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INTRODUCTION

Moral: To understand economics you need to know not only
fundamentals but also its zuzances. Darwin is in the nuances.
When someone preaches “Economics in One Lesson,” I ad-
vise: Go back for the second lesson.
—Paul Samuelson, An Enjoyable Life Puzzling
Over Modern Finance Theory, Annual Review
of Financial Economics, Vol. 1, p. 30

As the name implies, this book is, or at least began as, a response
to Henry Hazlitt’s Economics in One Lesson, a defense of free-
market economics first published in 1946. But why respond to
a seventy-year-old book when new books on economics are pub-
lished every day? Why two lessons instead of one? And where
does opportunity cost fit into all of this?

The first question was one that naturally occurred to me
when Seth Ditchik, my publisher at Princeton University Press,
suggested this project. It turns out that Economics in One Lesson
has been in print continuously since its first publication and has
now sold more than a million copies. Hazlitt’s admirers have
embraced the message that all economic problems have a simple
answer, and one that matches their own preconceptions. Adapt-
ing Hazlitt’s title, this simple answer may be described as One
Lesson economics.!

' One-lesson economists do not describe themselves in these terms, typically
preferring terms like “free market.” As I'shall show, however, the concept of a “free”
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Broadly speaking, Hazlitt’s simple answer is “leave markets
alone, and all will be well.” This may be summed up, in the pithy
expression of eighteenth-century French writer and free trade
advocate, René de Voyer, Marquis d’Argenson, as laissez-faire
(let [business] do it).

Hazlitt, as he makes clear, was simply reworking the classic
defense of free markets by the French writer Frédéric Bastiat,
whose 1850 pamphlets “The Law” and “What Is Seen and What
Is Unseen” form the basis of much of Economics in One Lesson.
However, Hazlitt extends Bastiat by including a critique of the
Keynesian economic model, which was developed in response
to the Great Depression of the 1930s.

Both where he was right and where he was wrong, Hazlitt’s
One Lesson is relevant today, and has not been improved on by
today’s advocates of the free market, who may fairly be referred
to as One Lesson economists. Indeed, precisely because he was
writing at a time when support for One Lesson economics was
at a particularly low ebb, Hazlitt gave a simpler and sharper pre-
sentation of the case than many of his successors.

Hazlitt presented One Lesson economics in clear and simple
terms that have not been sharpened by any subsequent writer.
And, despite impressive advances in mathematical sophistica-
tion and the advent of powerful computer models, the basic
questions in economics have not changed much since Hazlitt
wrote, nor have the key debates been resolved. So, he may be
read just if he were writing today.

market is illusory and misleading. All markets operate within legal systems that
enforce certain kinds of property rights and contracts and disregard others. A
free market is one in which currently existing private property rights take prece-
dence over all others. There are many other terms used to describe One Lesson
economics, mostly used pejoratively. These include “Chicago School economics,”
“neoliberalism,” “Thatcherism,” and the “Washington Consensus.” In my previous
book, Zombie Economics, 1 used the term “market liberalism.”
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Hazlitt worked in the tradition of “microeconomics,” that
is, the study of the way prices work in particular markets. The
central question, which will be the main focus of this book, is
whether the prices of goods and services reflect, and determine,
all the costs involved for a society in providing those goods and
services, summed up in the concept of “opportunity cost.”

The opportunity cost of anything of value is what you must
give up so that you can have it.

Opportunity cost is critical both in individual decisions and
for society as a whole.

Reading Hazlitt, the centrality of opportunity cost isn’t im-
mediately evident. Hazlitt states his One Lesson as:

The art of economics consists in looking not merely at the
immediate but at the longer effects of any act or policy;
it consists in tracing the consequences of that policy not
merely for one group but for all groups.

This isn’t particularly helpful: it seems to say only that econo-
mists should do a thorough job. But, on reading Economics in
One Lesson it becomes clear that Hazlitt, as an anti-government
activist, wants to make a much stronger claim. When economics
is done properly, Hazlitt argues, the answer is always to leave the
market alone. So, the One Lesson may be restated as:

Once all the consequences of any act or policy are taken
into account, the opportunity costs of government action
to change economic outcomes always exceed the benefits.

The simplicity of Hazlitt’s argument is his great strength. By
tying many complex issues to a single principle, Hazlitt is able to

printed on 2/8/2023 4:03 PMvia . All use subject to https://ww.ebsco.confterns-of-use



EBSCChost -

4 = INTRODUCTION

ignore secondary details and go straight to the heart of the case
against government action. His answer in every case flows from
his “One Lesson.”

Hazlitt’s claim to teach Economics in One Lesson is similar in
its appeal to other best sellers like 7he Secret and The Rules. He
provides a simple answer to problems that have puzzled human-
ity since the dawn of civilization. As with these other best sellers,
Hazlitt is offering a delusion of certainty. His One Lesson con-
tains important truths about the power of markets, but he ignores
equally important truths about the limitations of the market.

So, we need Economics in Two Lessons.

Two lessons are harder than one. And thinking in terms of
two lessons comes at a cost: we can sustain neither the dogmatic
certainty of One Lesson economics nor the reflexive assump-
tion that any economic problem can be solved by government
action. In many cases, the right answer will remain elusive, in-
volving a complex mixture of market forces and government
policy. Nevertheless, the two lessons presented here provide
a framework within which almost any problem in economic
policy can usefully be considered.

One Lesson economics, of the kind propounded by Bastiat,
had come under severe criticism from leading economists by the
time Hazlitt rose to its defense. Decades before Hazlitt, econo-
mists such as Alfred Marshall and A. C. Pigou had developed
the concept of “externalities,” that is, situations in which market
prices don’t fully reflect all the relevant opportunity costs. The
classic example is that of air or water pollution generated by a
factory. In the absence of specific government policies, the costs
of pollution aren’t borne by the owner of the factory or reflected
in the prices of the goods the factory produces. To understand
the problem, we need to go beyond individual opportunity costs
and consider costs for society as a whole. We must modify the
original definition (changes in capitals):
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The SOCIAL opportunity cost of anything of value is what
you AND OTHERS must give up so that you can have it.

Externalities are just one example of a large class of prob-
lems referred to by economists as “market failures.” In all these
cases, prices differ from social opportunity costs. In some cases,
but not all, the problems may be remedied by appropriately de-
signed government policies. A typical intermediate course on
microeconomic policy begins with a catalog of market failures
and goes on to examine arguments about the desirability or
otherwise of possible policy responses.

When I began writing this book, I envisaged it as a nontech-
nical guide to microeconomic policy, based on the concepts of
opportunity costs and market failure. As I worked on the book,
though, I felt dissatisfied.

Externalities and related market failures are big issues; the
problem of climate change has been aptly described by Sir
Nicholas Stern as “the biggest market failure in history.” But at
a time of chronic economic recession or depression in much of
the developed world, and of rapidly growing economic inequal-
ity, a book on market failure alone could scarcely justify the title
Economics in Two Lessons.

I started to think more about the problem of unemploy-
ment and how it is treated in Hazlitt’s work. Much of Econom-
ics in One Lesson can be read as an attack on the work of John
Maynard Keynes, the great English economist, whose General
Theory of Employment, Interest and Money was published in
1936 and gave rise to the entire field of macroeconomics (the
study of disturbances affecting aggregate levels of employment,
interest rates, and prices).

Experience shows that the economy frequently remains in a
depression or recession state for years on end. Keynes was the
first economist to present a convincing account of how a market
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economy could operate for long periods at high levels of unem-
ployment. By contrast, despite the then-recent experience of the
Great Depression, Hazlitt implicitly assumed that the economy
is always at full employment—or would be if not for govern-
ment and trade union interference.

As I worked on the problem, I reached the conclusion that
the central issue could be stated in terms of opportunity cost.
In a recession or depression, markets, and particularly labor
markets, don’t properly match supply and demand. This means
that prices, and particularly wages, do not, in general, reflect or
determine opportunity costs.

That insight doesn’t tell us what, if anything, governments
can do to restore and maintain full employment. But it does
lead us to a crucial observation, ignored not only by Hazlitt but
by the majority of mainstream economists today. It is normally
assumed that, in the absence of obvious market failures in some
particular part of the economy, Hazlitt’s One Lesson is applica-
ble. But a recession or depression affects the economy as a whole.
Under conditions of recession, opportunity costs will not, in
general, be equal to market prices in any sector of the economy.

The other crucial issue of the day is the distribution of in-
come and wealth, which is becoming steadily more unequal.
Although he does not say so explicitly, Hazlitt implies that the
existing market distribution of income (or rather, the one that
would emerge after the policies he dislikes are scrapped) is the
only one that is consistent with his One Lesson.

The market outcome depends on the system of property rights
from which it is derived. In fact (as we will see later), when mar-
kets work in the way Hazlitt assumes, any distribution of goods
and resources where prices equal opportunity costs can be de-
rived from some system of property rights. So, Hazlitt’s One
Lesson tells us nothing useful about the distribution of income
or about government policies that may change that distribution.
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While markets are exceptionally powerful social institutions,
they cannot work unless governments establish the necessary
framework in which they can operate. The core of the economic
framework in a market economy, and a central role of govern-
ment, is the allocation and legal enforcement of property rights.
The choices that determine property rights are subject to the
logic of opportunity costs just as much as the choices made
within a market setting by firms and houscholds.

Between them, microeconomics, macroeconomics, and
income distribution cover all the critical issues in economic
policy. To master any one of these fields requires years of study.
In microeconomics, for example, it is necessary to deal with
the theory of supply and demand, first by manipulating the
graphical representations given in a typical Economics 101
course, and then with more complex algebraic and numerical
techniques.

But this level of analysis is required only for specialists who
need, for example, to give quantitative answers to questions like
“How much will a change in tariffs on steel imports affect em-
ployment in the automobile industry?” For most of us, it’s suf-
ficient to understand that protecting the steel industry will have
an opportunity cost, and that part of that cost will be the loss of
jobs in the automobile industry.

Most of the questions of principle involved in public policy
can be illuminated by a careful application of the idea of oppor-
tunity cost and its relationship to market prices. For this pur-
pose, as I argued above, we need only two lessons.

Lesson One: Market prices reflect and determine opportu-
nity costs faced by consumers and producers.

Lesson One describes the way markets work and explains
why, under certain ideal circumstances, Hazlitt’s One Lesson
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economics provides the right answer. Lesson Two is the product
of more than two centuries of study of the way markets work
under circumstances that are less than ideal and why they may
not deliver the desired results:

Lesson Two: Market prices don’t reflect all the opportunity
costs we face as a society.

The problem of how markets work and why they fail is at the
core of most of the economic policy issues that drive political
and social debate. I hope this book, and the two lessons it con-
tains, will help to clarify these issues.

Outline of the Book

The book is divided into four parts, two for each lesson.

Lesson One, Part I, shows how a market economy functions
under conditions that ensure that prices are equal to the oppor-
tunity costs faced by producers and consumers.

Lesson One, Part I1, is a series of applications of Lesson One.
We will consider how policies based on the concepts of prices
and opportunity costs can be used to achieve the goals of public
policy.

Lesson Two, Part I, shows that market prices may not reflect
the opportunity costs faced by society as a whole. In fact, any
market equilibrium is the product of social choices about the al-
location of property rights. Market prices tell us nothing about
the opportunity costs associated with those choices.

Equally important, not all opportunity costs associated with
consumer and producer choices are reflected in the opportunity
costs they face. There are many different ways in which mar-
ket prices can fail to reflect opportunity costs. These “market
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failure” problems include unemployment, monopoly, environ-
mental pollution, and inadequate provision of public goods.
Lesson Two will help to show how these disparate problems can
all be understood in terms of opportunity costs.

Lesson Two, Part II, contains applications to a wide range of
policy problems. First, we will consider the problem of income
distribution. We will show that, more often than not, the best
way to help poor people, at home and abroad, is to give them
money to spend as they see fit, rather than tying assistance to
particular goods and services. In other words, it is better to fix
the inequitable allocation of property rights in the first place
than to fix the resulting market outcome. Next we will consider
how macroeconomic problems, the most important of which is
mass unemployment, may be addressed using fiscal and mon-
etary policy. Finally, we will examine a range of public policies
more conventionally associated with the idea of market failure.

In an effort to make the book more readable, but still ad-
here to academic standards of referencing, I've dispensed with
the standard, but cumbersome, apparatus of endnotes. Instead,
I've included a short section at the end of each chapter, giving
sources for factual claims and suggestions for further reading,
which may be followed up using the bibliography at the end of
the book. I've used footnotes sparingly, to cover peripheral is-
sues and for occasional asides.

Further Reading

Hazlitt (1946) is still in print and is also available online at the
Mises Institute. Apart from Economics in One Lesson, Haz-
litt is best known for his (1959) book, Zhe Failure of the “New
Economics,” a line-by-line response to Keynes’s (1936) General
Theory of Employment Interest and Money. Hazlite (1993) is a
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representative collection of his writing, published in the year of
his death. Bastiat’s writings have been translated into English a
number of times (Bastiat 2012a, 2012b, 2013).

Marshall’s Principles of Economics, first published in 1890,
was the classic economic textbook of its day, and remained in-
fluential for much of the twentieth century. It went through
many editions, culminating in the eighth edition (Marshall
1920), which remains the most-used and most-cited version.
Pigou’s (1920) analysis of The Economics of Welfare introduced
the modern concept of “externality,” which became one of the
archetypal forms of “market failure.” One of the first typologies
of market failure was that of Bator (1958).

Other works cited in this introduction are Byrne’s Zhe Secret
(2006), and Fein and Schneider’s Zhe Rules (1996). The quota-
tion at the chapter opening is from Samuelson (2009).
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LESSON ONE

Part |

The Lesson

Two roads diverged in a wood, and I—
I took the one less traveled by,
And that has made all the difference.
—Robert Frost, 7he Road Not Taken, 1916

Part I is a discussion of Lesson One, showing how a market
economy functions under conditions that ensure that prices
are equal to the opportunity costs faced by producers and
consumers.

Chapter 1 begins with an exposition of the core idea of this
book, opportunity costs. We will then consider the relation-
ship between opportunity cost and more familiar measures of
the cost of production. Next, we will examine opportunity cost
in relation to the choices we face, as consumers, workers, and
households. The last section discusses the intellectual history of
the concept of opportunity cost.

Chapter 2 shows how, under ideal conditions, markets reach
an equilibrium where prices and opportunity cost are equal and
where all opportunities for mutually beneficial trade have been
realized. First, we will show that, contrary to many perceptions,
economic interactions can provide everyone with a “free lunch.”
Next, we will discuss voluntary exchanges and show how both
parties to such an exchange must benefit, though not always
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equally. In the special case of international trade, these ideas
lead to the crucial concept of comparative advantage. Finally,
we show how the competitive equilibrium prices that emerge
from exchange are determined and how they reflect opportu-
nity costs.

The standard treatment of market equilibrium found in
introductory economics textbooks is static (fixed at a point in
time) and deterministic (no uncertainty), largely because the
standard treatments of time and uncertainty are difficult and
complex. This often leads to the impression that Lesson One
only works in a static and deterministic world. In chapter 3,
we show that, in principle, Lesson One is applicable to choices
that take place over time and under conditions of uncertainty.
However, the conditions under which equilibrium prices equal
opportunity costs are considerably more stringent than in the
static and deterministic case. Chapter 3 begins with a discus-
sion of interest rates, considered as the opportunity cost of time.
Next, we consider information and uncertainty. We begin with
the role of prices as a social mechanism for aggregating and
transmitting information about demand and opportunity cost.
We then consider risk and uncertainty. We show how insurance
markets information about perceived risks and the opportu-
nity costs associated with the various possible outcomes of risky
choices. We will return to these issues later in the book.
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CHAPTER 1

Market Prices
and Opportunity Costs

Remember that Time is Money. He that can carn Ten Shil-
lings a Day by his Labour, and goes abroad, or sits idle one
half of that Day, tho” he spends but Sixpence during his
Diversion or Idleness, ought not to reckon That the only
Expence; he has really spent or rather thrown away Five Shil-
lings besides.

—Benjamin Franklin, Advice to a Young Tradesman

Written an Old One, 1748

Most introductory economics textbooks start with a discus-
sion of opportunity cost. Once discussed in a couple of pages,
however, the concept of opportunity cost typically disap-
pears, to be replaced by a diagrammatic exposition of the way
in which prices are determined by supply and demand. This
exposition can be further elaborated using the idea of elastic-
ity (a measure of price responsiveness) to show how prices re-
spond to changes in the conditions that determine supply and
demand.

All of this is useful and necessary, as the starting point in the
training of professional economists, although many of them
would benefit from a more thorough grounding in the idea of
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opportunity cost.! However, the technical apparatus of supply
and demand analysis is largely unnecessary to understand the
economic questions commonly raised in public discussion, and
may even get in the way.

So, what is opportunity cost?

1.1. What Is Opportunity Cost?

Economists are famous for disagreeing among themselves.
Keynesians argue with monetarists about fiscal policy. Mem-
bers of the Chicago School, including a string of Nobel Memo-
rial? Prize winners, advocate unfettered markets, while the case
for government intervention in the economy is championed by
economists such as Paul Krugman, Amartya Sen, and Joseph
Stiglitz, all of whom have also been awarded the Prize. As
George Bernard Shaw is supposed to have observed, “If all the
economists in the world were laid end to end, they still wouldn’t
reach a conclusion.”

And yet, there is an economic way of thinking that separates
any serious economist, regardless of their views on policy, from
just about anyone who has not studied economics. Some people,
such as Benjamin Franklin, grasp the concept without any for-
mal training. Franklin’s observation, cited above, that “time is
money,” has become such a truism that it is often taken to be
a traditional proverb rather than the acute observation it was
when he made it. Franklin’s explanation leads toward a broader

' A well-known, though controversial, study reported that only 22 percent of
200 economists attending the 2005 annual meetings of the American Economic As-
sociation gave the correct answer to a simple question on opportunity cost measures.

* The Economics Prize is not one of the original Nobel Prizes, and its full name
is The Bank of Sweden Prize in Economic Sciences in Memory of Alfred Nobel.
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point, which forms the basis of the central idea in economics:
opportunity cost.

The idea of opportunity cost is inseparably bound up with
choice. When we make a choice between alternatives, choosing
one implies forgoing the other. To paraphrase Robert Frost, the
opportunity cost of walking down one road is whatever would
have been found on the road not taken. It is this road not trav-
eled, and not any monetary measure, that is most properly re-
garded as the cost of our choice.

To sum up:

The opportunity cost of anything of value is what you must
give up to get it.

This is an idea that seems simple enough when it is first pre-
sented but turns out to be unexpectedly subtle. The lesson of
opportunity cost is easy to state, but hard to learn. A large part
of a good course in introductory economics needs to consist of
attempts to lead students to an understanding of the idea.

Let’s consider a few examples, starting with some textbook
cases. For people who are largely self-sufficient producers, or who
trade mainly through barter, opportunity cost can be described
in simple terms. This is why introductory economics courses
spend so much time worrying about Robinson Crusoe, alone
on his island, or engaged in barter transactions with Friday.’

