That’s
the bad news. The goods news is that this simple diagram is powerful enough to
provide insights that those promoting cooperation may find useful.

First, while cooperators are disadvantaged relative to defectors at lower initial
levels of cooperation (below N), they are absolutely disadvantaged only over a
lower range, below M. If it is possible for organizers to shift the attention of the
players away from comparisons with defectors and toward the extent to which
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cooperation is personally sustainable (not causing them net harm), the threshold
level of cooperation needed to make the strategy work can fall significantly. We
will return to this insight shortly.

Second, even after cooperation succeeds, we ought to be worried that it might
unravel. If there are benefits to unilateral defection, no cooperative outcome is safe.
First one individual, then another, and finally the entire group may try to gain an
advantage by free-riding on the cooperation of the others. In the language of game
theory, we are asking whether general cooperation is a stable equilibrium. It is clear
that in Fig. 10.2 cooperation is stable, since, at X > N the cost of cooperation is
zero, and cooperators and defectors enjoy exactly the same level of utility. It is not
in anyone’s personal interest to switch from cooperating to defecting. In practical
terms, this means that the organizer’s problem (in this model) is to bring about
collective action; once it is established it should maintain itself on its own.

10.5 Cooperation in More Realistic Models of Social Behavior

We have gingerly relaxed two restrictions on the original Prisoner’s Dilemma

model, permitting the game to be replayed many times over and allowing for

large numbers of diverse players. This has brought a slight whiff of realism to the
analysis, but most readers will, rightly, be unpersuaded. The fundamental simplifi-
cation in the model surely has to be the presumed psychology of the players, rigidly
self-interested and calculating. These do not look like the people we know (and
are), and dire predictions of the failure of cooperation are hardly credible if they
depend on the assumption that people are entirely asocial to begin with.

Fortunately, the recent turn towards behavioral sophistication in economic
research makes it possible to discuss collective action problems more construc-
tively. What follows is a brief survey of some of the relevant themes emerging from
theoretical reflection and laboratory experiments.

1. Altruism. Recall from Chap. 3 that the common view of human motivation
advanced by economists has been that people are entirely self-interested, in the
sense that they consider only the consequences of an action that fall on them and
ignore all the rest. This is related to the notion that markets are anonymous: no
one knows who they are buying and selling from, and no one cares.

We know from laboratory evidence, as well as common sense, that altruism,
concern for the well-being of others apart from its effect on ourselves, is
widespread but unevenly distributed. Nearly everyone is somewhat altruistic,
and some people are deeply so. We would expect altruists to be more likely to
choose cooperative strategies in Prisoner’s Dilemma situations, and this is in fact
what happens. At the same time, altruism is not a complete solution; even
die-hard altruists are likely to switch to defection if their cooperative offerings
to other players are not reciprocated. Part of the problem is that not everyone is
an altruist; another part is that it is often difficult to tell at a distance who is an
altruist, so it is not usually possible to arrange your interactions only with those
likely to cooperate with you. As we saw in Chap. 3, personal contact makes


http://dx.doi.org/10.1007/978-3-642-37434-0_3
http://dx.doi.org/10.1007/978-3-642-37434-0_3

204 10 Civil Society

cooperation feel good to people with an altruistic streak, but much of the
economy is fundamentally impersonal.

To summarize a vast outpouring of research during the last several years, it is
fair to say that levels of trust and cooperation in laboratory versions of the
Prisoner’s Dilemma fluctuate in an intermediate range between the extremes of
universal defection, as predicted in the classical two-person, one-time Prisoner’s
Dilemma, and no defection at all.

A reasonable question to ask is, what promotes or inhibits altruism in collec-
tive action situations? One important insight that has emerged is that there seems
to be a tradeoff between appealing to self-interested and altruistic motives. An
examples concerns side payments, which are additional benefits made available
to players on the condition that they cooperate. For instance, our neighborhood
cleanup group might offer participants a free raffle ticket or some other induce-
ment. This is a common strategy, in fact, and it appears in a wide variety of
contexts. If the payment is great enough that it plays a major role in attracting
self-interested participants, however, it appears to crowd out the altruism motive
among those who might otherwise feel it. (Unsurprisingly, this is referred to as
the “crowding out effect.”) In other words, the strategy of buying the loyalty of
some people comes at the cost of discouraging those who would contribute for
free. (We raised this possibility in the discussion of price gouging following
Hurricane Charley.) Thus altruism, which is a resource at the disposal of those
trying to organize collective action, presents its own dilemma: does a group tailor
its appeal to altruists or the self-interested when forced to choose?