If Crusoe spends a day fishing, when the best alternative was
to pick coconuts, the opportunity cost of the fish he eats for din-
ner is the coconut he might have enjoyed if he had spent the day
foraging on land instead.

* In Defoe’s novel, Crusoe’s relationship with Friday was that of master and
servant rather than, as in economic textbooks, trading partner. We will discuss this
further in subsequent chapters.
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Alternatively, perhaps, Crusoe might have traded his fish to
Friday in return for, say, some roast goat. If the trade takes place,
then Crusoc’s opportunity cost for his goat dinner is the fish he
traded. For Friday, the reverse is true. He gets fish for dinner,
and the opportunity cost is the goat.

The benefit of the trade to Crusoe is the opportunity cost of
obtaining the goat some other way. If this cost is greater than the
opportunity cost of fishing, then the trade is a good one from
Crusoc’s viewpoint. The same is true for Friday and the fish.

These examples are oversimplified and conceal a range of
complexities. A couple are worth mentioning straight away.
First, Crusoe can’t know for sure what will happen if he goes
foraging for coconuts instead of fishing. The problem of uncer-
tainty is inescapable and, often, intractable. Second, in discuss-
ing barter, we haven’t said how Crusoe comes to have the fish,
and Friday the goat. We'll look at both of these issues, and the
complexities they raise, later on.

Introducing money complicates the problem even more and
provides plenty of opportunities for fallacious reasoning. The les-
son of opportunity cost is that, contrary to the popular view, eco-
nomics is not “all about money.” In fact, the lesson of opportunity
cost is harder to learn, the more accustomed you are to thinking
about costs and benefits in monetary terms. The principle of op-
portunity cost is relevant to decisions of all kinds, whether or not
there is any monetary cost associated with those decisions.

Sometimes, as we will see, the money price of a good or ser-
vice is a good measure of its opportunity cost. But very often, as
Franklin points out, it is not. The sixpence spent on idle diver-
sion is only part of the opportunity cost of a day off. And even
adding the forgone earnings of five shillings may not capture
the entire cost. Perhaps the hardworking tradesman might have
built up goodwill, leading to future demand for his services; this
is also part of the opportunity cost.
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Opportunity cost is equally relevant to public policy. This is
obvious in relation to decisions to provide some particular good
or service to the public. In making such a decision, govern-
ments forgo opportunities, including alternative expenditure
items, cuts in taxation, or reductions in public debt (allowing
for higher spending in the future). The opportunity cost of a
particular item of public expenditure is the value of the best
available alternative.

Sometimes, the way in which choices are presented makes
it appear that an attractive good can be obtained at no cost. A
careful consideration of the alternatives often, though not in-
variably, shows that there is an opportunity cost involved. As we
go on, we will see numerous examples of this.

1.2. Production Cost and Opportunity Cost

How does opportunity cost relate to ideas about costs with
which we are more familiar, such as the cost of production? And
how does this relate to prices?

The cost of production is the value, at market prices, of the re-
sources the producer uses in producing a good or service, includ-
ing raw materials, the labor of employees, the capital employed
in production, and the time and effort of managers.

Think about a small business, such as a garment maker, spe-
cializing in, say, making jackets. For any particular jacket, some
of the costs (materials, cutting, sewing, and so on) are specific to
that item, while others are “overhead” or fixed costs required to
keep the business running however many jackets are produced.

The prices paid for these inputs reflect the opportunity costs
their owners face when they supply them. For the landlord,
this is the rent they could collect from another tenant. For
the suppliers, it is the price they could get from another buyer.
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For workers and the owner-manager, it is their best alternative,
whether this is another paid job, work at home, or leisure.

It’s easy enough to see that, for purchased inputs like cloth
and other materials, the opportunity cost facing the buyer and
seller is just the market price. The price charged for cloth by a
textile manufacturer will be the same for any buyer of medium-
sized quantities, whether it is used for jackets, skirts, drapery,
or sold in a retail haberdashery store. This price is the amount
the manufacturer forgoes by selling to one buyer rather than an-
other and is the same whoever buys the cloth.

The same is true, in most cases, of rent on shop space. Pro-
vided the rent is paid, and the building maintained, landlords
do not care whether they rent to a garment maker or to another
tenant, say, a shoe repair business. Similarly, the garment maker
has a choice of comparable locations and will be unwilling to
pay a premium price. So, the rent will reflect the opportunity
cost of the space.

To sum up:

When markets are competitive, with many buyers and
sellers, the cost of production at market prices reflects the
opportunity cost of the inputs used, as perceived by input
suppliers.

1.2.1. Fixed Cost, Variable Cost, Marginal Cost, and Sunk Cost

To understand opportunity cost more fully, it’s useful to look
at the cost of production in more detail. One way of breaking
down the cost of production is to classify costs as either “fixed”
or “variable.” The fixed costs are those that arise from a deci-
sion to undertake production in the first place; for example,

* In business parlance, fixed costs are often called “overheads.”
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rent on premises, the cost of necessary capital equipment, and
so on. Variable costs are those that depend on the amount pro-
duced, such as the cost of input materials and the wages of pro-
duction workers.

This distinction isn’t hard and fast, and it depends on the
length of time over which choices are made. On any given day,
staff who have turned up for work have to be paid, so the only
variable costs are those of the raw materials actually used that
day. Over a period of years, it’s possible to invest (or not) in ad-
ditional machinery, move to new premises, and so on, so that
nearly all costs are variable. Nonetheless, the distinction is a
useful one.

Having drawn the distinction between fixed and variable
costs, we can deepen our understanding of the opportunity
costs of production. First, let’s consider the increase (or reduc-
tion) in variable cost that arises when more (or less) of some
good or service is produced. This is called the “marginal cost of
production.”

Assuming that the firm is concerned only about profits, it
will choose to produce more only if the market price is at least as
high as the marginal cost of production for one extra unit. This
is an example of Lesson One, with marginal cost as the relevant
form of opportunity cost.

While producers must adjust their production up or down
in response to market prices on a regular (say, daily) basis, they
must also pay attention to their business as a whole and consider
whether it is better to continue in business or to close down. A
decision to shut down altogether saves all the variable costs of
production, and potentially some of the fixed costs, such as the
need to pay rent on premises.

The crucial distinction here is between those fixed costs
that can be avoided by shutting down and those that cannot.
Only avoidable costs represent part of the opportunity cost of
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continuing production. Costs that cannot be avoided or re-
couped, whatever choice is made, are called “sunk costs.” One of
the crucial insights of opportunity cost reasoning (echoed in the
folk wisdom “don’t throw good money after bad”) is that sunk
costs should not influence our decisions, since there is nothing
we can do to change them.

The relevance of sunk costs goes far beyond business deci-
sions. In all long-term projects, from university studies to per-
sonal relationships, we face the decision of whether to persist.
The problem of sunk costs arises mostly when, in retrospect, we
regret our decision to begin the project. Sunk costs can lead us
astray in two different ways.

On the one hand, we may think that, having invested heavily
in a project, we should see it through, regardless of future costs
and benefits, rather than waste all our effort. On the other hand,
we may conclude that, no matter what happens in the future,
the project as a whole is bound to have had more costs than ben-
efits and that we should therefore abandon it immediately. Both
forms of reasoning are rejected by the logic of opportunity cost.
What matters to a choice are the alternatives available now, not
the costs that have been incurred in the past.

1.2.2. Labor and Wages

The logic of opportunity cost is clear enough for items such as
materials and rent. However, because labor is the most impor-
tant input to production in any economy, the cost of producing
any good or service is determined, to a substantial extent, by the
wage cost of the labor time required. Does the analysis of op-
portunity cost apply to work and wages?

At one level, the answer is “Yes.”

The workers who produce a given good or service could
have spent their time on another job (assuming other jobs are
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available), or at home, working around the house or enjoying
leisure activities. In the first case, the opportunity cost of labor
time is the wage that workers could have received if they took
their “outside option,” that is, the best available alternative
job. The “wage” consists not merely of the hourly rate, but of
employer-provided benefits and working conditions, including
those that affect the enjoyability, safety, and security of the job.

Under conditions of full employment, it is easy enough for
workers with generic skills to move from one job to another.
And, in competitive labor markets, wages and working condi-
tions are typically much the same for jobs with similar require-
ments and responsibilities.

An employer who offers wages below the opportunity cost
of workers’ time will not lose all their workers immediately.
But their most mobile workers (usually including the best ones)
will start looking for new jobs and will be hard to replace when
they leave.

In the long run, therefore, an employer in a competitive labor
market must pay the market wage. Under these circumstances,
the market wage is, in general, a good measure of the oppor-
tunity cost for buyers and sellers. In a competitive labor mar-
ket, where jobs are plentiful and workers can choose between
employers, wages will therefore tend to reflect the opportunity
costs workers face.

In reality, though, labor markets are rarely like this. When
unemployment is high, workers are not free to move from one
job to another. Even in situations of full employment, workers
with specialized skills may have only a limited choice of em-
ployers. And, with labor market institutions such as employer-
funded health insurance, switching jobs may be costly. To
understand employment, unemployment, and wages, we need
two lessons, not one. We will look at this in more detail in
chapters 8 and 14.
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1.3. Houscholds, Prices, and Opportunity Costs

We've just seen how the logic of opportunity cost applies to pro-
ducers. What about consumers? When we make our own daily
decisions about what and how much to buy, market prices usu-
ally determine the opportunity costs we face.

Consider the age-old problem of balancing the family bud-
get. Despite the good advice we receive, few of us do this in the
systematic manner prescribed by manuals of home economics.
Rather, most of us pay the bills that have to be paid, buy what
we see as necessities, and then decide how to spend, or save,
what is left over.

Sometimes, there’s enough spare cash that we can pick and
choose among optional expenditures. In this case, the logic of
opportunity cost is clear enough. We can afford either a nice
new jacket, made by the garment shop mentioned in the previ-
ous section, or a pleasant restaurant meal, but not both.

If we choose the jacket, its opportunity cost is the meal we
might have enjoyed with the same expenditure. The market
price of the jacket tells us how much, in the way of eating out
or other optional expenditures, we must give up in order to
get it.

At other times, the choices may be more difficult. There may
not be enough money to pay for the necessities, let alone the
luxuries. In these circumstances, the choices are either to go
without (effectively redefining “necessities”) or to go into debr,
for example by running up the balance on the credit card.

If the decision is to go into debt, the opportunity cost of
resolving the immediate problem of paying the bills is the in-
creased difficulty of the choice that will have to be made in a
month’s time, when the credit card debt, plus interest, will be
added to the regular bill. One way or another, the logic of op-

portunity cost is always relevant.
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On the other side of the ledger, we must earn the money to
pay our bills. For most households, this money comes primarily
from wage employment. Under conditions of full employment,
we always have the opportunity to find a job at the market wage.
One Lesson economists assume that this is always the case, but
in reality, full employment is more the exception than the rule
(see section 8.4).

Depending on the nature of the job, we may be able to work
more (or fewer) hours, gaining (or giving up) extra income from
overtime. In the longer term, a couple’s household must choose
whether both members will seck full-time work or one will
spend more time at home. This dilemma is particularly acute
for couples with children, where the opportunity cost of time
spent at work is time for childcare.

1.3.1. Household Production

When we talk about “the economy,” most of the time we mean
the world of paid work and production of goods and services
for sale on the market (or, perhaps, provision by government,
funded by taxation). However, thinking about opportunity cost
brings home the fact that much economic activity takes place
outside the market, mostly within the home, or, in the jargon of
economics, the household sector. Time at home can be allocated
to household work, childcare, or leisure. The wage that could
otherwise be earned in the market sector is the opportunity cost
of this time.

Household work substitutes more or less directly for market
goods and services. A home-cooked meal is an alternative to eat-
ing out, a shopping trip is an alternative to home delivery, and so
on. In each case, the choice is between using time to produce the
good or service directly, or using the time to work to earn money,
which can be used to buy goods and services on the market.
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In this context, it’s worth mentioning the concept of gross
domestic product (GDP). GDP is a measure of the total output
of the market sector of the economy. The concept was devel-
oped to assess whether the market sector was in a boom (in
which case, it would attract unemployed workers back into
work) or in a slump (in which case those workers would return
to the household sector to engage in household work or invol-
untary idleness).

GDP was not intended as a measure of society’s total pro-
ductive activity or of economic well-being. Unfortunately, it is
often (mis)used in this way, particularly by One Lesson econo-
mists. Advocates of lower corporate taxes and business-friendly
regulation commonly argue that these policies will increase
GDP. Even when this is true, it does not mean that society as a
whole will be better off.

Although we have seen a lot of change over the past 50 years
or so, most household work is still done by women and most
market work by men.’ The misuse of GDP as a measure of eco-
nomic well-being devalues the work of women and reinforces
existing inequalities.

1.4. Lesson One

These everyday choices illustrate Lesson One:

Market prices (including wages) tell us about the opportu-
nity costs we face as consumers and workers.

5 According to the Bureau of Labor Statistics, American men spend an average
of 4.3 hours per day on paid work and related activities, and 1.8 hours per day on
household activities, including childcare. Women spend 2.9 hours per day on paid
work, and 2.7 hours per day on houschold activities.
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But market prices are only one side of the equation that de-
termines our possible choices. On the other side of the equa-
tion is income: the more we have, the wider the range of choices
open to us. Incomes in turn are determined by the allocation of
property rights, including financial wealth, access to education,
obligations to pay debts including taxation, and rights to receive
income from others, or from government programs like Social
Security and Medicare.

Hazlitt, like other One Lesson economists, assumes the allo-
cation of private property rights to be preordained and natural,
while treating government programs like Social Security as an
arbitrary intervention. In fact, all property rights are construc-
tions of government and law. We will develop this point further
in chapter 7.

In some cases, these constructions are obvious and immedi-
ately visible: in others they are decades or centuries old. Either
way, the set of property rights is logically prior to the determina-
tion of property rights.

A huge amount of intellectual effort has gone into deter-
mining the prices that will emerge from a given set of property
rights, production technologies, and consumer preferences. In
the next chapter, we will examine the outcomes of this effort in

the light of Lesson One.

1.5. The Intellectual History of Opportunity Cost

The idea of opportunity cost is a natural consequence of moder-
nity. In a traditional society, most economic decisions are made
on the basis of custom, or of fixed obligations (what Marx and
Engels called “motley feudal ties”). The central idea of tradition
is to do whatever has been done before. In a modern society, we
are faced with new choices all the time, regarding how to spend
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our household income, how to manage the business of produc-
tion, and how to determine public policy.

We have already seen what is, perhaps, the first presentation
of the idea of opportunity cost, given by Benjamin Franklin.
Franklin presented the idea as a piece of practical wisdom, natu-
rally applicable in a modern commercial society, and particularly
for the “tradesman” to whom his advice was addressed. But it
is equally applicable to anyone making the complex choices en-
tailed by modern life.

Frédéric Bastiat was the first to deploy the idea of opportunity
cost (though not the name) as a polemical weapon. Bastiat de-
molished spurious arguments for a variety of proposals to assist
particular industries by pointing out that the proponents had fo-
cused on the benefits of the path they proposed without taking
account of the opportunity costs of the (unseen) path not taken.

Bastiat is well known in the history of economic thought.
The same cannot be said of Friedrich von Wieser, the Austrian
economist who coined the term “opportunity cost” (Opportu-
nititskosten in German) along with the equally notable term
“marginal utility.”

For von Wieser, the concept of opportunity cost was appli-
cable, not only to decisions made in markets but also to the dis-
tribution of wealth and resources for the community as a whole.
A highly unequal distribution of wealth means that the luxury
consumption of the rich takes precedence over the basic needs
of the poor. As von Wieser sharply observes:

It is therefore the distribution of wealth that decides what

will be produced, and leads to a consumer of a more anti-
economic variety: a consumer wastes ON UNNECessary,

¢ The term tradesman at the time encompassed shopkeepers as well as self-
employed crafts workers.
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guilty enjoyment that which could have served to heal the
wounds of poverty.

Von Wieser used this idea to justify a progressive income tax.
The idea of opportunity cost was brought into the mainstream
of economics by Austrian and Austrian-influenced economists,
most notably F. A. Hayek, Ludwigvon Mises, and Lionel Robbins.
Unfortunately, all three were dogmatic One Lesson economists,
who stripped von Wieser’s idea of its egalitarian implications.
Mainstream economists largely accepted Robbins’s dictum
that interpersonal comparisons of well-being should be rejected
as “unscientific” and sought to rebuild welfare economics with-
out reference to such concepts as marginal utility. By the 1970s,
when theorists such as Peter Diamond and James Mirrlees re-
turned to the problem of optimal tax, the link to von Wieser’s
work and to the concept of opportunity cost was lost.
Meanwhile, rather than applying the opportunity cost con-
cept to the actual problems of economics, von Wieser’s students
Hayek and Mises pursued a far less fruitful aspect of his work:
the sterile nineteenth-century controversy over the “theory of
value.” By subordinating economic analysis to dogmatic market
fundamentalism, Hayek and Mises drove the Austrian school
of economics into a blind alley from which it has never escaped.

Further Reading

Among the vast number of introductory textbooks presenting
the mainstream view of microeconomics, McCloskey (1982) is,
in my opinion, the most idiosyncratic and enjoyable. Unfortu-
nately, even this classic follows the usual pattern, stressing the
importance of opportunity cost in the opening sections, but
making little use of the concept in the main body of the work.
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It’s worth looking at a critical companion to such texts,
pointing out the problematic assumptions, especially those that
aren’t spelled out. Fine’s Microeconomics: A Critical Companion
(2016) is a good choice. The companion volume, Fine and Di-
makou, Macroeconomics: A Critical Companion (2016), is also
worth reading. It stresses the point, developed in section 8.6,
that analysis of the macroeconomy cannot be subordinated to
One Lesson microeconomic reasoning. Rather, One Lesson rea-
soning depends on the assumption that the economy is operat-
ing under conditions of full employment.

The quotations at the beginning of section 1.1 are from
Franklin (1748) and Frost (1921). Robinson Crusoe was first
published as Defoe (1719). An accessible version is Defoe
(2003). The study described in footnote 1 is reported in Ferraro
and Taylor (2005). The quotation about economists” disagree-
ment is unsourced, although it is often (incorrectly, as far as can
be determined) attributed to George Bernard Shaw.

Philip Mirowski (2011), in a video currently available on
YouTube, has some interesting remarks on how the Nobel Me-
morial Prize in Economics came into existence. A more detailed
account, spelling out the relationship between One Lesson eco-
nomics and the establishment of the Prize, is given in 7he Nobel
Factor (Offer and Soderberg 2016).

Marilyn Waring’s (1988) Counting for Nothing provides a
feminist critique of GDP, the elements of which are sketched
out in section 1.3.1. Estimates of paid and unpaid work are de-
rived from the American Time Use Survey (Bureau of Labor
Statistics 2018). Also of interest is Diane Coyle’s (2015) GDP: A
Brief bur Affectionate History, which addresses these issues (no-
tably in the introduction to the paperback edition).

Von Wieser’s systematic presentation of the theory of oppor-
tunity cost and its relationship to marginal utility was presented
in Natural Value (von Wieser 1893). Von Wieser’s broader views
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were presented in his Social Economics (von Wieser 1927). Both
are available in translation in Google Books. Streissler (1990)
provides an accessible account of the first generation of the Aus-
trian School. Robbins (1932) is an early and influential example
of the fallacious idea that a value-free economics can have any-
thing useful to say.

The Diamond and Mirrlees (1971a, 1971b) presentation of
the theory of optimal taxation is highly mathematical, and ac-
cessible only to trained economists. We will give a simple pre-
sentation of some of the issues in chapter 13.

Other sources cited are Marx and Engels (1843).
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CHAPTER 2

Markets, Opportunity Cost,
and Equilibrium

An economist is someone who knows the price of everything
and the value of nothing.’
—DPopular adaptation of Oscar Wilde,
Lady Windermere’s Fan

Economists talk a lot about markets and prices. Yet markets
are only one of the ways in which we balance the benefits and
opportunity costs of our choices. We've already looked at how
much economic activity takes place within families, and the op-
portunity costs of different choices they make. Governments
also make choices on behalf of society as a whole. In a properly
functioning democratic society those choices broadly reflect
the wishes of the voting public. As we will argue in more detail
when we discuss Lesson Two, the logic of opportunity cost is
just as relevant to governments as to firms and households.
Even in the business sector, markets often play only a sub-
ordinate role. Within a large corporation, decisions are made
through a hierarchical system that differs only in details from

! Wilde referred to “cynics” rather than economists, but the use of his turn of
phrase to describe economists has been widespread.
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that of a centrally planned economy.” Other decisions involve
contractual relationships with suppliers and large customers.
It is only in the sale of final goods and services to houscholds
that market prices play the kind of role described in introduc-
tory textbooks.

What, then, is special about markets? The answer is: prices.
When we make a market choice, between one item and another,
the opportunity cost of one item is determined by its price rela-
tive to that of the alternatives. The same is true for a firm decid-
ing what, and how much, to produce for the market.

These observations raise a number of questions.

= How are prices determined?

= How can the same price reflect opportunity costs for both
producers and consumers?

= Do exchanges at market prices benefit everyone, or does one
party (say, the seller) always benefit at the expense of the other?

Lesson One provides an answer to these questions, though
not a complete answer. Under some stringent conditions, a
competitive market equilibrium illustrates a strong form of
Lesson One:?

In an ideal competitive equilibrium, market prices will
equal opportunity costs, leaving no free lunches on the

* This observation was first made by the great Chicago economist Ronald
Coase in the 1930s. At the time, Coase was shifting from his carly socialist sympa-
thies to a more market-oriented viewpoint and was able to encompass both posi-
tions in his analysis of the firm.

* One Lesson economists generally assume that these conditions hold, without
bothering to spell them out. In the case of Hazlitt, writing in 1946, this was under-
standable, since the conditions weren’t worked out precisely until the 1950s, with
the work of Arrow and Debreu. His successors have no such excuse.
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table. For a given distribution of property rights, exchanges
at market prices benefit everyone.

2.1. TISATAAFL (There Is Such A Thing
As A Free Lunch)

The acronymic adage TANSTAAFL (There Ain’t No Such
Thing As A Free Lunch, pronounced /tan"-stah-fl/) was popu-
larized, particularly in propertarian circles, by Milton Fried-
man and, a little earlier, by Robert Heinlein’s science fiction
classic The Moon Is a Harsh Mistress.t

The adage is derived from a marketing ploy used by
nineteenth-century saloons, which offered a “free” lunch to cus-
tomers, on the assumption that they would wash it down with
beer or other drinks. Naturally, the cost of the lunch was incor-
porated into the price of the drinks.

The key idea may be restated in terms of the broader point
that it is opportunity cost, rather than just monetary cost, that
matters when making economic decisions. Although there is no
explicit charge for the lunch, patrons can only consume it at the
opportunity cost of forgoing cheaper beer to go with the lunch.

Propertarians commonly use the TANSTAAFL adage to
point out that services provided “free” by governments will,
in general, have an opportunity cost. “Free” provision of some

* Advocates of this viewpoint normally describe themselves as “libertarian.”
I'm using the term “propertarian” for two reasons. First, ownership of the term
libertarian is strongly contested by left-wing libertarians, who regard the enforce-
ment of property rights by government as an assault on freedom. Second, an em-
phasis on the desirability of protecting markets and the existing system of property
rights from government intervention need not be associated with any concern
about liberty in general. This has become increasingly evident under the Trump
administration.
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service must be funded either by higher taxes or by reductions in
other areas of public expenditure. The more general point, that
it’s necessary to look at the full opportunity cost of any good or
service, and not just the immediate price, is yet another version
of Lesson One.

But there is a contradiction here. Most economists think
that improved economic policy can yield better outcomes for
everyone, even though they may disagree about which policies
would yield this result. Propertarians, who extol the benefits
that might be realized by rolling back state control and giving
markets free rein, are no exception to this rule.

A free lunch is “something for nothing,” that is, a benefit ob-
tained with no opportunity cost. Conversely, TANSTAAFL
holds if and only if there are no free lunches left on the table,
which in turn will only happen if the economic system is func-
tioning perfectly. So, if economic outcomes can be improved for
everyone, the correct statement is TISATAAFL (There Is Such
A Thing As A Free Lunch).

The TANSTAAFL adage embodies an important truth appli-
cable to many apparent “free lunches,” in which the true oppor-
tunity cost is carefully hidden. However, if TANSTAAFL were
literally true, humanity could never have risen above subsistence.

The more important truth, argued by economists beginning
with Adam Smith’s The Wealth of Nations, is TISATAAFL.
The poorest person in a modern developed economy enjoys,
with less effort and toil, a range of goods and services that were
unavailable to our ancestors. The improvements in living stan-
dards generated by a modern economy are, for us, a free lunch.
In fact, economics tells us about two kinds of free lunch, tech-
nological innovations and improved allocation of resources.

Technological innovations are the most obvious kind of free
lunch. Technological innovations that allow us to produce a
given output with less of every kind of input, including labor,
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provide us with the classic example of free lunch. Adopting the
new technology allows us to increase output without using any
additional resources. So, the opportunity cost of the additional
output is zero. The only thing required to improve production
and consumption possibilities in this way is information.

The second kind of free lunch, the core concern of econom-
ics, arises from improved allocation of resources. Lesson One
leads us to think about improvements that can be generated by
allowing markets to work. In Lesson Two we will see that public
policy can yield improved resource allocation when markets fail
to match prices and social opportunity costs.

Exchange through trade and markets can generate benefits
for everyone, compared to a situation where everyone relies on
themselves. When Crusoe trades fish for Friday’s goat, each ob-
tains a meal that would have had a higher opportunity cost in
the absence of trade. The improvement is a (partly) free lunch,
or maybe a free dinner.

By contrast, the saloon story underlying TANSTAAFL, in
which an apparent bargain turns out to be nothing of the kind,
stands in stark opposition to the economic idea of exchange as
a bargain in which both parties benefit. It is in line with the
premodern view of trade as a zero-sum game, in which any gain
to one part is a loss for the other.

With a correct economic analysis, the saloon story illustrates
TISATAAFL. Suppose that the customer would be willing to
pay the saloon’s price for the beer alone. Then, compared to the
situation in the absence of exchange, the lunch really is free. For
the lunch not to be free, the price of beer in the saloon must be
more than the opportunity cost of obtaining the beer some other
way, for example, at another saloon or through home brewing.

However, assuming the saloon is not operating at a loss, its
price must cover the saloon’s opportunity cost of providing both
the beer and the lunch. If this cost is the same as that facing busi-
nesses where the beer and the lunch are priced separately, then the
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price of the lunch is fully included in the price of the beer. There
is a net gain from exchange between the saloon and the customer,
whether the beer and lunch are priced separately or sold together.

Under ideal conditions, the market outcome will ensure that
there are no free lunches left on the table. These are the condi-
tions of perfect competitive equilibrium, which we will consider
in section 2.4. But first, we will look in more detail at the idea of
gains from exchange.

2.2. Gains from Exchange

Understanding opportunity costs leads us to a central idea of
economics. This is the idea of gains from exchange, or, more pre-
cisely, the idea that a voluntary exchange of goods and services
can, and ordinarily will, leave both parties better off.

At first glance, this idea seems paradoxical, and throughout
history, many people have viewed any kind of trade as a zero-
sum game. That is, whatever one party gains must be at the ex-
pense of the other. The most recent example of such thinking is
demonstrated by US president Donald Trump.

The reasoning underlying Trump’s apparently plausible view
is simple, particularly where goods are traded for money. An
item has a “true value” or “just price.” If the item is sold for more
than its true value, the seller gains at the expense of the buyer,
and vice versa.

It is perhaps not surprising that Trump should see trade in
this way. Speculative real estate transactions are, in large mea-
sure, zero-sum deals in which the seller (or buyer) wins by get-
ting a price that is higher (or lower) than the market value.
Trump’s book, The Art of the Deal, exemplifies this thinking
Indeed, the book itself is a minor instance, since buyers weren’t
told that they were reading the words of a ghostwriter, rather
than those of Trump himself.
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Opportunity cost reasoning shows why trade isn’t generally
zero-sum. Sticking with books as the example, suppose that
F. A. von Hayek offers a copy of his classic free-market polemic,
The Road to Serfdom, to Keynes, in return for a copy of Keynes’s
The General Theory of Employment, Interest and Money. The op-
portunity cost to Hayek of the copy of Keynes’s book is a copy
of his own book and vice versa.

Since each of these famous authors has presumably read his
own book, and probably has more copies on hand, the opportu-
nity cost associated with giving up one copy of their own book
is small. It might perhaps be the opportunity to give the book as
a present to a family member.

On the other hand, since it is important to understand one’s
intellectual adversaries, both Keynes and Hayek would natu-
rally want to read what the other had written.’ So, the value of
the book received in exchange would be greater than the op-
portunity cost of the book given away, even though both au-
thors presumably would regard their own arguments as more
convincing.

Of course, it might be that one or both of the authors doesn’t
value the opportunity to read the other’s work as highly as the
opportunity cost of giving up a copy of their own book. In this
case, trade would indeed be harmful to at least one party. Under
these circumstances, however, the trade won’t take place. So, the
fact that trade takes place is suficient to conclude that both par-
ties are better off, relative to the alternative of not trading,

> In this case, the adversarial nature of the relationship was somewhat one-
sided. Hayek rejected Keynes's General Theory, but Keynes later wrote to Hayek in
quite complimentary terms about Zhe Road to Serfdom. Moreover, Hayek was not
particularly notable among the critics of the General Theory. The supposed Keynes-
Hayek contest really reflects Hayek’s latter-day reputation as the prophet of market
liberalism and the “Austrian school” of economics.
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The argument doesn’t change at all if, instead of bartering
goods, the transaction involves money. For the buyer, the oppor-
tunity cost of the purchase price of an item is the goods or services
the money could have been used for otherwise, and the purchase
will go ahead only if the value of the item exceeds this opportu-
nity cost. For the seller, the value of the sale is the value of the
goods that can be bought with the proceeds, while the opportu-
nity cost is the good itself, or the resources required to replace it.

Once again, trade will take place only if the value gained for
both parties exceeds the opportunity cost, so that both parties
are better off than they would be without the trade. In fact,
trade using money allows us to put things more simply. A sale
will take place only if the price is less than the value of the item
to the buyer and more than the value of the item to the seller.

The fact that both parties gain from voluntary exchange does
not mean that the outcome of such exchanges is fair to both.
Before exchange can take place, property rights must be defined
and enforced. If property rights are unequally and unfairly al-
located in the first place, they will remain unequal and unfair
after voluntary exchanges have taken place.

Moreover, trading between two people may close oft oppor-
tunities for others to trade, and thereby make them worse off.
When a new supplier offers products at lower prices, its cus-
tomers are better off, but the firms that formerly supplied those
customers are not. So, moving from restricted to unrestricted
trade need not make everyone better off.

2.3. Trade and Comparative Advantage
International trade is a special kind of exchange, and one that

has always been more complex and controversial than ordi-
nary market purchases and sales between residents of the same
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country, using the same currency. The language in which inter-
national trade is commonly discussed, centered on terms like
“competitiveness,” “surplus,” and “deficit,” tends to reinforce
the view that exchange, at least between different countries,
must be a zero-sum game.

Economists have long rejected this view. Their key arguments
are based on the concept of comparative advantage, first devel-
oped by the great classical economist David Ricardo. Although
the term is used mostly in relation to international trade, it’s
equally applicable to any kind of trade.

The idea of comparative advantage is subtle, powerful, and
surprising. An understanding of comparative advantage, and
the resulting theory of gains from trade, is one of the things
that separates economists from just about everybody else. Not
surprisingly, economists are very fond of the idea; sometimes
too fond.

Ricardo used the example of trade between Portugal (then
and now a producer and exporter of wine) and England (then,
but not now, a producer and exporter of cloth). I'll try to bring
things up to date by looking instead at the United States and
Australia. In keeping with the general idea of this book, focus-
ing on ideas rather than graphs and calculations, I'll also forgo
the presentation of a numerical example.

On a superficial look at the two economies, it might seem
that Australian producers can’t compete with the United States
in any important industry. The United States is more techno-
logically advanced and US farmland is richer and more fertile
than Australia’s. Australia produces lots of coal and iron ore,
but the United States also produces more of these commodities
than it needs for domestic use.

Unsurprisingly, the United States exports a lot of manufac-
tured goods, such as boats, to Australia. On the other hand,
Australia exports a wide variety of agricultural products to the
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United States, notably including beef, and would sell more if
not for a variety of restrictions on market access, imposed with
the aim of protecting US farmers.

To see why, let’s apply Lesson One, and think about the op-
portunity cost of producing beef in Australia and in the United
States. To keep things simple, suppose that the alternative is to
produce boats.

Suppose Australia were to produce more boats, to replace
boats imported from the United States. That might be done by
converting cattle ranches into timber plantations from which to
make boats, and re-employing Australian farmworkers as boat-
builders. Unfortunately, the land on which beef cattle is mostly
raised in Australia is low in fertility and doesn’t get reliable rain-
fall. That makes it less productive as cattle country, but it’s even
less well suited for producing timber. The opportunity cost of
using land for beef is the value of the timber that might other-
wise be grown, and that value is very low.

The same point applies to labor. In our example, the op-
portunity cost of farmworkers’ labor used in beef production
is the extra boats the same workers could produce if they were
retrained as boatbuilders. For a variety of reasons, output per
hour in most Australian manufacturing industries is lower than
in the United States, so the number of extra boats produced for
cach ton of beef forgone would be small, well below the number
that could be produced by transferring US workers from agri-
culture (beef) to manufacturing (boats). That is, in the US case,
the opportunity cost of beef is higher, and the opportunity cost
of boats is correspondingly lower.

Putting these points together, we can see that to produce
more boats, Australia would have to give up a lot of beef pro-
duction. By contrast, the opportunity cost of boats and other
manufactured goods in the United States is much lower. So, in
asimple system of barter, it would make sense for Australians to
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trade their beef for American manufactures, exactly as happens
in reality.®

2.4. Competitive Equilibrium
Let’s restate Lesson One:

Market prices reflect and determine the opportunity costs
faced by consumers and producers.

We've seen how market prices determine the opportunity
costs we face in making economic decisions as consumers,
workers, and producers of goods and services. We can't, as indi-
viduals, change the market prices we face for goods and services
in general, so we must take them as given in looking at the op-
portunity cost of different choices.

But Lesson One says something more, namely that market
prices also reflect opportunity costs. That s, just as the opportu-
nity costs of our choices are determined by market prices, those
market prices are determined by our choices. Under ideal condi-
tions, those choices, aggregated over all the members of a soci-
ety, will reflect the opportunity costs for that society as a whole.

There is a large branch of economic theory devoted to prov-
ing results of this kind using formal mathematics. But the
core of the idea may be approached using the idea of “no free

¢ It’s true that the United States sells more goods and services to Australia than
it buys; that is, the United States has a surplus in its bilateral balance of trade with
Australia. But this doesn’t reflect an absolute US advantage. China runs a surplus
in its trade with the United States and a deficit in its trade with Australia. This pat-
tern of “triangular trade” is found quite commonly. It makes sense because trade is
determined by comparative advantage, not absolute advantage.
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lunches” or, more precisely, “no benefits without equal opportu-
nity costs,” as discussed in section 2.1.

As we saw then, this condition requires that all production
be technologically eflicient. If not, there is always a free lunch to
be had by making production more efficient, thereby producing
more with the same inputs.

The second “no free lunch” requirement is that there should
be no gains from mutually beneficial exchange remaining to be
realized. It’s easy to see that this requirement is closely related to
market prices.

Example 1: Suppose that you own a new jacket that you
would be willing to trade for tickets to tonight’s baseball game,
while I have tickets and would be willing to trade them for your
jacket.

Now let’s look at market prices. If the market price of the
jacket is greater than the price of the tickets, there is no need
for you to trade with me. You can sell the jacket at the market
price, use the proceeds to buy the tickets, and have money left
over. Since you make the best possible choices, that’s what you
will do. If I want to complete the trade, by selling my tickets and
buying the jacket, I will have to make up the price difference.

On the other hand, if the market price of the jacket is less than
that of the tickets, the fact that this price prevails indicates that
there must be someone else willing to sell jackets and buy tickets
at those prices. So, I can sell my tickets and use the proceeds to
buy a jacket, making an exchange that benefits both me and the
other parties involved. You, on the other hand, are out of luck.
At the prevailing prices, no one is willing to trade tickets for a
jacket, and there are no remaining exchanges to be made.

This simple example gives a flavor of the argument that
leads to Lesson One. Intuitively, it suggests the conclusion
that trade at market prices will capture all the potential gains
from mutually beneficial exchanges, so that no free lunches
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will be left on the table. In other words, in market equilibrium,
TANSTAAFL holds.

This is where casual presentations of Lesson One commonly
stop. But the simple story above embodies a lot of assumptions
about the way markets work.

The most important are:

(A) Everyone faces the same market-determined prices
for all goods and services, including labor of any given
quality, and everyone can buy or sell as much as they
want to at the prevailing prices.

(B) Everyone is fully aware of the prices they face for all
goods and services, including how uncertain events
might affect those prices.

(C) No one can influence the prices that they face.

(D) Everyone makes the best possible choices given their
preferences and the technology available to them.

(E) Sellers bear the full opportunity cost of producing the
good, and buyers receive the full benefit of consuming
it, no more and no less. That is, no one can shift costs
associated with production or consumption to anyone
else without compensation (for example, by dumping
waste products into the environment) and no one else
receives benefits for which they do not pay.

We can go back to the ticket-for-jacket example above to see
where each of these conditions fits in.

If the market price of the jacket is greater than the price
of the tickets, there is no need for you to trade with me.
You can (assumption A) sell the jacket at the market price
(which is unaffected by assumption C), use the proceeds to
buy the tickets, and have money left over. Since you make
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the best possible choices (assumption D), that’s what you
will do. If T want to complete the trade, by selling my tick-
ets and buying the jacket, I will have to make up the price
difference. By assumption (E), no one else is affected.