2. Social norms. People do not come to collective action situations as blank slates;
they are shaped by their history and culture to respond to situations in fairly
predictable ways. Indeed, current research in anthropology demonstrates con-
clusively that the propensity to cooperate under various conditions (as modeled
by different sorts of games) differs dramatically across cultures. A Prisoner’s
Dilemma game played in Boston will not have the same level of cooperation as
one played in a village in Kenya or Papua New Guinea. There are even large
differences within cultures based on regional, ethnic and other differences.

One approach that has proved useful is to identify particular heuristics that
are shared by most members of a culture. A heuristic is a rule or procedure that
simplifies the task of making a decision; an example is “never accept gifts from
strangers”. (This may or may not be your own rule of thumb, depending on your
background.) Some heuristics specify circumstances under which people ought
to act cooperatively, and these can be exploited by organizers. It may matter, for
instance, whether people are asked to contribute in a public or private setting, or
by members of the same or opposite sex, or by someone older or younger than
they are. Sometimes new groups piggyback on the success of older groups in
mobilizing cooperation, as when a political action group uses pre-existing reli-
gious networks; in effect, they are trying to borrow the heuristics that have arisen
as a result of the social acceptance of prior forms of cooperation.
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One norm in particular deserves a paragraph of its own: fairness. There is a
large literature in economics that analyzes exactly what might be meant by this
term, but we will use it more loosely. A social situation is viewed by an
individual as fair if it distributes costs and benefits to those who take part in it
in a manner consistent with that individual’s norms. What these norms will be
depends on who the individual is—her personal history, her group identifications,
her time and place. For us the important issue is not the details of any particular
fairness norm, but simply the fact that such norms exist and have force. There is a
wealth of experimental evidence that fairness (as understood by those being
studied) plays a powerful role in determining how much cooperation people
will offer to others. From the standpoint of eliciting support for collective action,
however, perceptions of fairness are double-edged. On the one hand, they often
lead people to cooperate under conditions in which the traditional Prisoner’s
Dilemma analysis would predict defection, and they also encourage punishment
of others when they defect. This, as we have seen, increases the costs to defection
among the self-interested. On the other hand, however, they emphasize the
payoffs an individual gets from cooperation relative to the payoffs received by
others. The analysis of Fig. 10.2 makes clear, however, that such comparisons are
an impediment to cooperation in a many-sided game. Organizers will want to
distract people from such thoughts and get them to focus instead on what
cooperation can do for them.

3. Prospect theory. Economics sometimes has the tendency to treat human beings
as utility thermometers: given the possibility of obtaining one bundle of goods,
utility rises into the hot zone, but given another it slides back down toward
lukewarm. The thermometer could be dipped into any economic “payoff”, and a
number read off the scale. This is certainly the implication of expected utility
theory as described in Chap. 3.

This is not at all how most of us react to the world most of the time. Instead,
we usually make comparisons: how well am I doing compared to how well I
might be doing? And, rather than putting ourselves on a continuum of utility and
disutility, we respond very differently depending on whether we are doing better
or worse than the alternative we focus on. This model of human behavior has two
elements, then, the notion of comparison and its effects.

The alternative we compare ourselves to is called the reference point, and it
has obvious parallels to the concept of a reference group studied in sociology.
Like reference groups, reference points are not ordained by fate; there are many
potential points of comparison available to us, and much depends on which one
we gravitate toward. How healthy do I feel? Compared to what? To how healthy I
felt a year ago? Or to how healthy most people in my age group that I see at work
seem to feel? Or to the apparent health of the actors I see on TV? Or my older
relative in a nursing home? How I see myself will depend enormously on who I
compare myself to.

The second aspect is the role played by reference points. Considerable
evidence indicates that people respond quite differently depending on whether
they think they are above or below this point. Above the point of comparison,
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most of us feel we are OK; we may invest some energy in further improvement,
but not usually very much. Below, we feel that we are doing badly and will feel a
greater motivation to change our situation. In other words, the reference point is a
point of discontinuity in our evaluation, marking the change from one sort of
response (complacent well-being) to another (intense concern). Putting the two
together—the establishment of reference points and their effects—we have the
model known as prospect theory. (This theory gets its name from the assump-
tion of its authors that the reference point is generally the status quo, so that the
analysis applies to the process of looking forward, but it lends itself to a more
general interpretation, as I have done here.)