This more complicated version of the story can be formulated in
mathematical terms to show that, under the stated conditions
(and some additional technical requirements), a competitive
equilibrium will arise in which there are no free lunches; that is,
any potential benefit entails an opportunity cost that is at least
as great.”

In this “perfectly competitive” equilibrium, the price of any
particular good is equal, for everyone who consumes that good,
to the opportunity cost of a change in consumption, expressed
in terms of the best alternative use they could make of the
money paid for the good. Similarly, firms can maximize profits
only if the prices of the goods they produce are equal to the op-
portunity cost of the resources that could be saved by producing
less of those goods.

This point is the core of Lesson One. In a perfect competi-
tive equilibrium, prices exactly match opportunity cost. There
are no “free lunches” left. More precisely, any additional ben-
efit that can be generated for anyone in the economy must be
matched by an equal or greater opportunity cost, where op-
portunity cost is measured by the goods and services forgone,
valued at the equilibrium prices. This opportunity cost may be
borne by those who benefit from the change or by others.

7 'The proof of this result by Kenneth Arrow and Gerard Debreu in the 1950s
was arguably the greatest theoretical achievement of mathematical economics.
However, as we will see, its implications for economic theory and economic policy
are routinely misunderstood. Moreover, the result says nothing about whether, and
how fast, the economy will actually reach this equilibrium.
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One Lesson economists like Hazlitt implicitly assume some-
thing much stronger: that if prices reflect opportunity costs,
there is no room for improvement in public policy. In particu-
lar, he assumes that any policy that benefits one group at the
expense of others is undesirable. To put it more strongly, the
distribution of income associated with the competitive market
equilibrium we might observe if all government intervention
were removed is assumed to be optimal.

This idea is false. As we will see, there are a vast number of
possible outcomes in which there are no free lunches, each cor-
responding to a different allocation of rights and a different
market equilibrium.

2.5. Free Lunches and Rents

Whenever there’s a free lunch left on the table, there is a gap
between prices and opportunity costs.® If the price of a good
or service is higher than the opportunity costs, some potential
producers who would benefit from selling are not doing so. On
the other hand, those who do sell are getting a price that exceeds
their opportunity cost. The same is true, in reverse, for buyers,
in the case where price is less than opportunity cost.
Economists use a variety of names for the difference between
the price and the opportunity cost, including “economic profit,”
“true profit,” and, most commonly, “economic rent.” A compet-
itive equilibrium is characterized by the absence of economic
rent. Moreover, a common way of generating rents is to exclude
rivals from a market, either through dubious business practices
or by enlisting the aid of governments to restrict market access

8 The idea for this section was suggested by an anonymous reader for Princeton
University Press.
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to a favored few. For both these reasons, economists tend to
view rents with suspicion and the term “rent-secking” is invari-
ably used pejoratively.

Rents are not always bad, however. The first firm to bring
a new and improved product to market earns rents, at least
until rivals can copy their innovations. And the wage premium
workers receive when they form an effective union is a kind of
rent. In situations of high inequality, like those that currently
prevail in the United States, an increase in incomes flowing to
workers is likely to be socially beneficial, whether or not it is
consistent with competitive market cquilibrium. These issues
are discussed in chapter 12.

2.6. Adam Smith and the Division of Labor

Although there were previous writers on economic topics, and
although he thought of himself as a moral philosopher rather
than as an economist in the modern sense, Adam Smith’s clas-
sic The Wealth of Nations is rightly regarded as marking the
beginning of economics in its present form. Smith was the first
economist to give a systematic exposition of the gains from
trade. He was equally insightful when it came to technological
change.

Smith sought to understand the processes by which living
standards could increase over time. His primary focus was on
technological progress arising from the division of labor.’

His famous example of the pin factory illustrates the point
and is worth quoting in full.

? Smith was by no means the first writer to stress the importance of the division
of labor, or even its importance in the manufacture of pins. His great insight was to
see the crucial role of the division of labor in technological progress.
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To take an example, therefore, from a very trifling manu-
facture; but one in which the division of labour has been
very often taken notice of, the trade of the pin-maker; a
workman not educated to this business (which the division
of labour has rendered a distinct trade), nor acquainted
with the use of the machinery employed in it (to the in-
vention of which the same division of labour has probably
given occasion), could scarce, perhaps, with his utmost in-
dustry, make one pin in a day, and certainly could not make
twenty. But in the way in which this business is now carried
on, not only the whole work is a peculiar trade, but it is di-
vided into a number of branches, of which the greater part
are likewise peculiar trades. 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 manu-
factories, are all performed by distinct hands, though in
others the same man will sometimes perform two or three
of them. T have seen a small manufactory of this kind where
ten men only were employed, and where some of them con-
sequently performed two or three distinct 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. There are in a pound up-
wards of four thousand pins of a middling size. Those ten
persons, therefore, could make among them upwards of
forty-eight thousand pins in a day. Each person, therefore,
making a tenth part of forty-eight thousand pins, might be
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considered as making four thousand eight hundred pins
in a day. But if they had all wrought separately and inde-
pendently, 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; that
is, certainly, not the two hundred and fortieth, perhaps not
the four thousand eight hundredth part of what they are at
present capable of performing, in consequence of a proper
division and combination of their different operations.

Smith goes on to spell out three sources of technological
progress. First, the acquisition through education and experi-
ence of specialized skills. Second, the savings in time that are
realized by doing a single task repeatedly, rather than switching
between a number of tasks, each requiring appropriate equip-
ment. Finally, the benefits of improvements in the design of ma-
chinery, some discovered by workers on the job and others by
specialist researchers.

In modern economic jargon, these are referred to as “human
capital,” “economies of scale,” and “technological innovation,”
respectively.

The logic of opportunity cost and specialization explains why
people in developed economies spend much of their time pro-
ducing goods and services for sale, then exchange their earnings
for goods and services produced by others."

A skilled worker, with specialized equipment, say a brick-
layer, can lay a large number of bricks in the time that it would
take him to stop laying bricks and perform some other task, such
as repairing his car. The same is true in reverse for a mechanic,

1" Although not all of their time. A large part of economic activity, particularly
for women, consists of the production of services, and to a lesser extent goods, for
the use of their own houschold.
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who might think about taking time off work to lay a brick wall
around her garden. So, the opportunity cost of car maintenance
is higher for the bricklayer than for the mechanic and vice versa.
This allows for gains from trade that take the form of productiv-
ity gains from the division of labor.

Further Reading

Unusually among Nobel Prize-winning economists, Coase
wrote comparatively little. His fame rests almost entirely on
two articles: “The Nature of the Firm” (Coase 1937) and “The
Problem of Social Cost” (Coase 1960), which will be discussed
in subsequent chapters.

Wikipedia traces the phrase “There Ain’t No Such Thing As
A Free Lunch” back to a 1938 article in the £/ Paso Herald-Post,
where it is the punchline of a joke. This implies that readers al-
ready understood the point of the adage, which had presumably
circulated in oral form for some time. Heinlein (1966) put the
phrase into wider circulation.

Heinlein began his career as a supporter of the radical writer
Upton Sinclair, author of such works as 7he Jungle (Sinclair
1906), which included a critical description of the “free lunch”
saloons of the late nineteenth century. Over time, however,
Heinlein moved to the political right. Riggenbach (2010) quotes
a study by the Society for Individual Liberty, claiming that one
propertarian activist in six had been led to propertarianism by
reading Heinlein’s novels, of which 7he Moon Is a Harsh Mis-
tress (Heinlein 1966) is the most overtly propertarian.

Milton Friedman (1975) used the more conventionally
phrased “There’s No Such Thing as a Free Lunch” for a collec-
tion of essays and columns critical of arguments for government
regulation.
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Smith’s Wealth of Nations is one of the few economics “clas-
sics” that is still worth reading. It can’t be fully understood
without also reading his Zheory of Moral Sentiments. I've listed
free online versions of both in the bibliography, but there is no
general agreement as to which is the best text.

Keynes (1936) and Hayek (1944) are also important in
understanding contemporary debates, although Hayek’s
book is (in my view) spectacularly wrong (Quiggin 2010). The
(mis)understanding of Hayek as Keynes’s leading intellectual
adversary is evident in videos like https://www.youtube.com
/user/EconStories.

Ricardo’s theory of comparative advantage was presented in
his major work, The Principles of Political Economy and Taxa-
tion (Ricardo 1817), but in this case, I'd recommend getting
the more accessible version presented in an introductory micro-
economics text, such as McCloskey (1982), rather than going to
the notoriously obscure original.

Debreu’s (1959) little book, Theory of Value, which gives his
mathematical proof of the existence of competitive equilibrium,
is a gem, though one that can be appreciated only with the ben-
efit of a mathematical education. Arrow and Debreu (1954)
jointly presented the results of their work to prove this result.
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CHAPTER 3

Time, Information, and Uncertainty

Again I saw under the sun that—the race is not to the swift,
nor the battle to the strong, nor food to the wise, nor riches to
the intelligent, nor favor to those with knowledge; but time
and chance happen to them all.

—Ecclesiastes 9:11, Modern English Version (MEV)

The discussion of Lesson One in the previous chapter, like most
introductory discussions of economics, deals with a timeless
world of perfect certainty. Goods are exchanged once and for
all. Everyone knows what they are giving up, what they are get-
ting, and the price at which the exchange can take place.

Is Lesson One still relevant when we think about a more re-
alistic representation of the world, where choices are made over
time, and with limited information about the future? If so,
what are the market prices in question and how much can they
tell us about opportunity costs?

In this chapter, we will show that the answer to the first ques-
tion is “Yes.” Interest rates, insurance premiums, and the market
values of financial assets are all special kinds of prices. When
financial markets function smoothly, they tell us about the op-
portunity cost of choices between the present and the future
and between different possible future contingencies. Lesson
One is as important as ever.
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3.1. Interest and the Opportunity Cost
of (Not) Waiting

Interest rates are prices that express the cost of current expendi-
ture, financed by borrowing, in terms of the future repayment
that must be made. Interest rates can be expressed in many dif-
ferent ways, but the most common and useful is the annual per-
centage rate (APR). If the APR is equal to, say, 5 percent, $100
borrowed today converts to a repayment of $105 in a year’s time.
Longer terms may be calculated using the standard formulas for
compound interest.

What does this mean in terms of opportunity cost? A use-
ful device is the “rule of 70,” which states that a sum invested
with compound interest at a percentage rate of interest 7 doubles
its value in approximately 70/r years.! For example, a dollar in-
vested now at 2 percent will be worth two dollars in 35 years’
time. That is, the opportunity cost of spending a dollar today
is the two dollars of spending that would be available 35 years
from now.

A rate of 2 percent may seem low, but, in fact, it is the cor-
rect starting point for thinking about the opportunity costs
involved in choices between the present and the future. Where
repayment in full is taken as certain (as was the case until very
recently for US government bonds), and where inflation is not
a major problem, interest rates are normally around this level.
Opver the past two centuries, the “risk-free” rate of interest, after
adjusting for inflation, has averaged about 2 percent. At the
time of writing it is below 1 percent.

' For the mathematically inclined, the basis for the rule is the fact that the
natural log of 2 is approximately 0.7, while the natural log of the return on invest-
ment, 147, is approximately equal to 7 for small values of 7.
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How are interest rates determined? As with every price, it is
necessary to look at the issue from the perspective of both con-
sumers and producers.

3.1.1. The Production Side

On the production side, the nature of technology is such that
an investment made now can return its value, and more, in the
future. The earliest (and still an important) illustration of this
came with the discovery of agriculture in the Neolithic era. Be-
fore agriculture, humans gathered goods in much the same way
as other animals, though with the use of tools and enhanced
cooperation. They collected grains and other plant products to
cat and killed wild animals for their meat.

Provided population pressure was low enough, the opportu-
nity cost of hunting and gathering was very low. The animals
and plants consumed in one season were replaced by the ordi-
nary processes of reproduction.

If population pressure was too great, animals that were
hunted for food could be driven to extinction or reduced in pop-
ulation to a level where the opportunity cost of collecting food
one day was to have less available the next. Successtul hunter-
gatherer societies evolved institutions, such as tribal boundaries
and taboos, that took this opportunity cost into account. Such
institutions were essentially stationary in nature, maintaining
populations at a stable sustainable level.

The key discovery for agriculture was that, by saving some
grain and sowing it where the new plants could be protected,
the initial seed would be returned manyfold. Similarly, by keep-
ing some animals alive, and under control, each female would
bear many young. Against this benefit must be set the added
costs of managing crops and livestock. However, as long as there
is sufhcient land, there is still a net surplus.
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Under suitable conditions, such as those prevailing in the
Fertile Crescent of Western Asia and in the river valleys of
Egypt, India, and China, the discovery of agriculture enabled a
massive increase in the amount of food that could be produced
in a given area, and therefore in the human population it could
support. Expanding agricultural populations, secking more
land, rapidly drove hunter-gatherer societies out of areas suit-
able for cropping and grazing, and into more marginal hill and
forest country.

In an agricultural society, the opportunity cost of consuming
an extra meal of grain, say wheat, today is the amount of food
that could be produced the following season if the grain was
saved for seed. Similarly, a steak dinner today comes at the cost
of the amount of meat that could be produced next year if the
animal were saved for breeding or fattening.

Under normal conditions, the quantity used as seed is less
than the amount harvested in the future. However, this need
not be the case. In a year of particular abundance, and in condi-
tions where storage is difficult or impossible, there may be so
much grain left over that it makes sense to sow it on marginal
ground, where the yield may be less than the original invest-
ment of seed.

John Maynard Keynes expressed these ideas in terms of the
“wheat rate of interest.” If, for example, 100 bushels of wheat
used as seed grain today would produce 110 bushels next har-
vest, the wheat rate of interest is 10 percent. As Keynes observed,
while the wheat rate of interest is normally positive, it may, in
some circumstances, be negative.”

* In his anti-Keynesian polemic, “The Failure of the ‘New Economics: An
Analysis of the Keynesian Fallacies,” Hazlitt missed the point completely, claiming
that “a negative rate of interest is a foolish and self-contradictory conception.” In
reality, a negative rate of interest will arise naturally in an agricultural society in any
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In a society with productive opportunities that yield a posi-
tive net return, interest may be seen as the opportunity cost of
consuming now, rather than investing and consuming more in
the future. More succinctly, interest is the opportunity cost of
not waiting.

The abstract economic reality of opportunity cost was soon
translated into the concrete social institutions of money and
debt. Agricultural societies produced a food surplus, which
could be used to sustain specialist trade workers. Rather less
usefully, the surplus could be extracted by military rulers in the
form of taxes and compulsory gifts.

The obligations of subjects to rulers, and of the poor to the
rich, gave rise to the institution of debt. The logic of opportu-
nity cost then ensured that the settlement of debts required
the repayment not only of the amount originally owed (the
principal) but also of the additional opportunity cost (inter-
est). Resentment over this exaction, and the power imbalance
with which it has typically been associated, has been a constant
theme in political, social, and religious conflict between credi-
tors and debtors ever since.

While the conceptual idea of an “own-rate of interest” for
commodities such as wheat is useful, debts and interest are most
naturally expressed in terms of money. For kings and specialist
lenders alike, money provides a common unit of account and
store of value. That is, money arose from debt, and only later
came into use as a medium of exchange.’ This idea overturns

period where food is unusually abundant but not storable. Hazlitt was presumably
led astray by thinking about money, which can be stored at little or no cost.

3 In his recent book, Debt: The First S000 Years, David Graeber made this
point, and derived a range of interesting and controversial conclusions. In the
course of my research, I discovered that the same observation had been made, much
carlier, by my namesake, Alison Hingston Quiggin, in her classic work, 4 Survey
of Primitive Money.
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the standard (but entirely ahistorical) economists’ story in
which money arose as a way of overcoming the inconveniences
of barter, and more complex financial instruments such as debts
were derived from it.

Money has many advantages, but it can also obscure and mys-
tify. Modern economic life involves numerous financial trans-
actions: depositing into and withdrawing money from bank
accounts, borrowing to finance a house purchase or business
investment, and so on. Interest rates are clearly a kind of price,
but it’s not immediately obvious how this price is, or should be,
determined. That’s why it is useful to consider how the own-rate
of interest idea applies to the opportunity costs of borrowing
and lending in a modern economy.

Modern manufacturing technology faces the same logic of
opportunity cost as agriculture. An investment of resources not
consumed today can produce a larger amount in the future. In
addition, the rapid technological progress that characterizes
modern society has generated a new source of opportunity cost.
The resources required to produce a given quantity and qual-
ity of final output are declining steadily. This process may be
slow and gradual, as in the case of improvements in agricultural
productivity. Alternatively, the process may be rapid, as in the
case of information and communications technology, where
Moore’s Law predicts that the number of transistors in a dense
integrated circuit will double approximately every two years. In
some cases, the rate of technological progress may be essentially
zero, as in the case of services such as haircuts, where there is
hardly any change in productivity.*

* One implication is that the own-rate of interest will be higher for goods subject
to rapid technological change, such as computers, than to manufactured goods in
general, and lower in the case of services. This might seem to create a problem, given
that the producers and consumers of all these goods and services face the same rate of
interest on money. The problem is resolved by changes in prices over time. The price
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Opverall, the annual rate of growth in productivity is around
2 percent, which is approximately equal to the risk-free inter-
est rate. As will be discussed in the following subsection, this
equality is about what would be expected on the basis of sen-
sible judgments about the opportunity cost trade-off between
present and future consumption.

3.1.2. The Consumer Side

Every market transaction involves a buyer and seller, and market
equilibrium involves opportunity costs for both producers and
consumers. It is necessary to consider how interest rates affect
the opportunity costs facing consumers and, conversely, how
choices between present and future consumption help to deter-
mine market interest rates.

The existence of a positive interest rate implies that the op-
portunity cost of a given amount of consumption expenditure
now is a larger amount in the future. Conversely, the opportu-
nity cost of a given amount of consumption expenditure in the
future is a smaller amount in the present.

The crucial factor is that in a growing economy, most people
expect to consume more in the future than at present. Con-
versely, we expect our unmet needs and desires for consump-
tion expenditure to be more pressing now than in the future.
For the opportunity cost trade-off to be balanced, consumption
forgone in the present must be matched by a larger increase in
the future’

of services like haircuts has risen by more than the rate of inflation, while the price of
computers has fallen, even as their computing capacity has risen dramatically.

> An alternative, or sometimes complementary, explanation is that people are
inherently impatient, and will always prefer present to future consumption. In par-
ticular, it is often suggested that members of the current generation (or at least, those
in a position to make economic decisions) place more value on their own well-being
than on that of later-born generations. There is not much evidence to support this
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How big must the increase in future consumption be to out-
weigh the opportunity cost, namely the forgone opportunity to
increase current consumption? One answer, which seems close
to the views typically elicited when people are asked questions
of thiskind, is to treat equal proportional increases in consump-
tion as being equally desirable. That is, an increase from $10,000
to $11,000 is just as desirable as an increase from $20,000 to
$22,000. Conversely, if the opportunity cost of the $10,000
benefit to the high-income earner is a loss to the low-income
earner of more than $1,000, the cost exceeds the benefit.