To see the power of this theory, it is enough to consider almost any collective
action situation. Return, for instance, to the problem of organizing a labor union.
Will the workers in a particular company or occupation be willing to accept the
risk of getting fired and the other costs of joining the effort? It depends in part on
how they view the potential benefits of unionization. And this in turn depends on
their sense of whether their current situation—pay, benefits, working conditions,
etc.—is seen as “good enough”. But what is good enough? If these workers
compare themselves to workers at a different company across town they might
have one standard for comparison; if they think about how well off they would be
without their job they would have another; and if they think about how well off
they would be if they had a larger share of influence within the company an even
higher standard might emerge. From the point of view of the union organizer, the
goal is to have workers judge their situation on the basis of a higher standard
rather than a lower one. Thus, even if workers in other companies are doing just
as badly, attention should be refocused on the potential for gains if the union is
successful. There is no guarantee, however, that this refocusing will actually
occur. Rather, we could say that it is the organizer’s job to bring about this
change in reference points: that is a large part of what the activity of “organizing”
is really about. Of course, those who might oppose the union, such as the
company’s owners or managers, will try to have the workers think in terms of
how much better off they are with the job than without it. This conflict would
make no sense in the world of continuous utility adjustment postulated by
conventional economics, but it is central from the vantage point of prospect
theory. To repeat: in this example, the willingness of workers to engage in
collective action depends crucially on what reference point they compare their
situation to, and one of the chief tasks of the organizer is to encourage them to
select a more demanding reference point—to set their standards as high as
possible.

What makes prospect theory particularly relevant to the Prisoner’s Dilemma
model is the claim that people who think their well-being is below their reference
point will be strongly motivated to alter that situation. It is exactly such feelings
of intense need that have the potential to break through the dismal calculations of
the standard one-period game. This dynamic is often observed in social
movements: a moment arrives when individuals are willing to take significant
risks, such as the risk of unreciprocated cooperation (taking a stand when others
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back down), in response to a sense of deprivation. It is exactly this push that can
propel a group past the “hump” represented by points to the left of M in Fig. 10.2
and lead to a new, stable equilibrium of cooperation.

It is important to bear in mind, however, causation runs not only from
psychology to action, but also from action to psychology. Collective action
plays a role in the determination of reference points by enlarging the field
through a redefinition of what is possible. In the absence of collective action,
when each individual acts alone, possibilities are limited, and this is likely to be
reflected in the standards of comparisons people establish for themselves. Good
enough is what you can do by your own efforts if you are reasonably successful.
When they act together, however, people can potentially accomplish more, so it
is reasonable for them to set higher standards. In this way individual perceptions
and attitudes and the extent of collective action are mutually reinforcing; either
low reference points and widespread defection or high reference points and
widespread cooperation can be stable equilibria.

4. Social networks. One of the most interesting aspects to the study of collective
action, and one of the most difficult to model, arises from the fact that most
people find themselves incorporated into overlapping layers of social networks.
People who might take part in a neighborhood cleanup event or join a protest
group may know each other from going to school together, belonging to the same
church or bird-watching club. Some of these ties may have themselves been
forged in previous collective action projects, giving those who took part some
experience in developing cooperation and trust. Even if they weren’t, however,
they provide possible channels for conveying intentions to reciprocate, and they
provide additional situations in which defection can be punished.

The density of social networks in a community is sometimes referred to as its
level of “social capital”. (This is just one use of the term, however; we will soon
see it in a different context.) Communities with plentiful social capital are
thought of as having a greater capacity to self-organize in order to meet their
needs. They are more likely to have their collective voices heard and to provide
the sort of services that voluntary social action is best equipped to offer.

10.6 Families as Economic Units

Before there were markets, corporations or even governments as we know them
today, there were families: although they were not primarily economic institutions
as we defined them in Chap. 1, they performed essential economic functions that
sustained untold generations of our ancestors. Even now they are responsible for a
large share of the economic production that occurs in every country, and they play
an important role in determining how goods and services are distributed.

Let’s begin with distribution, since it is somewhat simpler to describe. The
conventional view of economics, at least for the past 200 years, has been that
households receive income from labor or the ownership of property and then either
save it or spend it on the output of businesses. (This will be developed more fully in
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the macroeconomics portion of the text.) From this perspective, the main issue in
determining how much people will be able to consume is the distribution of income
across households, and this is what we will investigate in detail in Chap. 19.
Nevertheless, once income enters the household the actual decisions about who
consumes what are made, in most cases, by families. Depending on social customs
and the relative influence of different family members, resources may be divided
equally or they may go largely to just one person, the “head” of the family.