As this example shows, when total future consumption
doubles, so does the additional future consumption required to
justify the opportunity cost of a given amount of consumption
forgone today. As we can see from the rule of 70, this balance
will arise if the rate of interest is equal to the rate of growth of
consumption. For example, if consumption is growing at 2 per-
cent per year, it will double in 35 years. And, if the rate of in-
terest is 2 percent, any given amount saved and invested today
will double, with compound interest, over the same period of
35 years. More generally, the interest rate is the same as the rate
of growth of consumption.

3.1.3. Which Rate of Interest?

In the discussion above, we looked at an idealized concept of the
rate of interest, which is the same for all borrowers and lenders.
This idealized concept corresponds to the risk-free interest rate,
typically about 2 percent.

view. On the contrary, the more prevalent pattern is one of parents sacrificing their
own welfare to improve the lives of their children. At least in well-functioning po-
litical systems, the same pattern can be observed in our collective decisions: govern-
ments routinely make long-term investments, both in physical infrastructure and in
education, that will mostly benefit future voters rather than current ones.
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In actual market settings, a wide variety of interest rates may
be observed, from very low to very high. Standard “investment-
grade” corporate bonds offer a higher interest rate than US Trea-
sury bonds. The rate of interest on lower-grade “junk” bonds is
substantially higher, and the rate on most kinds of consumer
debt, higher again.

Explaining the differences between low and high interest
rates is a complex exercise, beyond the scope of this book. But
the crucial factor is risk; more precisely the “default risk” that a
debt will not be repaid. Debt subject to default risk is subject to
rates of interest (or expected rates of return) substantially higher
than the risk-free rate, even after making an allowance for the
average loss associated with default.

Equity (investment in the stock market or in private compa-
nies) is riskier again. The average rate of real return on equity,
after allowing for the risk of corporate failure, has historically
been around 8 percent. The difference between the rate of re-
turn on equity and the rate of interest on bonds is referred to
as the “equity premium” and is substantially larger than can be
explained by economic models based on Lesson One. We will
look more closely at the “equity premium puzzle” in chapter 11
and show that its existence undermines many of the assump-
tions implicit in One Lesson economics.

There are much larger differences in the interest rates faced
by individual borrowers. The rates charged by “payday lenders”
to borrowers with poor credit history and little collateral can be
as high as 400 percent.

This difference could not exist if it were not for default risk,
which makes lenders like banks unwilling to make loans to
borrowers with bad credit. However, the difference is much
more than can be accounted for by default risk alone, or even
by a premium for risk bearing. Once excluded from the regular
credit market, borrowers are vulnerable to all kinds of predatory
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practices that force them to pay far more than is justified by

default risk.

3.2. Information

It is cliché to say that we are living in an “information econ-
omy.” The ubiquity of computers, mobile phones, and other
digital devices makes it obvious that the great majority of us are
engaged, to a greater or lesser extent, in dealing with informa-
tion. In reality, though, information has always been central to
economic activity.

Human beings differ from other animals in two crucial re-
spects: our capacity to make and use tools, and our ability to
communicate with each other. Both are crucially connected
with information and with our ability to reason.

The information embodied in technology and our capacity to
communicate it have enabled humans to develop large and com-
plex societies. This development solves many problems but creates
new ones: the information needed for a complex human society
to operate is far more than any one person can acquire or process.

These problems are particularly severe in relation to economic
activity. In any modern society, we depend on others for the
great majority of our needs and wants, while our own labor is
part of a complex production process no single person can fully
understand. How do disparate parts of this system fit together
to produce and distribute the goods and services we consume?

As Hayek and others have pointed out, markets provide one
solution to this problem. It is worth quoting Hayek’s classic ar-
ticle, “The Use of Knowledge in Society,” at length on this point.

Fundamentally, in a system where the knowledge of the
relevant facts is dispersed among many people, prices can
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act to coordinate the separate actions of different people
in the same way as subjective values help the individual to
coordinate the parts of his plan. It is worth contemplating
for a moment a very simple and commonplace instance of
the action of the price system to see what precisely it ac-
complishes. Assume that somewhere in the world a new
opportunity for the use of some raw material, say tin, has
arisen, or that one of the sources of supply of tin has been
eliminated.

All that the users of tin need to know is that some of the
tin they used to consume is now more profitably employed
elsewhere, and that in consequence they must economize
tin. There is no need for the great majority of them even to
know where the more urgent need has arisen, or in favor
of what other needs they ought to husband the supply.
If only some of them know directly of the new demand,
and switch resources over to it, and if the people who are
aware of the new gap thus created in turn fill it from still
other sources, the effect will rapidly spread throughout
the whole economic system and influence not only all the
uses of tin but also those of its substitutes and the substi-
tutes of these substitutes, the supply of all the things made
of tin, and their substitutes, and so on; and all this with-
out the great majority of those instrumental in bringing
about these substitutions knowing anything at all about
the original cause of these changes. The whole acts as one
market, not because any of its members survey the whole
field, but because their limited individual fields of vision
sufficiently overlap so that through many intermediaries
the relevant information is communicated to all. The mere
fact that there is one price for any commodity—or rather
that local prices are connected in a manner determined
by the cost of transport, etc.—brings about the solution
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which (it is just conceptually possible) might have been ar-
rived at by one single mind possessing all the information
which is in fact dispersed among all the people involved in
the process.

The marvel is that in a case like that of a scarcity of one
raw material, without an order beingissued, without more
than perhaps a handful of people knowing the cause, tens
of thousands of people whose identity could not be ascer-
tained by months of investigation, are made to use the ma-
terial or its products more sparingly; i.c., they move in the
right direction.

This is an excellent statement of the crucial idea behind One
Lesson economics, showing how market prices signal opportu-
nity costs. But Hayek stops his analysis there. Although he says,
“The price system is just one of those formations which man
has learned to use after he had stumbled upon it without under-
standing it,” Hayek shows little interest in exploring alternative
ways in which human societies manage the problems and op-
portunities associated with information. We will examine this
point further in chapter 11.

3.2.1. Information Economics and Robinson Crusoe

Robinson Crusoe is, as we have seen, a stock character in eco-
nomics textbooks, engaged first in the production of food and
clothing for his own use and then in trade with Friday. But the
textbooks rarely ask how Crusoe manages the problem of pro-
duction. The simple answer, and the one that will occur first to
an economist who bothers to read the original story by Daniel
Defoe, is that Crusoe has the necessary inputs: labor (his own),
land (the natural resources of the island), and capital (tools and
raw materials that he salvages from the shipwreck).
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Reading on, it becomes apparent that Crusoe has something
far more important: information. He knows, to begin with,
how to build a raft and a simple house and how to light a fire.
Although he begins by relying on food retrieved from the ship
and hunting wild game, he soon commences agriculture.

Crusoe has the technological knowledge that might be ex-
pected of a seventeenth-century European sailor. He knows
the basics of sowing and harvesting crops and of domesticating
animals such as dogs and goats. He does not know how to mill
grain, bake bread, or make pottery or metal tools. However, he
knows these things are possible and sets himself, successfully, to
work out how they are done. As a result, his standard of living
is soon higher than that of the indigenous inhabitants of the
region, who lack this knowledge.®

Defoe’s Crusoe does not trade with Friday, but rather provides
him with information so that they can work together. As would
be expected by the readers of the day, the relationship between the
two is that of master and servant, a status justified by the fact that
Crusoe has rescued Friday from enemies who were about to kill
and eat him. He teaches Friday about agriculture, and thereby in-
creases Friday’s productivity.” In Defoe’s story, though not in the
economists’ version, information is more important than trade in
generating free lunches for Crusoe and Friday.

3.3. Uncertainty
Uncertainty is, in a sense, the flip side of information. In a situ-

ation of uncertainty, we face a number of possibilities, and we
have insufficient information to determine which one will be

¢ Defoe’s account is based on the real-life experience of Alexander Selkirk.
7 Aswell as imparting the elements of Christianity.
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realized. The logic of opportunity cost applies here, as it does in
choices over time. To take a simple example, suppose I decide to
go out for a walk, and think about the possibility of a rainstorm.
I can take an umbrella and stay dry. The opportunity cost of this
choice, compared to the risk of getting wet, is the more enjoy-
able walk I would have, in the event of sunny weather, without
the encumbrance of the umbrella.

For some, but not all, uncertain events, it is possible to deter-
mine an objective probability, on which most people will agree.
Most obviously, provided they are “fair,” gambling devices like
dice and roulette have known odds of ending on any given num-
ber. More important, many kinds of events that are uncertain in
individual cases, such as the risk of a house catching fire, can be
assigned objective probabilities by analyzing a large enough num-
ber of cases. It is common to use the term “risk” to describe these
cases, leaving uncertainty to cover the more general case when
probabilities may be subjective or even impossible to determine.

Insurance markets provide a way to manage risk. If I in-
sure my house against fire, I gain the benefit of a net payout
in the event that the house burns, at the opportunity cost of a
premium paid in advance. The premium (a particular kind of
market price) charged in a competitive insurance market will
depend on the risk of the insured event happening. Commonly,
the premium will vary depending on the structure of the house
and the protection measures (such as alarms and sprinkler sys-
tems) that are in place. Insurance premiums are another illustra-
tion of Lesson One. The premium gives me information about
the opportunity costs associated with the various possible out-
comes of different choices regarding the risk of fire.

At least in the idealized form found in most textbooks, fi-
nancial markets provide the same kinds of opportunities for
trading between different possible future events. For example,
speculative stocks will yield a high payoft in boom conditions
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but may become worthless in recessions. “Countercyclical”
stocks, such as those of companies offering cheap entertain-
ment, are highly valued by risk-averse investors because they
perform well during recessions, providing income when it is
most needed.® Government bonds provide a fixed payoff re-
gardless of economic conditions. There is a whole branch of fi-
nancial economics devoted to calculating the appropriate price
of such assets and to inferring the opportunity costs of the con-
tingent payments the assets will yield.

In principle, then, Lesson One applies to choices involving
uncertainty, as it does to choices over time. In practice, as we
will see in the second half of this book, things are much more
complex. The failure of financial markets to perform the role
allotted to them by economic theory is one of the most im-
portant reasons why economics needs Lesson Two as well as
Lesson One.

Further Reading

Homer and Sylla (2005) provide a detailed history of interest
rates. For critical counterpoints, try Felix Martin’s Money: The
Unauthorized Biography (2015) and David Graeber’s Debt: The
First 5,000 Years (2011).

The story of the rise of agriculture has been told many times,
typically from a “progressivist” perspective, in which it is part of
a process that has seen humanity enjoy steadily improving living
standards, the development of science and culture and political

¥ The classic example was that of movies during the Depression of the 1930s.
Adjusted for inflation, Gone with the Wind, released in 1939, was the highest-
grossing movie of all time, even though the US population was much smaller than
today, and the unemployment rate exceeded 15 percent.
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democracy, culminating cither in socialism (Wells 1921) or
market liberalism (Fukuyama 1992), depending on the trends
of the times and the beliefs of the writer.

As alternatives to this optimistic view, it is worth reading
Jared Diamond’s (1987) description of agriculture as the “Worst
mistake in the history of the human race,” essentially because
it allowed denser populations, resulting in harder work, more
disease, and unhappier populations than those of the hunter-
gatherers displaced by agriculture.

Keynes’s definition of the “wheat rate of interest” was pre-
sented in his classic General Theory of Employment, Interest and
Money (Keynes 1936). Hazlitt’s attempted rebuttal is derived
from Hazlitt (1959), a page-by-page critique of Keynes.

There’s a huge literature on the equity premium puzzle, but
most of it is only of interest to economists who like solving
puzzles. I've worked on the topic with Simon Grant, trying to
explain what the equity premium means for resource allocation
and implicitly drawing on an opportunity perspective. The most
readable exposition of our analysis is Grant and Quiggin (2005).

To get some perspective on the issue, it’s useful to look at the
way interest rates, and the differentials between high-risk and
low-risk rates, have fluctuated over time. The Federal Reserve
Economic Database (FRED) maintained by the Federal Re-
serve Bank of St. Louis (2017) is an excellent source of data on
this and many other topics.

Hayek’s discussion of information harks back to the “so-
cialist calculation debate,” which began with Mises’s (1920)
assertion that a socialist economy could not possibly function
because it would contain no meaningful pricing system. Hayek
(1938) expanded this argument, responding to the contrary
view, put forth by Lange (1936, 1937), that a system of planning
in which prices were used to represent opportunity costs was
consistent with collective ownership of productive resources.
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Stiglitz (1996) provides an overview of the debate in the light of
the experience of the twentieth century.

Lev-Ram (2008) discusses the countercyclical nature of
moviegoing.

Unfortunately, ’'m not aware of a good, simple introduction
to the economics of uncertainty that captures opportunity cost
in a way I could recommend.
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Applications

It is the good fortune of the affluent country that the oppor-
tunity cost of economic discussion is low and hence it can af-
ford all kinds.
—]John Kenneth Galbraith, Economics, Peace,
and Laughter (1971)

The economic analysis showing how market equilibrium prices
reflect the opportunity costs facing producers and consumers is
elegant and, for a certain kind of mind, convincing.

For most of us, however, it’s more useful to see how the logic
of prices and opportunity costs works in particular cases, some-
times in ways that conflict with strongly held intuitions. This
will also give us more insight into the ways in which prices can
fail to reflect opportunity costs for society as a whole, some of
which we will examine in Lesson Two.

In this section, we will look at three aspects of Lesson One.

In chapter 4, we will begin with a simple example that illus-
trates some of the tricks and traps in opportunity cost reason-
ing. We will then see how the logic of opportunity costs works
in various markets, including those for air travel, college educa-
tion, and advertising.

In chapter 5, we will look at implications for government
policy. An understanding of opportunity cost shows why
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policies with a good deal of political appeal (to both the left
and the right of politics) don’t work as intended. These include
price and rent control, food stamps and other policies designed
to control how the poor spend their money, toll roads, and
closed seasons in fisheries. A crucial point, not understood
by most One Lesson economists, is that government policies
create a variety of property rights and override existing, often
informal, rights.

In chapter 6, we will examine the surprisingly durable idea
that the destruction caused by wars and natural disasters is eco-
nomically beneficial. Hazlitt rightly criticizes this idea in Eco-
nomics in One Lesson. Although he overstates his case in some
respects, a careful consideration reinforces the main conclusion.
The idea of opportunity cost as “that which is not seen” pro-
vides a corrective against any attempt to minimize the costs of
destruction.

printed on 2/8/2023 4:03 PMvia . All use subject to https://ww.ebsco.confterns-of-use



CHAPTER 4

Lesson One: How Opportunity Cost
Works in Markets

The problem with opportunity cost is that opportunity cost
is divided among many, many things.

—Dan Ariely, interviewed by Kristen Doerer, PBS (2016)

4.1. Tricks and Traps

One way to sharpen thinking about opportunity costs is to try
out some examples. Here’s one that allegedly fooled a lot of pro-
fessional economists.

You won a free ticket (which has no resale value) to see an
Eric Clapton concert. Bob Dylan is performing on the same
night and is your next-best alternative activity. Tickets to
see Dylan cost $40. On any given day, you would be willing
to pay up to $50 to see Dylan. Assume there are no other
costs of seeing either performer. Based on this information,
what is the opportunity cost of seeing Eric Clapton? (a) $0,

(b) $10, (c) $40, or (d) $50.

Recall the definition of opportunity cost:

EBSCChost - printed on 2/8/2023 4:03 PMvia . All use subject to https://ww. ebsco. coniterns-of -use



EBSCChost -

70 = CHAPTER4

The opportunity cost of anything of value is what you must
give up to get it.

In this example, the opportunity cost of seeing Clapton is
the best available alternative, namely, going to see Dylan. What
is the value of this alternative? Based on the information pre-
sented in the question, a ticket to the Dylan concert sells for
$40 but is worth $50 to you. So, by attending the Dylan concert
you would obtain a net benefit of $10. This is the opportunity
cost of going to see Clapton. So, the correct answer is (b).

When two hundred professional economists were asked this
question during the annual conference of the American Eco-
nomic Association, their answers were virtually random. Only
22 percent chose the correct answer (b). Some defenders of the
profession have come up with convoluted defenses of their col-
leagues, amounting to arbitrary redefinitions of the concept of
opportunity cost.! It seems far more likely, however, that the
conditions under which the question was asked were stressful
and conducive to error.”

Among the incorrect answers to the question above, the most
intuitively appealing is probably (a). Since the Clapton ticket
is stated to be free, it might reasonably be concluded that the
cost of going to see the concert is zero. This, in turn, would sug-
gest that, unless you absolutely dislike Clapton, you should go.
But the logic of opportunity cost shows that this reasoning is

' On reflection, it seems far less embarrassing to admit that economists some-
times make mistakes than it is to claim, not only that the concept of opportunity
cost can be defined any way you like, but that no one has noticed this until now.

* One subject recalls, “I was on the job market and had gone to the 4th floor of
the hotel to check on where my interviews were going to be. As you might imagine,
I was incredibly stressed out and distracted. I was then approached by somebody
who wanted me to fill out this form.”
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incorrect. If, for example, the value to you of the Clapton ticket
is $5, you are better off throwing it away and going to see Dylan.

What if you had paid $5 for a (nonrefundable) ticket to see
Clapton when the opportunity to attend the Dylan concert
came up? This is an example of “sunk costs” discussed in section
1.2.1. The money spent on the Clapton ticket is gone, whichever
choice you make. So, the opportunity cost of going to the Clap-
ton concert is $10, just as if the ticket was originally free.

4.2. Airfares

There was a time when air travel was simple and comfortable,
but invariably expensive. For 40 years from the 1930s onward,
the Civil Aeronautics Board (CAB), a US government author-
ity, regulated all domestic interstate air transport routes as a
public utility, setting fares, routes, and schedules. If you wanted
to fly from, say, New York to Los Angeles, you would do so on an
airline authorized to serve that route and pay a fare that would
be the same whenever and however you booked it, except for the
distinction between economy (coach) class and first class (now
largely replaced by business class). Nearly all fares were flexible,
allowing passengers to cancel or reschedule their flights when-
ever they wanted.

The Airline Deregulation Act of 1978, introduced by the
Carter administration, did away with the CAB and allowed air-
lines to set their own schedules, fly whatever routes they wished,
and charge whatever fares customers were willing to pay.

Airline deregulation was, arguably, the biggest single success
of One Lesson economics. New airlines entered the market and
provided stiff competition for the established airlines, which
were accustomed to an easy life in a regulated market. Airfares
fell, particularly for price-sensitive travelers such as tourists.
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Large numbers of people traveled by air for the first time—and
kept on doing so.

Deregulation was accompanied by many changes, including
the replacement of “point to point” networks, in which most
journeys were nonstop, by “hub and spoke” networks, where
travelers typically flew from their starting point to the airline’s
central hub, changed planes, and flew on to their destination.
The most notable example was Hartsfield-Jackson Airport in
Atlanta, which grew from a relatively small regional airport to
the busiest in the world—the result of being chosen as the hub
for Delta Airlines.