One example will illustrate the importance of this process. Children rarely earn
enough money from paid work outside the home to support themselves. Child labor
is widespread, and children contribute income to their families, but usually their
pay is far lower than that of adults, and they tend to work fewer hours as well. Thus
they are dependent on the willingness of adults to share income or other resources
with them. This dependence becomes a critical variable during times of famine,
when families may have to make difficult choices about how to apportion too little
food among too many mouths. During particularly severe episodes, relief agencies
will set up programs to distribute emergency food supplies to families, hoping to
sustain them until normal economic conditions return.

In the past, relief workers would give food packages to the individual designated
as the head of the household, usually an elder male, but they often found that this
made little difference in the incidence of malnutrition among children. This is
because it is the custom in some societies for adult men to feed themselves until
they are satisfied, and only then to share food with women and children; because of
this, unequal distribution within the family was perpetuating starvation. Based on
research conducted by economists and anthropologists in household food distribu-
tion patterns, relief agencies began to make it a policy to give the food to women
rather than men in such cases, and they found that child malnutrition declined.

Even during less desperate times, distributional inequalities within the family
can have a large impact on economic life. They often determine, for instance, which
children will have access to education, costly health care and other goods and
services. There has been renewed interest in these issues in recent years, and
economists have developed more precise models to explain differences in distribu-
tion rules between families or in response to changed circumstances, particularly as
they affect the access of women to family resources compared to men.

Families also retain a large and underappreciated role in the production of goods
and services. This role has diminished somewhat in the industrialized countries as
commercial products replace those formerly produced at home, such as restaurant
meals and child care programs. Nevertheless much remains: most house-cleaning, a
large percentage of food preparation, and above all a significant share of what
feminist economists have come to call caring labor. By this they mean the
expenditure of time and effort (often emotionally demanding) to minister to family
members in periods of need. This includes nursing the sick and elderly, child-
rearing and responding to emergencies of various sorts as they arise.

By most calculations, these activities have enormous economic value, in the
sense that it would cost quite a lot to produce them as services for sale in the market.
They also have great human value, of course. Survey research, as well as common
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sense, shows that if people are cut off from the care of others, even high levels of
money income are not enough to restore their feeling of well-being. The point
would seem to be so obvious that it could be taken for granted, but it shouldn’t be.

Caring labor is labor. It absorbs time and energy that might otherwise be
available for other purposes, and so it has an opportunity cost. Since it is performed
disproportionately by women, it shows up as a level of stress that is often difficult to
sustain, particularly if those expected to provide such services for free are also
employed outside the household—the infamous “double day”. The demands of
caring have been shown to diminish women’s opportunities to advance in paid
work, or even in some cases to keep a job at all. This has led to demands for a more
equitable sharing of caring and other household work, as well as for greater
accommodation on the part of employers.

One important implication of this topic concerns the economics of health. There
has been a steady stream of studies showing how expensive ill-health is in
industrialized economies: diseases, many of them preventable, occupational and
traffic accidents and other risks we face are responsible for hundreds of billions of
dollars in economic costs annually. Until recently, however, the same recognition
has not been given to health risks in developing countries. With fewer hospitals and
health practitioners relative to the size of its population, a typical developing
country is likely to show far fewer economic costs of poor health. What we have
learned in the last few years, however, is that this difference is illusory: the
economic value of health is just as important in the developing world, perhaps
more so. One reason is that ill-health causes a great expansion of caring labor at the
expense of other uses of people’s time. The lesson is that, just because the costs do
not show up in paid services, like hospital stays and increased workload for doctors
and nurses, doesn’t mean that they don’t exist. Unpaid caring labor is real labor with
real economic consequences.

A final point to make about families is that they constitute one of the most
important social networks affecting the way markets and other economic
institutions operate. One example may illustrate how this can work. Throughout
the world there are enclaves of ethnic Chinese settlements, and in many countries,
particularly in the Pacific basin, these communities have played a leading role in
establishing local businesses. Why? A large part of the story is that in Chinese
culture family connections extend widely, including distant cousins and others who
might not be recognized in other societies, and there are strong bonds of obligation
between family members. These extended family networks have been used to
provide the start-up support for new enterprises, such as loans, advice, tips on
potential suppliers and customers and initial orders. As more family members
become established in business, this increases the resources available to new
start-ups, and so on from one generation to the next.

Family-based business development is not restricted to the Chinese, of course; it
is seen across the world in almost every society. It is so commonplace we may not
notice it, but its role should not be overlooked in economic policy. One of the
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challenges facing highly mobile societies with increasingly fragmented family
structures is finding new networks that can offer similar economic advantages.