But the single biggest change was the disappearance of the
standard airfare. Instead of offering a choice between two fares,
economy and first class, airlines offered fares that varied from
day to day and even from hour to hour. Mostly these fares were
lower than the old economy fares, but sometimes, particularly
when flights were nearly full, they were substantially higher.

How can we make sense of this? Understanding the opportu-
nity costs faced by airlines and travelers makes everything clear.

From the airline’s point of view, opportunity cost bites twice.
The first is when the airline decides whether or not to fly a par-
ticular service on a given route. The opportunity cost of doing
so is that the plane and crew cannot be used for some other
route. So, the airline will only want to offer the service if it is
more profitable than the alternatives.’

Once the decision to fly has been made, the opportunity cost
of a seat on the plane is close to zero. Each additional passen-
ger must be checked in, have baggage handled, and so forth,
but the main costs of the flight (the pilots and crew, the cost of

* In the long run, the airline can operate more or fewer planes, and hire or fire
workers. But in the time frame in which scheduling decisions are made, we can as-
sume that the alternative option is to fly another route.
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operating the plane, and so on) are the same or (in the case of
fuel) not much different whether the plane flies full or empty.

It follows that, rather than travel with an empty seat, the air-
line would do better to sell it for the marginal cost of serving
an additional customer. But this marginal cost is far below the
average cost per passenger of providing the service, that is, the
opportunity cost of an alternative service divided by the num-
ber of passengers. So, the airline needs to charge at least some
customers more than the average cost, and therefore much more
than the marginal cost, if they are to justify the decision to offer
the service.

The key to achieving this goal is to identify those passengers
willing to pay the most and charge them a high price. Business
travelers often need to travel on relatively short notice (a few
weeks is typical) and do not pay the fare themselves. So, aitlines
charge a higher premium for business class than is needed to
cover the extra costs of a business class seat and increase their
fares in the few weeks before the flight departs.

In the last few days before a flight departs, the airline will
know whether they are likely to have empty seats (in which case
the fare will fall) or not (in which case the fare will rise rapidly).

A final element of this process is overbooking, the cause of a
lot of ill feeling and, in 2017, a spectacular incident in which a
passenger was forcibly removed from a plane and seriously in-
jured in the process. On nearly all flights, some passengers are
“no-shows” who don’t turn up at the airport. As we've seen, the
airlines want to avoid flying with empty seats, so they sell more
tickets than there are seats on the plane. If too many passengers
turn up, they attempt to buy seats back by offering concessions
to passengers who are willing to take a later flight.*

* Until the recent incidents, airlines capped the amount they were willing
to pay, and gave priority to their own staff. This led to ticketed passengers being
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Now let’s look at things from the passenger’s viewpoint.
The opportunity cost of buying a particular ticket may be, but
mostly is not, the monetary cost. If the best alternative option
is to forgo travel and spend the money on something else, then
the monetary cost is a good measure of the opportunity cost.
But most of the time that’s not the case; people want to get
from A to B and the only question is how. In this case, the best
alternative is to make the trip on another flight, or perhaps to
travel by road or rail.

In this situation, it makes sense for intending passengers to
spend a fair bit of time searching for alternatives to get the low-
est possible fare, and to ensure that they are as flexible as possible
in terms of the time and date of their travel. All of this searching
involves costs, which are part of the opportunity cost of travel.

Technology plays a paradoxical role here. The ease of search-
ing for fares on the Internet reduces the costs to passengers of
searching for the cheapest fare. However, this makes it harder
for airlines to cover their costs, so they invest in even more pow-
erful “yield management” software to improve their capacity to
discriminate.

On the whole, air travelers have benefited from deregula-
tion. However, not everyone has gained. As we've already seen,
business passengers pay more under a deregulated system, and
the costs of business travel are part of the opportunity cost of
producing goods and services. As Lesson One tells us, prices in
competitive markets reflect opportunity costs. So, more costly
business travel means higher prices for goods and services in
general. People who don’t travel by air but pay the higher prices
resulting from deregulation are worse off.

denied boarding or being forcibly removed, producing a public relations disaster.
These policies might never have been adopted if more attention had been paid to
opportunity cost reasoning.
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The biggest losers, however, have been airline workers. De-
regulation allowed new entrants to the industry without union
contracts. Worse, many of the incumbent firms went through
bankruptcy procedures that enabled them to break their con-
tracts. As a result, whereas airline workers without specialized
technical skills were once highly paid, they now earn little more
than ground-based workers in comparable jobs. For example,
many flight attendants make only a little more than servers in
restaurants.

There are too many complexities in airline pricing to be dealt
with in this short section. What we have seen here is that the
seeming mysteries can be resolved by thinking carefully about
opportunity cost.

4.3. The Cost of (Not) Going to College

The rising cost of university tuition is a big problem in the
United States and many other countries. Even after allowing for
grant aid and tax benefits, the average cost of in-state tuition at
a public four-year university has risen by nearly 60 percent, in
real terms, since 1990.

Moreover, in-state college placements have become increas-
ingly inaccessible, as colleges have sought to improve their fi-
nancial position by enrolling interstate and international stu-
dents, who pay more tuition and receive less aid. In California,
long a trendsetter in such matters, the University of California
system announced a cap on the number of in-state students in
2015. This decision cemented a long-term trend in which the in-
crease in enrollment over the past 20 years has consisted entirely
of interstate and international students.

Meanwhile, the rewards of a college education are not what
they once were. The median salary for a new college graduate
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has fallen since the economic crisis of 2008, and is now lower, in
inflation-adjusted terms, than it was in 1970.

On the other hand, the struggle to get into “good” colleges
and universities has never been tougher. Harvard University,
with standard tuition and boarding fees in excess of $60,000
per year, had nearly twenty applicants for every slot in 2013. At
least one hundred US universities had three or more applicants
for every slot.

So, we have what looks like a paradox. Young people are
keener than ever to pay more and more for an education that re-
wards them less and less. This seeming paradox can be explained
by thinking in terms of opportunity cost.

The opportunity forgone by attending college consists not
only of the tuition fee but also of the returns from the alter-
native option of entering the workforce with a high school di-
ploma. Historically, for the great majority of students, the wages
forgone by attending university have represented a substantially
greater opportunity cost than the monetary cost of tuition fees.
This is another illustration of Lesson One.

And, while the labor market for college graduates is not as
attractive as it once was, the alternative of taking a job straight
after high school has become less and less attractive over the
years. Real wages for male high school graduates in the United
States have been falling ever since the 1970s, with only a brief
recovery in the 1990s. For women, wages have risen only mar-
ginally, from levels that were very low to begin with.

And that’s assuming you can get a job. Workers without col-
lege degrees have substantially lower employment rates than
those with degrees, and this gap widens in periods of high un-
employment. So, even though the monetary cost of a college de-
gree has risen sharply, the opportunity cost has not increased
nearly as much. This helps to explain why the demand for col-
lege places has been largely unaffected by increasing tuition fees.
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Education is about more than getting a job. Particularly in
the elite colleges that dominate the public discussion of educa-
tion, higher education is seen as a “transformative experience”
and therefore as an essential part of growing up as a member of
the educated elite. More prosaically, elite education is a source
of networks, contacts, and partners, in a society where these are
increasingly important. The opportunity cost of forgoing edu-
cation includes the loss of such potential networks and the op-
portunities for upward social mobility (or avoiding downward
mobility) that they offer.

To sum up, even though the monetary cost of college educa-
tion has risen steeply, the opportunity cost of not going to col-
lege has risen even more. So, there is no paradox in the combina-
tion of ever-higher fees and ever-fiercer competition for places.

4.4. An Exception That Proves the Rule:
The Boom and Bust in Law Schools

The general statement that the opportunity cost of getting
an education is less than the opportunity cost of not getting
one isn’t true for all kinds of college degrees. The most strik-
ing case is that of law schools, which enjoyed a decades-long
boom beginning in the 1970s. By 2010, enrollments had risen
to more than 145,000, an increase of nearly 50 percent since
the early 1970s.

But the demand for practicing lawyers had not risen nearly as
fast. Only 68.4 percent of 2010 graduates were able to find a job
requiring bar passage, the lowest percentage since the National
Association of Legal Professionals began collecting statistics.

Of course, not everyone who earns a law degree wants to be a
lawyer. However, for those graduates who did not become lawyers,
the opportunity cost of their law degree was rising fast. Tuition
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Figure 4.1. Enrollments in law schools. Source: http://excessofdemocracy.com
/blog/2017/12/2017-law-school-enrollment-jd-enrollment-flat-nearly-1-in-7
-are-not-in-the-jd-program.

fees for law degrees rose even faster than for college degrees in gen-
eral. Moreover, it is arguable that the cost of delaying entry to the
labor market is even greater when conditions are chronically slack,
as they have been since the 2008 economic crisis. A graduate who
enters the labor market straight out of college has three more years
of work experience than one who goes on to law school.

In response to the declining benefits, and increasing opportu-
nity costs, of going to law school, enrollments plummeted, drop-
ping back to the 1970s level, as shown in figure 4.1. Law schools
have responded by cutting or freezing tuition fees, and by offering
more scholarships to students with high incoming grades, who
can be expected to boost the school’s reputation in the future.

However, the process of adjustment is very slow. For those who
have already embarked on a law degree, much of the cost is “sunk.”
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So they stayed on to complete their degrees, with the result that
the entering class of 2010-2011, the largest on record, entered a
depressed job market in the wake of the Global Financial Crisis.
Unsurprisingly, employment outcomes worsened even further,
with only 57 percent of 2013 graduates finding jobs as lawyers.

As the adjustment continues, the number of new applicants
will continue to fall until the benefits of attending law school
come back into balance with the opportunity cost. That will
require a combination of better employment outcomes, lower
tuition charges, and, perhaps, a decline in the alternative em-
ployment opportunities for recent graduates.

4.5. TANSTAAFL: What about “Free” TV,
Radio, and Internet Content?

We saw in section 2.1 that the “free lunch” provided by saloons
wasn't really free in terms of opportunity cost. Rather, con-
suming the lunch involves forgoing the opportunity of buying
cheaper beer at a saloon where lunch is charged separately.

The same point applies to “free” services provided by govern-
ments and financed by taxation revenue. The opportunity cost
is the private expenditure forgone to pay taxes. This is the point
being made by drivers with TANSTAAFL bumper stickers,
even if many of them might be unhappy about paying to use
“free” public roads.

There are, however, lots of other examples of services pro-
vided, apparently free of charge, by for-profit corporations.
These include “free-to-air” radio and TV broadcasts, Internet
services like Google, Facebook, and Twitter, and sponsorship
for sporting and cultural events.

Although there is no monetary cost, TV and radio stations,
much like Google and Facebook, bundle their free offerings
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with advertising, which comes as part of the package. Corpo-
rate sponsorship is based on the perception that it will create a
favorable impression of the company concerned, which is a kind
of advertising. How does our analysis apply to advertising?

In thinking about advertising in TV and similar media, we
can easily dispense with the claim sometimes put forward by
industry advocates, that such advertising provides consumers
with useful information. If this were true, firms would not need
to pay TV networks or Internet companies to broadcast the ads.

As is shown by the sales of specialist magazines of all kinds,
consumers are willing to pay for useful information about con-
sumer products. But no one will willingly consume ordinary ads
unless they are packaged with a program they want to watch, or
a webpage they want to view.

In fact, the original free lunch provides a much better anal-
ogy. Eating a meal or snack, particularly a salty one, increases
the desirability of a cold drink, and the bar is there to provide it.
Similarly, advertisements work because watchingan ad increases
the desirability of buying the associated product. This may be
because the ad attaches desirable qualities (such as sophistica-
tion or sex appeal) to the product, or because it engenders dis-
satisfaction with the alternatives we are currently consuming,

In terms of opportunity cost, it does not matter whether an
ad works positively or negatively. Either way, the opportunity
cost of alternative products is increased relative to the value of
the product being advertised. In the standard terminology of
economics, a successful ad is complementary (in consumption)
with the product being advertised.

In terms of our happiness, though, there’s a big difference.
The net effect of advertising is almost certainly to reduce our
satisfaction with the things we buy, because most of the ads we
see are designed to make us switch to something else. And of
course, the things that are not advertised, such as quiet leisure
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time with family and friends, where no goods and services are
required and no money is spent, are downgraded even further.

Market prices tell us about the opportunity costs we face,
although the cost, like that of the original free lunch, is hid-
den. We can choose to watch the ads (and the programs with
which they are bundled) and buy the advertised “brand name”
products. Alternatively, we can avoid the ads and buy cheaper
alternatives, which don’t include the cost of advertising.

The third possibility is that of watching the ads but buying
the cheaper products anyway. If ads work as they are supposed
to, this should induce a feeling similar to that of eating salty
bar snacks but not buying a drink to go with them. That is,
we should feel less satisfied with our choice than if we had not
viewed the ads for the brand name product, perhaps so much
so that we change our minds and buy the advertised product
instead.

Many readers (myself included) will probably judge that they
are too strong-minded to be swayed by advertising, particularly
the uninformative puffery that we get from mass media. But the
continued market dominance of advertised name brands sug-
gests that this is an illusion, similar to the one that leads around
80 percent of us to believe we are better than average drivers.

One exception to the analysis presented above is when we are
willing to pay to see appropriately targeted ads. This is probably
the case for special interest magazines, which contain lots of ads
and sell for a price that seems high compared to the relatively
limited content to be found in the articles.

Opportunity cost is as relevant to advertisers as it is to con-
sumers. In particular, opportunity cost explains why some
kinds of goods and services are commonly bundled with adver-
tising, while others are not. The opportunity cost of producing
a TV show or an attractive website can be substantial. But once
a given program or website has been produced, the opportunity
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cost of allowing access to it is small (often less than the cost of
restricting access).

In these circumstances, bundling the program with advertis-
ing may be the only way to cover the fixed costs of production.
If so, the availability of the package as a whole makes us better
off compared to the alternative.’

The problem is more complicated when there are alterna-
tives, such as public funding for broadcasting, which might be
financed (as it is in the case of the British Broadcasting Corpo-
ration) by a license fee for television sets. Choice is maximized
when both methods of funding are available, but as a matter of
political practice, advertising-funded commercial broadcasters
will lobby to have publicly funded alternatives shut down or be
forced to take ads. The Internet has shown the power, and the
limitations, of a third alternative, that of voluntary provision
by individuals (as with blogs) or by large cooperative groups (as
with Wikipedia).

Finally, it’s worth considering the case when we are forced
to consume the advertising whether we want to or not, and
without receiving any benefit. The most obvious example is that
of highway billboard advertising, as distinct from informative
signs regarding the services available at a given exit.

The case where the right to put up a billboard is controlled
by (for example) a highway authority, and advertisers have to
pay, is essentially the same as that of “free” TV and radio. Road
users pay part of the cost of providing the highway by consum-
ing ads.®

> At least on the (strong) assumption that we carefully consider the hidden
cost of the “free lunch” we are being offered.

¢ Following the argument earlier in this section, consumers are worse off being
forced to see the ad, then voluntarily buying the advertised product, than if they
had chosen without being exposed to advertising.
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By contrast, in the case where neighboring property owners
can display billboards, neither the road users nor the providers
get any benefit. In effect, the owner of the billboard is imposing
a cost without any intervening market transaction. In the tech-
nical jargon of economics, this is a “negative externality.” We’ll
consider this further in chapter 10.

Further Reading

The quote from Ariely (2016) was found at AZQuotes. The sur-
vey of economists’ understanding of opportunity cost was re-
ported by Ferraro and Taylor (2005). The tired job secker quoted
in footnote 2 made a comment at the Marginal Revolution blog
(JC 2005). I found the response by Potter and Sanders (2012)
unsatisfactory, but those interested may wish to follow it up.

Most accounts of airline deregulation have been celebratory,
focusing on the lower fares paid by passengers with the flexibil-
ity to search for them. Thompson (2013) is a typical example.
Closer examination reveals that these gains are offset, at least
in part, by the opportunity costs discussed in section 4.2 (Rich-
ards 2007). I reached a similar conclusion in my own analysis of
airline deregulation in Australia (Quiggin 1996). Poole (2015)
gives information on flight attendants’ wages.

In his most famous book, The Affluent Society, John Kenneth
Galbraith (1958) did a good deal to establish the conventional
wisdom” about advertising, namely that it was used to manufac-
ture demand for goods and services people would otherwise not
want. A more sensational presentation of this view was Vance

Packard’s (1957) The Hidden Persuaders.

7 A term coined by Galbraith himself.
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The analysis of advertising as a complementary good was put
forward by Becker and Murphy (1993). Becker and Murphy
note that advertising may be either a good or a “bad,” but don’t
apply the obvious test: if advertising is a good, people will be
willing to pay to consume it. The result is that their paper has
often been seen as a refutation of Galbraith. In fact, as I pointed
out in a blog post (Quiggin 2006a), TV, radio, and Internet
audiences have to be paid, with free content, to look at ads, im-
plying that ads themselves are undesirable.

One reason most people consider themselves above average,
and, in particular, immune to the blandishments of advertis-
ers is that the least competent in any cognitive activity are also
most likely to over-estimate their own abilities. This is called the
Dunning-Kruger effect, and was first shown in the classic study
by Kruger and Dunning (1999).

Evidence on the costs and benefits of attending college is pro-
vided by College Board (2016), Harvard University (2016), and
US News and World Report (2015). Kitroeff (2015) and Olson
(2014, 2017) look at the case of law school.
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CHAPTER 5

Lesson One and Economic Policy

In many cases rent control appears to be the most efficient
technique presently known to destroy a city—except for
bombing.
—Assar Lindbeck, The Political Economy of the New Left:
An Outsider’s View (1972), p. 39

Lesson One is a powerful tool for critical analysis of economic
policy. All too often, superficially appealing policies fail because
their design does not take account of opportunity costs and the
role of prices in signaling those costs. Conversely, many policies
may be improved by making prices explicit. In this chapter, we
will examine a variety of examples.

5.1. Why Price Control Doesn’t (Usually) Work

When the price of some important commodity or service rises
rapidly, governments face pressure to do something about it. A
variety of options are commonly considered.

Governments can, and often do, subsidize the supply of goods
seen as vital, including food and fuel. Such policies are popular,
often cost relatively little at first, and are politically hard to re-
move. But who benefits and what are the opportunity costs?
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Particularly in less developed countries, such subsidies usu-
ally benefit urban dwellers, and particularly the middle class,
who tend to have more political influence than the rural poor.
Subsistence farmers do not benefit from food subsidies. If subsi-
dized food is imported, with the result that the domestic price
falls, farmers producing for the local market are also likely los-
ers. Fuel subsidies generally benefit those on higher incomes,
who use more energy. As with food, this effect is particularly
marked in less developed countries where the rural poor may
rely on collecting wood or dung for fuel, and on oxen, or their
own effort, for energy inputs to food production.

The opportunity costs of food and fuel subsidies are not hard
to find. Government revenue allocated to subsidies cannot be
spent on services like health and education, or on income sup-
port for the poor. Even where funding for subsidies is notionally
derived from cutting wasteful or unproductive expenditure, the
true opportunity cost is the best use to which the funds released
in this way could have been put.