10.7 Social Capital

In Chap. 3 it was argued that all human knowledge relies on metaphor, and that
economics is no exception. The concept of social capital exemplifies this, for it is a
metaphor built on other metaphors. First comes the notion of capital itself, which
we will see later in this text is already somewhat metaphorical. It refers to assets
that have the property of being productive and therefore enabling a return to their
owner(s). Normally we think of capital as taking the form of either goods used in
production or the money invested in such goods. (These, as we will see, are not the
same thing.) From an economic standpoint, however, it could be imagined that
anything which is productive, whether or not it is an asset in the conventional sense,
could be regarded as capital, and this is the kernel that gives us social networks as a
form of capital.

One type of social capital has already been encountered, the role of social
networks in facilitating collective action. Since, in a wide range of situations,
collective action is more productive than the independent efforts of separate
individuals (cooperation is superior to defection), anything that makes collective
action easier to attain is itself productive. The implication, of course, is that the
community whose social capital is being assessed actually faces Prisoner’s
Dilemmas and has a stake in overcoming them. Among those who have taken up
the study of social capital, this view is widely held.

A second type of social capital is closely related to the first. Many researchers,
following the lead of political scientist Robert Putnam (and before him Alexis de
Tocqueville), contend that government is more effective in societies that have a
large number of voluntary organizations embracing most of the population. Such
organizations promote trust and cooperative behavior, on which governments can
draw to provide services more consensually and efficiently. This is of interest to
economists, of course, since government services are themselves economic goods,
and also because of the role, positive or negative, that government plays in setting
the rules that other institutions, such as markets and firms, are obliged to follow. In
addition, businesses themselves benefit directly from greater trust between workers
and employers, suppliers and purchasers, and firms and their regulators.

The third type operates at the individual level. We have already considered some
of the evidence that indicates that social networks, such as family ties, can channel
resources to individuals for purposes like starting a business; the same logic applies
to other opportunities like getting an education or finding a job. This implies that the
lack of such networks may be partly responsible for people ending up in poverty,
and that building up networks in low-income communities may serve as an anti-
poverty strategy. Attaching the term social capital to this perception essentially
re-lables an insight that derives from sociological research dating back to the early
years of the twentieth century.
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Table 10.2 Varieties of social capital

Type Effect
I Promotes further collective action in civil society
11 Improves the efficiency of government and business through cooperation and trust

Il Increases resources individuals can draw on for education, employment and business
formation

To sum up, the three forms of social capital all have the same basis but transmit
their effects through different channels. All look to social networks as the essential
raw material: richer, more encompassing networks mean more social capital.
Where they differ is in the realm of society where the effects show up. In the first
type, it is the facilitation of collective action, in the second improvement of
government, and in the third individual opportunity. These are summarized in
Table 10.2.

The Main Points

1. The realm of civil society includes many types of social organizations and
groups that have a large impact on the economy, such as unions and professional
associations, clubs, and families. They produce goods and services directly,
facilitate the development of markets, and play a role in regulating them.

2. Voluntary collective action is a prisoner’s dilemma. Fortunately, the pessimistic
prediction of the one-time prisoner’s dilemma (the logic of joint defection) can
be mitigated in real-world situations. Often the interactions are repeated, and
participants have a greater incentive to cooperate in order to induce more
cooperation from other players in the future. Factors that favor cooperative
outcomes in the repeated prisoner’s dilemma include high payoffs to coopera-
tion, the likelihood of retaliation against defectors, low payoffs to those who
defect when others cooperate, fewer losses to those who cooperate when others
defect, and a low discount rate (less devaluation of the future) by participants.

3. If there are a large number of individuals playing a prisoner’s dilemma, the
tipping point for cooperation (the level of cooperation at which collective action
is a stabile outcome) is usually less than 100 %; a dedicated minority can often
keep voluntary organization in healthy shape. This depends on the extent to
which the costs and benefits of individual cooperation vary with the number of
cooperators.

4. Other real-world factors may promote voluntary cooperation. These include the
possibility for organizations to provide extra benefits to those who cooperate, the
presence of social norms that lead individuals to cooperate even when it is not in
their immediate personal interest, the creation of reference points (in prospect
theory) that increase the perceived benefits of collective action, and the
piggybacking of collective action organizations on pre-existing social networks.

5. Families are productive units within society: their members engage in caring
labor, which is responsible for many of the essential services all of us depend on,
like child-rearing, household maintenance and food preparation. This labor may
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be invisible to many of the statistics by which we measure our economy, but it is
no less significant for the economy than work performed for wages. In addition,
family networks often facilitate job search, entrepreneurship and credit
provision.