Where governments want to cut prices but lack the resources
to subsidize consumers, the simplest, and seemingly least costly,
response is to legislate to fix the price at a “fair” level. Such poli-
cies have been tried many times and can be reasonably effective
in preventing price increases resulting from temporary short-
ages (“gouging”). In wartime, the constraints against “profiteer-
ing” are stronger, and controls can be maintained for years on
end. But attempts to maintain price controls over longer periods
have mostly failed.

A classic example, discussed by many economists, is that
of rent control in New York City. Controls were introduced
during World War II and have been maintained with vari-
ous changes ever since. The experience of New York City has
shown that comprehensive rent controls can’t be sustained
for long without producing severe housing shortages. Once
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comprehensive controls are in place, construction of new rental
housing grinds to a halt, and landlords try to spend as little as
possible on maintenance.

When shortages become acute, the typical solution is what
is often called “grandfathering.” Rent control is enforced over
existing housing units, but builders of new units are allowed
to charge whatever the market will bear. Since rent-controlled
units are effectively off the market, the market rent will be
higher than would be the case in the absence of rent control.

The result is to create two classes of tenants." Sitting tenants
in rent-controlled units continue to benefit, but those enter-
ing the market pay more than the pre-control rent (which, we
should recall, was regarded as being so unaffordable as to con-
stitute an emergency). Eventually, as is happening in New York
City now, the rent-controlled tenants die or move away, and the
system breaks down altogether.

The problem with price controls is simple when we think in
terms of opportunity cost. If prices are fixed by law, they can-
not tell us anything about the true opportunity cost of goods
and services. Nevertheless, the logic of opportunity costs still
applies to producers, including landlords, and consumers, in-
cluding tenants.

Producers will supply a good if the price they receive is more
than the opportunity cost. If the price is fixed at a low level,
then producers will supply only small amounts, or none at all.
Similarly, consumers will be willing to buy more of a good if the
opportunity cost is less than its value to them. The opportunity
cost consists of the price, along with any other costs involved in

' New York City has three classes of tenants. Rent control applies to around
20,000 tenants of pre-1947 apartments who have been in place since 1971. Rent
stabilization, a system under which rent increases are regulated, applies to tenants
of apartments built between 1947 and 1973. Tenants of newer apartments pay the
market rate.
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obtaining the good. If the price is fixed at a low level, and the
good is freely available, they will choose to consume a lot.

But there is a contradiction here. If the price is fixed at a low
level, consumers will demand a lot, and firms will offer very
little. So, the good will not be freely available. One possible
outcome is that consumers will spend time searching for sup-
plies or standing in line. The opportunity cost of the time they
spend will make up the difference between the fixed price and
the value of the good to the consumers concerned.

Another possibility is that formal or informal systems of ra-
tioning will be developed. For example, the government may
estimate the needs of the average person (with some allowance
for children) and issue each household a corresponding number
of ration coupons, allowing them to purchase goods at the legal
fixed price. Inevitably, once such a system has been in place for
a while, a black market (or quasi-legal “gray market”) will de-
velop, as in the systems of ticket scalping for sporting and music
events. So, for a household, the opportunity cost of a good
bought within the official system will be the legal price, plus
whatever they could have obtained, in cash or favors, for passing
the ration coupon to someone else. For someone buying black-
market ration coupons, the cost of the good again includes the
legal price and the cost of the coupon, as well as the risk and
difficulty associated with a black-market transaction.

If price controls are effective, and ration coupons are freely
traded, the opportunity cost for consumers (the sum of the of-
ficial price and the coupon price) must be higher than the price
that would have emerged in the absence of control. That’s be-
cause producers will supply less of the good than in the absence
of controls. The logic of marginal cost and benefit implies that
the opportunity cost of the marginal item for consumers must
therefore be higher under price control.

Price control with rationing produces both winners and
losers. The biggest winners are those consumers and households
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who would not have consumed any more than the rationed al-
lowance at the market price. They get the same amount of the
good, at a lower price, and perhaps get some extra benefit from
selling surplus coupons.

The most obvious losers from price controls are the suppli-
ers of the goods and services subject to controls. In the case of
food, this group includes farmers, farm workers, those engaged
in food processing (flour millers, butchers, and so on) as well as
a wide variety of people (sometimes described as “middlemen”)
engaged in transport, wholesale and retail trade, and so on.

Another group of losers are consumers who would have will-
ingly paid more, at the market price, for a higher quantity than
they end up consuming under rationing. They must either do
without goods they would willingly pay for or pay both the
fixed price and the cost of illegally acquiring extra coupons.

Sometimes, the gainers from price controls are, or are seen
as, more deserving than the losers. From a social point of view,
however, it is usually better to redistribute income directly than
to attempt to stop price increases through controls or to offset
them using subsidies. As we will argue in the next section, if you
want to help poor people, give them money.”

5.2. To Help Poor People, Give Them Money

The problem of poverty is huge, in rich and poor countries
alike. Around the world, nearly a billion people live in extreme
poverty, living on less than US$1.50 a day. Even in the United

* This way of posing the problem raises the question: what about minimum
wages? On the one hand, as Hazlitt stresses, minimum wages are a kind of price
control. On the other hand, since they raise the incomes of the poorest group of
workers, increasing their ability to purchase all kinds of goods and services, mini-
mum wages will almost always be a superior alternative to price controls. We will
study this further in chapter 12.
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States, by many measures the wealthiest country in the world,
the US Department of Agriculture estimates that 12.3 percent
of the population experience food insecurity, defined as being
“uncertain of having, or unable to acquire, enough food to meet
the needs of all their members because they had insufhicient
money or other resources for food.”

Faced with images of the hunger and suffering caused by
famines and extreme poverty, a natural and intuitive reaction
is to send food. This reaction is often politically appealing in
countries that happen to have large stockpiles of food, either
because of unforeseen declines in market demand or because of
government policies such as price supports for farmers.

On the other hand, many advocates of development aid dis-
miss food aid as a short-term “Band-Aid” and argue that the
aim of aid should be to provide the “right” kind of assistance,
as measured by subsequent economic growth. Advocates of
aid initially focused on economic infrastructure and industrial
development and have more recently turned their attention to
health and education.

Similar debates have played out in the United States. The
Supplemental Nutrition Assistance Program (SNAP), better
known as food stamps, has played a central role in US programs
to assist low-income houscholds since it was introduced in
1964. With cuts in other welfare programs, its importance has
increased over time. On the other hand, as with international
food aid, SNAP is regularly derided as a Band-Aid approach.
Liberals frequently point to education as the way to provide real
opportunities for the poor.

Which of these approaches is right? Much of the time,
neither. While support for health and education has a better
track record than food aid, there is a growing body of evidence
to say that, in both poor countries and rich ones, the best way to
help people is to give them money.
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To see why this should be so, ask: What would a desperately
poor family do with some extra money? They might use it to
stave off immediate disaster, buying urgently needed food or
medical attention for sick children. On the other hand, they
could put the money toward school fees for the children or save
up for a piece of capital equipment like a sewing machine or
mobile phone that would increase the family’s earning power.

The poor family is faced with the reality of opportunity cost.
Improved living standards in the future come at the cost of pres-
ent suffering, perhaps even starvation and death. Whether or
not their judgments are the same as we would make, they are in
the best possible position to make them.

This is a straightforward application of Lesson One.

Market prices reflect (and determine) the opportunity
costs faced by consumers and producers.

Exactly the same points apply in rich countries. Giving poor
people assistance in kind, such as food stamps and subsidized
housing, has a lot of political appeal. Not only does it meet an
apparent need, but it also appears to reduce the chance that the
recipients will waste their extra income on luxuries, including
alcohol and tobacco. In addition, as in the case of the US food
stamps program, it may also be possible to form a political co-
alition with producer interests, represented in this case by the
farm lobby.

Thinking in terms of opportunity cost, however, we can see
that aid in kind almost inevitably results in waste. The opportu-
nity cost of subsidized housing is the low rent paid for the house,
while the opportunity cost of moving usually includes going to
the back of the line. Having secured subsidized housing, people
will stay there even if the house no longer suits their needs, be-
cause it is too big, too small, or too far away from a new job.
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The same kinds of problems occur with food stamps. Families
poor enough to qualify for food stamps face many hard choices.
They might, for example, need urgent medical or dental care, or
be faced with eviction if they don’t make a rent payment.

Much of the time, food stamps cover only part of a family’s
food budget, so they are really just like cash. Families can meet
some of their food bills with stamps, then use the money they
save to meet other needs. The opportunity cost of spending
more on food is the alternative that can’t be afforded.

But it’s precisely when people need money most, to the point
where they are prepared to live on a restricted diet, that the
limits of food stamps start to bite. If poor families were given
money, they could choose to pay the rent bill even if it meant
living on rice and beans. That’s a hard choice, but it might be
the best one available.

Unsurprisingly, then, poor people often try to exchange some
of their food stamps for money. This is denounced as “fraud”
and used as a reason for cutting food stamps even further.

It is market prices that determine the opportunity costs of
goods and services for individuals and families. When people
choose how to spend additional money, the opportunity cost of
one choice is the alternative that could be bought for the same
amount.

The idea that poor people don’t understand this is patron-
izing and wrong. The tighter the constraints on your budget,
the more important it is to pay attention to them. Poor people
often have limited access to markets, including supermarkets
and basic financial markets such as bank accounts. They face
complex and variable prices as a result. Nevertheless, many of
them manage to find highly creative ways of stretching a limited
budget to meet their needs. Additional constraints, in the form
of payments that can only be spent in particular places and on
particular goods, are the last thing they need.
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These arguments have been going on for many years, but re-
solving them has proved difficult, since there are usually many
different factors that determine good or bad outcomes for poor
families. In recent years, however, a combination of improved
statistical techniques and careful studies of experimental pilot
programs have allowed an assessment of the evidence to emerge.
Overwhelmingly, it supports the view that giving people money
is more effective than most, if not all, forms of tied assistance in
improving well-being and life outcomes.

If the best way to help the poor is to give them money, what
is the best way of doing that? In a market economy there are
two possible answers. The one that has been discussed most is
redistribution; that is, using the taxation and welfare systems to
transfer some market income from the rich to the poor. More
difhcult, but arguably more effective, is to change the structure
of markets and property rights to produce a less unequal distri-
bution of market income—this is sometimes called “predistri-
bution.” We will examine these issues in chapter 11.

S.2.1. Has Foreign Aid Failed?

The question of how we can most effectively help poor people is
central both to social welfare policy at home and to decisions on
how, if at all, to provide aid to poor people overseas.

The idea that we should simply give more money to the poor
contrasts sharply with the belief, widespread even among econo-
mists, that historical experience shows that aid does not work.
Most of these arguments have ignored the question of how
much aid individuals and houscholds receive, and what they
would do with it if they were free to make their own choices.

Looking at the first question, it’s often claimed that aid has
been given on such a lavish scale that, if it were effective, the
benefits ought to be obvious. The most prominent proponent of
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these claims is William Easterley, who said in 2006, “The evi-
dence is stark: $568 billion spent on aid to Africa, and yet the
typical African country is no richer today than 40 years ago.”

Here’s a rough calculation. Easterley’s estimates were made
in the early 2000s, about 50 years after the “Winds of Change”
that produced African independence. That is, the massive total
of $568 billion amounts to about $11 billion a year. That has
increased somewhat over time, at least in dollar terms, so the
annual flow now is about $15 billion. The population of Africa
is around a billion, so on average, that’s about $15 per person
per year.

Ideally, though not in reality, the money would be targeted
to the poorest, the hundreds of millions living on $2 per day
or less. Even so, the benefit could not be more than a dollar a
week for every poor person. Does Easterley (or anyone repeat-
ing claims like this) really think that an extra dollar a week is
enough to lift a family out of poverty?

Leaving this point aside for a moment, how would we expect,
or want, aid to be used? Easterley’s observation that the typical
African country is no richer than it was decades ago implies that
aid should have been invested to promote economic growth.
That sounds plausible at first, but it ignores opportunity cost.
Money invested to promote economic growth, and thereby in-
crease income in the future, can’t be used to relieve desperate
poverty today.

Thinking about the opportunity costs of different uses of
aid helps us to understand this seemingly endless debate. Put
yourself in the position of a desperately poor African family, to
the extent that such an imaginative exercise is even possible for

* Easterley has somewhat modified his views in recent years, accepting the ar-
gument presented here that aid is insufficient to lift whole countries out of poverty,
but agreeing that well-designed programs may have substantial net benefits.
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those of us living a (comparatively) privileged Western lifestyle.
Given a few extra dollars a week, how would you spend it?

Perhaps, with exceptional discipline, you might be able to
save the money to buy, say, a used sewing machine, or put it aside
for school fees for your children.* But the opportunity cost of
your investment would be to see your family ill-fed, and perhaps
missing out on much-needed medical care.

There is no “right” choice here. But those facing such hard
choices are better placed to make them than a well-off observer
in a faraway country.

By contrast, Easterley, like much of the literature evaluating
foreign aid, takes it for granted that the sole purpose of aid is to
promote income growth, rather than to relieve current suffering,

Even in its own terms, the argument doesn’t stand up. If the
recipients of aid chose to invest all of it, the amount when ex-
pressed in terms of dollars per person is so tiny that it would be
absurd to expect big payoffs in terms of economic growth.

We can illustrate this by example. Suppose that an African
family chose to invest its $15 per person in farm equipment or a
sewing machine and managed to get a net return of 10 percent
per year. That’s more than the average return on investment re-
alized by major corporations in developed countries. The net re-
turn would be $1.50 per year, or one day’s worth of poverty line
income. Expressed as an addition to the rate of growth, it would
amount to less than half a percentage point.

Admittedly, if governments are willing to hold living stan-
dards down to destitution levels for decades or more, and use
all of the surplus income for investment, it’s possible to generate
high rates of economic growth, at least for a time. The Soviet
Union did this under Stalin, and a number of less developed
countries have tried to follow the Soviet model, with limited

* School education is rarely free in poor countries.
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success. But even where the Soviet model worked in its own
terms, the opportunity cost of higher output in the future was
immense suffering in the present.

The idea that development aid is a proven failure has found a
receptive audience among governments eager to cut their spend-
ing. But some simple arithmetic and an understanding of op-
portunity costs show that it is wrong. In foreign aid, as in do-
mestic policy, the best way to help people is to give them money.

This simple point is gradually being appreciated by policy-
makers. A number of experimental programs have shown that
poor people make better use of direct cash transfers than is
achieved when governments or aid agencies decide what they

should be given.

5.3. Road Pricing

For much of the twentieth century, the road was a symbol of
freedom, at the center of cultural productions as diverse as Jack
Kerouac’s Oz the Road, Thornton Wilder’s The Happy Journey
to Trenton and Camden, and the vast Hollywood output of road
movies. But roads are not free. The costs of road construction
and maintenance represent a major share of the budget at all
levels of government (local, state and national) and attract a fair
amount of attention. Even larger, but more rarely considered,
are the opportunity costs of the road network.

The capital tied up in roads represents a large share of the
stock of investments owned by governments. This capital invest-
ment comes at the expense of alternatives like schools, hospitals,
and, most notably, public transport systems. The opportunity
cost of land dedicated to roads is larger still.

Turning from roads to vehicles, road users impose costs on
one another in the form of traffic congestion and crash risks,

printed on 2/8/2023 4:03 PMvia . All use subject to https://ww.ebsco.confterns-of-use



EBSCChost -

LESSON ONE AND ECONOMIC POLICY = 97

as well as the general annoyance that has given rise to the term
“road rage.” These costs aren’t symmetrical; big vehicles and
fast drivers contribute more to crash risks, while slow vehicles
may cause more congestion. A whole book could be written
(and probably/inevitably has been) on the conflicts between
motorists and cyclists. Finally, road users impose costs on others
through noise, air pollution, and the crash risk faced by pedes-
trians and other non-motorists. We'll discuss these “external
costs” in more detail in chapter 10.

We pay for roads in many different ways: gas taxes, tolls,
vehicle registration charges, and through general government
revenue. Typically, these systems have evolved through histori-
cal processes driven by the exigencies of funding, with little or
no underlying rationale. As a result, a road built during a period
of relatively flush public funding may be a freeway, while an-
other one nearby may be subject to tolling. Some jurisdictions
tax gasoline, while others levy charges on vehicles. These prices
usually bear little or no relationship to opportunity costs, a fact
that helps to explain why driving is so often a source of frustra-
tion and sociopolitical dispute.

At present, the most common approach to road pricing in-
volves the use of tolls to finance the construction of a new road.
This is commonly undertaken through a “public—private part-
nership” (PPP), also called a “Build Own Operate Transfer”
(BOOT) scheme, in which a private sector consortium agrees
to construct the road in return for the right to collect tolls for
a set period, typically around 25 to 30 years. At the end of this
period, the road returns to public ownership and the toll is re-
moved. Meanwhile, alternative routes, typically through resi-
dential streets, remain untolled.

It would be hard to design a pricing scheme more directly
contrary to the lessons of opportunity cost. When a road is
brand new, and uncongested, the opportunity cost of an
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additional driver using the road is almost zero. The relatively
small number of drivers means that none of them are slowed
down by the traffic flow they all generate. The fact that the road
is of recent construction normally means that it does not pass
through residential areas, where residents would be affected by
noise and accident risk.’ The physical capacity of the road itself
to bear traffic without incurring damage is the best it will ever
be. If prices were set equal to opportunity costs, the road would
be untolled.

Fast forward 25 or 30 years to the day the toll is removed.
By now, traffic on the road is heavy much of the time, and the
removal of the toll will only make this worse. The availability of
the road will have encouraged development of residential and
business areas in its vicinity. Finally, even with careful mainte-
nance (by no means assured), the road will be old and more eas-
ily damaged by heavy vehicles and traffic in general.

In addition to failing Lesson One, the standard system of
road pricing is arbitrary and unfair. The question of whether
a road will be tolled or free is almost entirely one of historical
accident. If a community has always been well served by good
roads, perhaps because its residents are well-oft and politically
influential, motorists traveling there pay nothing. Similarly, if
the government’s budget is flush in the year a road project comes
up, it may be provided for free. But, when budgets are tight, and
new roads are needed, tolls are imposed.

Some cities have done a better job than most in putting prices
in line with opportunity cost. The most striking example is that
of London, which introduced a “congestion charge” in 2003.
The mayor who introduced the change was a member of the
Labour Party, Ken Livingstone, often referred to as “Red Ken”

> Some houses have been demolished to allow its construction, but this is a
“sunk cost.”
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because of his left-wing views. However, the originator of the
idea was the famous Chicago economist Milton Friedman.

The London experiment is generally regarded as successful.
It has reduced traffic on London roads when, in the absence of
a charge, the number of vehicles would almost certainly have
increased. Since the charge was introduced, numerous measures
have been taken to improve safety and amenity for pedestrians.
Because the number of cars has been reduced, it has been pos-
sible to do this without increasing travel times for motorists.