6. Social capital has become a major frontier of economic research during recent
years. Three types of social capital have been identified: social and culture
resources that favor collective action, the foundation of trust on which political
and business organizations depend, and the social and cultural support that give
individuals more skill and self-confidence in their various economic roles.
Terms to Define

Altruism

Caring labor

Civil society

Collective action problem
Discount rate

Heuristic

Prospect theory

Reference point

Side payments

Social capital (types |, Il and IlI)
Tit for tat

1.

Questions to Consider
Create a list of five voluntary organizations you are familiar with whose
purpose is to promote a particular cause or point of view. What effects, if
any, do they have on how the economy operates? Do any of them also provide
goods or services, either to their members or society at large, as well?

. Take another look at the list you created for Question 1. How significant, in

your opinion, is the collective action problem for these five groups? Do you
know any of the strategies they have adopted to encourage cooperation?

. Do you practice tit for tat in some aspects of your life? Does it “work” to evoke

the cooperation in others you would like to receive?

. It is sometimes said that people in a collective action situation have an obliga-

tion to perform the punishment part of the tit for tat strategy; that is, if they see
others failing to cooperate, they should punish them in some way. That will
benefit the whole group, it is claimed, by increasing the likelihood that cooper-
ation will become more widespread in the future. Do you agree? For instance,
do you think that someone who observes an act of littering (failure to cooperate
in keeping the environment clean) has an obligation to confront them or report
them to the police or other authorities?

. Can you explain in your own words why, in a many-sided Prisoner’s Dilemma

situation, cooperation will be more widespread if people who are considering it
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10.

refrain from comparing themselves to non-cooperators? Can you give an
example of this principle in practice?

. Consider a voluntary collective action group that you belong to or participate

in. Is this group’s appeal to you and others based primarily on altruism or self-
interest? Do you think there is a tradeoff between these two types of appeals in
this case?

. When you think about whether you are satisfied attending your current college

or university, what is your reference point? When you talk to other students, do
you find that differences in reference points explain some of the differences in
your levels of satisfaction?

. How equally were (are) resources and opportunities distributed in your family?

How was this distribution determined? Did your share depend on whether you
were earning an outside income? If so, why?

. Based on the experience you have had in your own family (or families), how

prevalent is the “double day” problem for women today? What, if anything,
should be done to alleviate it?

For many people, according to current sociological research, work provides
most of the social contact outside of family life. Does this mean that there is
less scope for social capital? Or can social networks in the workplace fulfill the
same functions as those created by truly voluntary organizations? In answering
this question, you may find it helpful to think about your own social
experiences at work and the extent to which they promoted cooperation and
trust, or better access to non-work opportunities.



Part lli
A Closer Look at Markets



In Chap. 4 we saw that, according to the usual economic worldview, the sole
purpose of economic life is to produce goods for purchase by consumers. Producing
the right goods in the right amounts, with the characteristics consumers desire, is
what an efficient economy should be doing as much of the time as possible. Clearly,
in order to translate this broad objective into specific policies we require a theory of
the consumers themselves: what governs the choices they make and how their
individual decisions in the marketplace affect their ultimate well-being.

As we will see, however, economics has developed a theory of consumer choice
that is nearly useless for these purposes. (This is not a controversial statement.) It is
very elaborate and contains more than a few valuable insights, but it falls far short
of what policy-makers, or marketers for that matter, are looking for. Yet this is not
entirely fair, since the purpose of the conventional economic theory of consumer
choice is not to answer substantive questions about the impact of consumption on
well-being or to predict future consumption patterns, but simply to identify the
conditions on the demand side of the market that must be met for the Market
Welfare Model to hold. In other words, its purposes are internal to economic theory
itself, rather than outward-looking or pragmatic.

This is an important function, one we will take seriously in the pages to come.
Nevertheless, if we were to end the story at that point many readers would feel
frustrated. They may be interested in the logical nuances of normative economic
modeling, but they also want to know whether the economy they are living in is
truly delivering the goods, as measured by the well-being of the population. An
economics text is not the place for detailed examination of such questions, or even
of the theoretical tools such an examination might employ, but we will survey
briefly some of the main ideas that have emerged in two alternative approaches to
consumption. The purpose is to set in relief what is truly unique about standard
economic theory in this field.

P. Dorman, Microeconomics, Springer Texts in Business and Economics, 217
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11.1  Utility and Utilitarianism

The place to begin is language, specifically the central term in economic discourse
about consumption, utility. We have been using this word loosely up to this point,
but it is easily misunderstood and deserves further clarification. As mentioned
previously, what utility does not mean in economics is usefulness. A completely
useless item can still give people utility if they desire it for some reason. Sometimes
a hot fudge sundae can offer more utility than a healthy, nourishing salad.