Despite the apparent success of the congestion charge, very
few cities have followed London’s example. In large measure,
this reflects the failure of policymakers and the public at large
to understand the lessons of opportunity costs. People are un-
willing to pay for something that was once “free,” even though
as members of society we all bear the costs of congested roads.

Failures of understanding cannot fully explain this outcome,
however. Charges have been introduced for a wide variety of
public services that were formerly not priced, and the public has
mostly accepted the change, willingly or otherwise.

The crucial difference with congestion pricing is that the
people most directly affected are those who drive to work in the
central business district of cities, such as businesspeople with ac-
cess to office parking. These are among the people most likely
to come into contact, on a regular basis, with the members of
the state or local governments that commonly make decisions
on road pricing. In Bastiat’s terms, their hostility to paying for
access to the city will be highly visible, while the opportunity
costs of free access are “that which is not seen.”

There is probably no way to bring the prices paid by road users
completely into line with the opportunity costs they generate.
Nevertheless, it would be hard to do worse than the pricing sys-
tems commonly used in relation to toll road projects around the
world. Increased use of road pricing, based on congestion and
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externality cost rather than historical cost accounting, would

certainly help.

5.4. Fish and Tradable Quota

Fisheries provide another example of the importance of oppor-
tunity costs, and what prices and markets can tell us about them.
The proverbial advice “there’s plenty more fish in the sea” re-
flected what seemed, until modern times, to be an inexhaustible
abundance. The vastness of the oceans, the proverbial difficulty
of catching fish, and the reproductive capacity of most fish spe-
cies made it seem that, no matter how many fish might be caught
in one season, there would be just as many to catch in the next.

The industrialization of fishingin the late nineteenth century
changed all that. Steam-powered vessels could travel farther and
were independent of wind and currents. The development of
factory ships allowed catches to be processed on board, so that
voyages could be longer. These were followed in the twentieth
century by new trawling techniques, longline fishing, electronic
navigation, and radar and sonar systems. Catch rates soared and
then, predictably, crashed.

With the slow reproduction rates typical of mammals, and
the misfortune of being valuable sources of lighting oil, whales
were among the first species to be hunted to the edge of extinc-
tion. The right whale (supposedly so-called because it was the
“right” whale to catch) was almost extinct by the 1930s, with
the result that hunting right whales was banned worldwide in
1937. Even so, nearly 70 years later both the North Atlantic and
North Pacific right whales are critically endangered, with popu-
lations still in the hundreds.

Fish species soon followed. The decline of the Atlantic north-
west cod fishery was typical. Catches rose steadily over the first
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half of the twentieth century, reachinga peak in the 1960s. Then
came a sharp decline, as stocks crashed. This decline did not, at
least initially, produce a decline in fishing effort. Rather, efforts
were intensified in an attempt to maintain declining incomes.

By 1992, catches had fallen almost to zero, and it was esti-
mated that only 1 percent of the original stock remained. The
Canadian government imposed a moratorium, originally in-
tended to be temporary. As with the right whales, however, the
damage was too severe to be remedied by a temporary respite.
More than 20 years later the moratorium is still in place. There
are some limited signs of recovery in fish populations, but the
resumption of commercial fishing is still a long way off. The
same story has been repeated in fisheries all around the world
with minor variations.

Thinking in terms of opportunity cost makes the reason
clear. If a landowner fells a tree and sells the timber, the oppor-
tunity cost includes the return that might have been gained by
letting the tree grow for another year. But catching a fish has
no such opportunity cost for the fisher. Left in the sea, it might
have grown and reproduced, increasing future catches. But for
any individual fisher, thinking about whether to cast the net
one more time, fish that are not caught now are gone forever.

Some other fisher might catch them in the future, but that is
not part of the individual’s opportunity cost. The opportunity
cost for an individual fisher includes the time and effort spent
fishing, the cost of boats, fuel, nets, and so forth, but not the
impact on the fishing stock.

In these circumstances, once technology advances far enough
to permit it, overfishing is virtually inevitable. A wide range of
responses has been tried in an attempt to prevent overfishing:
the number of boats in a fishery has been limited, the gear they
can use has been restricted, and allowable fishing seasons have
been shortened.
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These measures have almost invariably proved ineffective. If
the number of boats is limited, fishers buy bigger boats. If gear
restrictions are imposed, new types of gear are developed to
evade them.

If the open season is limited, effort is increased, and boats put
to sea in good weather or bad, with the result that overfishing
continues. The response is commonly to shorten the season still
further. As Laurence White of New York University’s Stern
School of Business observes:

[T]hese input limitations—especially the limits on the
number of calendar days for fishing—have led to “fish-
ing derbies” or “races for the fish,” in which fishermen try
feverishly to maximize the amount of fish harvesting that
they can accomplish within the limited time period avail-
able to them.

The contraction of the Alaska halibut season is a “poster
child” for this process. From an open season of over 150
days in the early 1970s, the season length shrank to only
47 days by 1977 and then collapsed to an average of only
2-3 days per year between 1980 and 1994. Similarly, the
collapse of the surf clam fishery in the Mid-Atlantic re-
gion caused a progressive shortening of allowable fishing
time until, in 1990, a surf clam vessel was permitted to fish
only 6 hours every other week.

Even this is not the most extreme case. The spawn of Alaska
herring is highly valued for its use in sushi. During the harvest-
ing season in 2017, fishers took 3 hours and 20 minutes to catch
half the year’s quota. A second opening lasting only 15 minutes
exhausted the rest. Some fishers who had trouble starting their
boats missed the entire event.
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5.4.1. Private and Common Property in Fisheries

To sum up, any attempt to control overfishing by limiting effort
has ultimately collapsed into absurdity. The only measure that
has consistently been shown to work is the creation of prop-
erty rights. Three main systems of property rights have been
employed.

First, there is privatization, where an entire fishery may be
handed over to a single private owner, typically a corporation.
The owner has control over the number of boats that are used, the
number of fish that are caught, and so on, bears the costs of man-
aging the fishery, and receives all the net return from fishing, This
is the solution seen as “ideal” by some One Lesson economists.®

The second option, and the most common in practice, is a
system of individual catch quotas. These are limits on the num-
ber of fish that an individual fisher can catch, combined with
exclusion from the fishery of anyone who does not hold a quota.
Typically, the total allowable catch is determined, then divided
up in the form of individual transferable quotas (ITQs). Each of
the fishers is assigned a quota that they can catch. If they want
to catch more fish, or if a new boat wants to enter, they must buy
the quota from someone willing to sell.

Finally, where the industry is organized in a cooperative fash-
ion, an aggregate quota may be determined for the season and
allocated among a group of fishers in the industry by mutual
agreement. Again, those outside the group are excluded. In this
way, the group members acquire common property rights over
the fishery in question.

¢ Notably including H. Scott Gordon, widely regarded as the founder of fisher-
ies economics, and Garret Hardin, the ecologist who popularized the phrase “trag-
edy of the commons.”
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Common property rights have existed in various forms
throughout history, mostly coexisting with private property
rights. In common-property fisheries for example, it is usual
for the boats and gear to be owned by individual fishers, and
for the fish, once caught, to be the property of whoever catches
them. A similar mix of private and common property is found
in an apartment complex organized as a condominium (the
term is derived from the Latin for “shared property”).

Unfortunately, One Lesson economists routinely treat
common property as a synonym for “no property.” The most
notable example is Garret Hardin, whose persuasive, but his-
torically inaccurate, article “The Tragedy of the Commons”
was highly influential from the 1970s onward.” After giving a
historically inaccurate account of the common grazing system
that prevailed in much of England until the eighteenth cen-
tury, Hardin says,

Therein is the tragedy. Each man is locked into a system that
compels him to increase his herd without limit—in a world
that is limited. Ruin is the destination toward which all
men rush, each pursuing his own best interest in a society
that believes in the freedom of the commons. Freedom in a
commons brings ruin to all. (Hardin 1968)

Hardin’s article, leading to the conclusion that the inherent
logic of the commons remorselessly generates tragedy, made the
case for privatization, but glossed over the historical reality that
common-property institutions have worked well in many con-
texts and over long periods.

7 Although Hardin was an ecologist by training and profession, he was also
an enthusiastic advocate of One Lesson economics, as well as various forms of eu-
genics and mandatory population control.
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Many economists have criticized Hardin, some in quite acer-
bic tones. The sharpest response was that of Partha Dasgupta,
who observed, “It would be difhcult to locate another passage
of comparable length and fame containing as many errors as the
one above.”

The most detailed and influential refutation was that of po-
litical scientist Elinor Ostrom. Ostrom’s study of the workings
of common-property institutions combined deep economic in-
sight with a detailed analysis of the formal and informal institu-
tions involved in managing common property. She was awarded
the Nobel Memorial Prize in Economics for her work. She was the
first woman, and one of a handful of non-economists, to receive
this award.

Whether individual or collective, the choice of setting a
quota for a season forces fishers to confront the problem of op-
portunity cost. A higher catch in the current season means a
smaller stock, which will make fishing more costly in future sea-
sons. If the catch exceeds the maximum sustainable yield, then
future catches must decline, regardless of effort.

The appropriate point at which to set the aggregate catch
quota is that at which the value of any further increase in the
catch is equal to the cost of catching the fish plus the opportu-
nity cost (incurred in the future) of reduced stocks.

The determination of an aggregate quota leaves open the ques-
tion of how fishers, boats, and fishing time will be organized to
catch the allowable number of fish. In this respect, the different
systems of property rights vary with respect to the role played by
markets and prices in determining the opportunity costs.

The role of markets and prices is largest and most evident in
a system of I'TQs. Here, decisions by individual fishers to catch
their quota have an obvious opportunity cost: the value they
could realize by selling the quota and using their labor and capi-
tal somewhere else.
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By contrast, in a fully privatized fishery, individual fishers are
employees or contract workers for the owner of the fishery. De-
cisions about who will fish, and when and where they will fish,
are made by managers rather than individual fishers.

Under common-property systems, mutual agreement takes
the place of market transactions. These examples show that,
while market prices tell us about opportunity cost, they are
not always and everywhere the best way of transmitting this
information.

The effect of introducing quotas is to create new property
rights. The introduction of transferable quotas, with appropri-
ate institutional arrangements, may result in the emergence of
markets where none existed before. However, the creation of
property rights, including the creation of property rights over
fisheries, is a politically fraught and philosophically controver-
sial process.

Formal property rights, by their nature, supersede expecta-
tions and social judgments about who has the right to use a so-
cially valuable asset like a fishery and how they can use it. When
an asset previously open to all is made the subject of property
rights, rights of access that were formerly taken for granted are
withdrawn or strictly circumscribed. Those who are expropri-
ated in this process may or may not receive some compensation.
But even where compensation is paid, it is commonly insuffi-
cient to offset a feeling of injustice.

The conflict is even greater when, as is often the case with local
fisheries, an informal system of common-property management
has emerged. Property rights systems established by national or
state governments, which are typically neutral as between citi-
zens of the entire jurisdiction, commonly conflict with estab-
lished social norms among existing fishers. These norms, which
typically stress local ownership and controls, are strongly held,
but may be challenged by “outsiders,” excluded from access.
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In the case of fisheries regulation, the inherent conflict is
sharpened by the fact that formal property rights are typically
not introduced until well after the actual catch rate has reached
unsustainably high levels and begun to decline.

Fishers have built their way oflife, and invested large amounts
of capital, based on the assumption that large catches could be
maintained indefinitely. The process of reducing catches to a
sustainable level involves sharp and often painful adjustments,
such as a reduction in the number of boats and fishers in a given
fishery. This adjustment, taking place in combination with
changes in property rights, frequently gives rise to conflict.

5.4.2. The Creation of Property Rights

The process of creating new property rights and markets raises
a variety of philosophical concerns. As the discussion above
indicates, the creation of new formal property rights has an
opportunity cost, namely, the loss of old, informal rights.® Par-
ticularly in the case of full privatization, the redistribution that
takes place commonly benefits the rich and politically powerful
at the expense of everyone else.

Unsurprisingly then, critics of markets and property rights
are hostile to proposals for their extension. The difficulties are
least in the case where existing common-property institutions
are formalized, but even here the issue of opportunity cost can-
not be avoided: common property for some means exclusion
for others.

Philosophical difficulties with the creation of new property
rights are not confined to critics of the market system. One Les-
son economists like Hazlitt are often unwilling to confront the

8 We will discuss this further in Lesson Two.
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fact that formal property rights and the markets in which they
are traded are creations of government and the legal system.

The result is a great deal of inconsistency, depending in part
on which groups in the community benefit or lose from a given
change in property rights. For example, the propertarian Cato
Institute has enthusiastically backed transferable quotas in fish-
eries but has opposed the conceptually identical policy of trade-
able permits for greenhouse gas emissions.”

Consideration of both Lesson One and Lesson Two suggests
that any proposal for expanding the role of property rights must
be subject to careful scrutiny. Bu, at least in the case of fisheries,
some form of property, which may be individual, common, or
corporate, seems to be essential.

5.5. A License to Print Money: Property Rights

and Telecommunications Spectrum

The discovery of radio waves at the end of the nineteenth cen-
tury gave humanity access to a new form of communication.
For the first time, it was possible to transmit signals (initially
in Morse code, and then ordinary sound) over large distances
without the use of wires.

Initially, this technology was freely available to anyone with
the necessary technical apparatus to send and receive signals.
However, it soon became apparent that, here as elsewhere, the
logic of opportunity cost was critical.

Radio signals sent on the same or nearby frequencies inter-
fere with one another, producing the annoying noise we know
as static. As radio stations proliferated in the early twentieth
century, the problem became more and more severe. The use of

? Like other propertarians, Cato describes its position as “libertarian.”
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a frequency by one station had the opportunity cost of making
it unavailable for others.

The US government’s response was the Radio Act of 1927,
which established the Federal Radio Commission, later re-
named the Federal Communications Commission (FCC), with
its authority extended to cover television and other telecom-
munications technologies. The Commission was empowered to
license broadcasters, determining the frequency they could use,
and the permissible geographical coverage and signal strength.

In determining who should receive licenses, the FCC was,
and still is, required to take account of “the public interest.” De-
spite being in operation for nearly a century, the public interest
criterion remains vague and undefined. One aspect, which has
gradually eroded over time, was the imposition of constraints
on coarse language and sexual content that were tighter for
broadcast media than for competitors such as cable TV.

A more important implication of the public interest criterion
was the “Fairness Doctrine,” which prevailed between 1949 and
1987. This doctrine required the holders of broadcast licenses
both to present controversial issues of public importance and
to do so in a manner that was—in the Commission’s view—
honest, equitable, and balanced. In practice, this usually meant
presenting “both sides” of issues that were the subject of partisan
debate between the Republican and Democratic parties, while
maintaining what aimed to be a neutral and objective position.
This approach has been described by Rosen (2010) as the “view
from nowhere.” While providing an appearance of objectivity,
it effectively excluded dissenting viewpoints on issues where the
two major political parties were in agreement.

The abandonment of the Fairness Doctrine led to the rise of
openly partisan broadcasters like Fox on the political right and,
later, MSNBC on the left. With the end of the Fairness Doc-

trine and increased general tolerance for coarse language and
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sexual content in the media as a whole, the public interest crite-
rion has become virtually insignificant in practice.

The real point of the public interest criterion, from its incep-
tion, has been that it justifies allocating property rights over sec-
tions of the electromagnetic spectrum to private owners, who
could exclude all others from the broadcasting spectrum. Such
rights were commonly described as “a license to print money.”
Indeed, this description can be applied to any situation where
the state creates enforceable property rights and gives them
away to particular people or corporations.

What is the alternative? Technological progress makes it pos-
sible to use bandwidth more efficiently, with the result that some
of the spectrum is free to be used for new purposes. Increasingly
in recent years, rather than giving this spectrum away, govern-
ments have auctioned it. In 2015, the FCC raised $45 billion for
auctions of “mid-band” spectrum, between 1700 MHz and 2100
MHz. This type of spectrum is not considered as valuable as low-
band spectrum, such as the TV broadcast spectrum, because sig-
nals travel shorter distances than over lower frequency spectrum.

Unsurprisingly, the private owners of spectrums given away
in the past have taken advantage of the same possibilities. An
auction of broadcast spectrums relinquished by private TV sta-
tions, concluded in 2017, yielded a total of nearly $20 billion,
of which the stations received $12 billion, with the rest going
to the US Treasury. The prices realized in these auctions give
an indication of the opportunity cost of the old policy of free
allocation.

It isn’t necessary to auction the entire spectrum, even after
reserving bandwidth for vital public needs such as police and
emergency services. Some space can be made for broadcasters
who take the “public interest” idea seriously, rather than as a fig
leaf for profit-driven programming. But, inevitably in a mar-
ket economy, most of the spectrum is going to be allocated to
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commercial services. Those who acquire the right to use a spec-
trum in this way should compensate society for the opportu-
nity cost of the scarce and valuable services that they have been
allocated.

5.6. Concluding Comments

This chapter has covered a range of disparate issues. The unify-
ing theme is that of Lesson One. Prices tell us about opportu-
nity costs, and trying to make public policy by regulating prices
or allocating scarce goods and services by fiat rarely works well.
One Lesson economists draw the conclusion that governments
should do nothing. But a more careful examination of the issues
discussed here suggests a different conclusion, which we will
discuss in Lesson Two: if you want to fix social problems, fix the
allocation of property rights.

Further Reading

The Furman Center (2012) gives details on rent control and rent
stabilization in New York City. Crouch (2015) describes simi-
lar problems in Stockholm. Evidence on fuel and food subsidies
is provided by del Granado et al. (2012), Pinstrup-Anderson
(1988), and Bacon, Ley, and Kojima (2010).

Recent studies showing that cash assistance yields better
outcomes than other forms of aid to poor people in developing
countries include Haushofer and Shapiro (2013), Staunton and
Collins (2013), and Davala et al. (2015). Goldstein (2013) and
Kenny (2015) provide casily readable summaries.

In developed countries, the evidence in support of uncon-
ditional cash payments has led to renewed interest in ideas
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such as Universal Basic Income and the Negative Income Tax.
Widerquist (2005) looks at experiments on Negative Income
Tax. Rensin and Shor (2014) present some additional evidence
in the context of a polemic against the idea that education,
rather than income redistribution, is the key to a more equal
society.

The arguments of Easterley (2006) have become, in the words
of J. K. Galbraith (1958), “conventional wisdom,” but that does
not make them correct.

Friedman’s essay on road pricing was first written in 1951 but
was not published until long afterward. The most accessible ver-
sion is Friedman and Boorstin (1951). Some background on the
London congestion pricing scheme is given by Beckett (2003)
and Timms (2013). I've written extensively on the problems of
PPP and BOOT schemes, beginning with my book, Grear Ex-
pectations (Quiggin 1996), and most recently in Quiggin (2014).

Dolin (2008) is a readable history of the US whaling indus-
try. The review by White (2006) provides background to the
problems of US fisheries. The quoted passages are from pp. 71-
72 and pp. 304-7.

Garret Hardin (1968), whose persuasive, but historically
inaccurate, article “The Tragedy of the Commons” was highly
influential from the 19