What utility does mean is difficult to say precisely. We imagine that people
could sum up their happiness in a given situation with a single evaluation and then
say whether, on balance, they were better off than they would be in another
situation. If the difference between the two situations is that in one an individual
has less money but a hot fudge sundae, and in another she has more money but no
sundae, the comparison tells us whether the extra money is worth the gooey
pleasures of the sundae. Economists would say that the utility of one is greater or
less than the utility of the other. In other words, utility is the measurement of desire
corresponding to the preference of one thing, or group of things, over another. If I
want ice cream rather than salad, and I am willing to actually make this choice if
given the opportunity, this means that, in this situation, I get more utility from ice
cream than from salad.

We can imagine that people might make every possible comparison between
different assortments of goods, with and without different amounts of money, and at
the end of the process produce a complete set of rankings. For each comparison they
are prepared to say which they would prefer, or whether they evaluate both exactly
equally. From this we would be able to rank all the possible choices from highest to
lowest, and this would also tell us which choices were above the others in terms of
utility. Economists call such a ranking a “preference map” and they see it as the best
guide to the study of consumer satisfaction.

In this book we are going to cut a few corners. Rather than make the minimal
assumption that individuals do no more than compare sets of options (but this is
already a lot, since they have to compare all such sets), we will go further and
assume that they can actually put a numerical measure on each choice. Like
Olympic judges, they give this sundae an 8.7 and that salad an 8.3. Doing this for
every possible good produces a complete numeric scale, with a utility score for
each. Since this entails more demanding assumptions, economists will be a bit
uncomfortable with it, but nothing of importance for our survey will be lost; nearly
everything we will be doing with this numerical conception of utility also works,
but in a more complicated way, with the just-make-comparisons approach.'

It will be useful to step back for a moment and consider the implications of the
analysis we are about to embark on. People are making choices in the market; they
are paying money and buying goods and services. This is observable and even
measurable: willingness-to-pay, after all, can actually be computed from economic

"In the language of economics, we will use a cardinal rather than ordinal approach to utility.
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data. What we would like to know is how all this buying affects people’s true well-
being. This is invisible and possibly unmeasurable. The problem is to infer the
second from the first, if possible. Economists typically make the assumption that at
the individual level the two correspond to one another perfectly, that if any good is
chosen over any other it makes the individual better off as well, and that willingness
to pay is a satisfactory numerical measure of how much additional well-being a
consumer can expect to get from an item he purchases.

All of this is incorporated into the concept of utility. Utility is the element of
well-being corresponding to the units of money people spend on things. In such a
scheme people are never disappointed; the goods they buy deliver exactly the
payoffs they anticipate, which in turn are encoded in the prices they are willing to
pay. As a theory it is difficult to justify, but it has the convenience of enabling
economists to discuss well-being (normative economics) with exactly the same
tools they use to analyze observable consumption behavior (positive economics).

Before we dismiss the whole enterprise as improbable, we should consider the
case in its favor. It rests primarily on the question, if you don’t trust an individual to
make the choice that will turn out best for her, who do you trust? If the expectations
of utility people have in their minds when they make their purchases differ in some
way from the well-being they actually receive, does it matter if this is still the best
guess anyone can make about what the effects will be? In that case we could say
that utility theory is approximately correct, and that following its guidelines is the
best course of action. It’s a bit like saying you have a thermometer that sometimes
gives too high a temperature and sometimes too low. You can acknowledge this, but
if this is the only or best instrument you have, and if you are unable to tell what the
error is for any particular reading, all you can do is record the temperature it gives
you and hope for the best. This argument, however, depends on the strong claim
that there is, in fact, no better guide to human well-being than consumer willing-
ness-to-pay, and, as we will see, there are many who would disagree.

There is also a political aspect to the question posed in the previous paragraph.
Surely individuals deserve a benefit of the doubt in their choices on the grounds that
this safeguards their autonomy to choose as they please. The danger in having some
other theory of well-being is that it can justify intrusions by well-meaning
authorities that put individual freedom at risk, the problem of paternalism. Logi-
cally, there is no requirement that an objective theory of well-being (one that can be
determined by “outsiders” like academic researchers rather than the individual
whose well-being is at stake) must necessarily lead to infringement of freedom,
but there will typically be a temptation. Take the case of smoking cigarettes. This
has severe health consequences but also provides at least some pleasure for
smokers. We could let smokers decide for themselves whether the health cost is
worth it. On the other hand, public health experts might conclude that, no matter
what smokers may think, smoking makes them worse off. They could issue this
opinion and leave it at that, but some would see it as a basis for laws restricting the
freedom to smoke. (Taxes on cigarettes, which exist nearly everywhere, do this, for
instance.) Is this a bad thing? Without passing judgment, it should be clear that, if
nothing else, the lost freedom of smokers ought to be a consideration—it is not
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without some value. For many economists and others who subscribe to the tenets of
political liberalism (as understood in the context of this book), utility theory (“the
smoker always makes the choice that maximizes his utility”) is a bulwark against
those who would give individual freedom too little weight.

One final point: utility theory performs the magic of making possible a reconcil-
iation between liberalism and utilitarianism. Liberalism says that people should be
free to make their own choices over how to conduct their lives, including what to
buy in the market. Utilitarianism says that the goal of policy should be to maximize
the total well-being of the individuals who make up society. They can coexist, even
potentially, only if individual choice always serves to maximize individual well-
being. If this were not the case, we would have to choose between choices that are
free and choices that make people better off. Economists want to preserve both of
these, and the simplest way to do it is to simply assume that they are compatible.
Even so, however, we will see that the conditions under which free individual
choice maximizes well-being are quite limited. (We should be prepared for this
result after our repeated encounters with the Prisoner’s Dilemma.) Thus there is
something important to be learned from standard utility theory: we can make the
most favorable possible assumptions about the relationship between free markets
and human happiness, and even then we may find that the two diverge. That is why
the subject is interesting and important.

11.2 Utility and Individual Choice

So now let us suppose that an individual whose utility broadly conforms to the
description we’ve just considered is buying shoes. If he has no shoes at all, he
probably has a strong need for a pair; that is, this first pair of shoes will give him a
lot of utility. Perhaps he think he needs to stock up, however, and buy different
shoes for different occasions. In what follows, to make things as simple as possible,
we will assume that all shoes, whatever their make or purpose, cost exactly the
same. If the first pair is for work, maybe he needs another pair for dancing. This
second pair also provides plenty of utility, although not as quite as much as the first.
(If it had provided more, it would have been the first pair he bought.) Still, there are
other reasons to buy shoes: for walking in town, for walking in the mountains, for
wearing to formal occasions and so on. Our shopper goes from one part of the shoe
store to another, buying pair after pair. We can assume that each successive pair
gives him a bit less utility. Finally he gets to the point at which he would not accept
another pair of shoes even if it were given to him.

The situation is illustrated in Fig. 11.1, where the utility received from each pair
of shoes is measured on the vertical axis and the number of pairs is measured on the
horizontal axis.

Recall from Chap. 4 the concept of “marginal”; it refers to the additional amount
of some quality. There we introduced marginal cost and marginal benefit, and here
we will use the term marginal utility. Marginal utility is the additional utility
someone gets from acquiring or consuming one more unit of a particular good.
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Fig. 11.1 Diminishing
marginal utility from buying
shoes. The U axis measures
the marginal utility an
individual receives from
buying a pair of shoes; it is MU(Q)
negative below 0. The Q axis

measures the number of shoes

purchased. Marginal utility o
declines until it reaches 0 at U
Q** pairs. If U* is the utility

corresponding to the price of

shoes (assumed constant), Q*

is the number that will be 0 Q* Q** Quantity
bought

Utility

In this example it is the extra utility that comes from buying an additional pair of
shoes. I have drawn the marginal utility curve MU(Q), which represents marginal
utility as a function of the number of shoes being purchased, as downward-sloping.
What this says is that, the more shoes a person buys, the less additional utility he
will get from each additional pair. Why assume this? Economists suspect that this
pattern holds for the vast majority of goods and services people acquire and call it
the “law” of diminishing marginal utility.

(When Ferdinand Marcos, president of the Philippines, was forced to leave
office after popular demonstrations in 1986, it was discovered that his wife Imelda
had amassed a collection of 3,000 shoes. What surprised the public was not her
wealth, which was well-known, but the implication that the law of diminishing
marginal utility did not seem to apply to her, at least in the realm of footwear.)

To read Fig. 11.1, begin at the left of the diagram, at the very first pair of shoes
bought. Here the MU curve is at its highest, indicating that this first pair is strongly
desired. As we move to the right along the Q axis, we are observing the second pair
purchased, then the third and so on. The downward slope of MU indicates that the
marginal utility of each subsequent pair is declining. At Q** (greater than 3,000 for
Imelda) the curve enters negative utility territory, signifying that, even if money
were no object, the individual would stop acquiring shoes; they are more trouble
than they ar