2nd Economics Test Review
Lecture

An economic system describes the methods used by societies to produce and distribute goods and services. The economic system a society employs reflects that society’s goals and values.
	What goods and services to produce?
	How to produce them?
	Who gets to consume them?

	· allocation of resources

· guns and butter
	· human labor vs. machinery

· renewable vs. carbon based energy sources
	· distribution based on wealth vs. need

· political vs. financial


	Economics goals

	Economic efficiency
	Making the most of resources

	Economic freedom
	Freedom from government intervention in decisions on the production and distribution of goods and services

	Economic security and predictability
	Assurance that goods and services will be available, payments will be made on time, and a safety net will protect individuals in times of economic disaster

	Economic equity
	Balanced distribution of wealth

	Economic growth and innovation
	Innovation => economic growth, and economic growth => a higher standards of living

	Other goals
	Societies pursue additional goals, such as environmental protection.


	
	Advantages
	Disadvantages

	Traditional economy
	Certainty – roles all predetermined

Stability and safety – social net
	Low standard of living

Little innovation = vulnerable to external shocks

	Market economy
	Encourages innovation and growth

Relatively high efficiency

High degree of freedom and choice
	Unequal distribution of benefits (poverty)

Personal uncertainty and insecurity

Subject to boom and bust cycle

	Command economy
	Potential fairness

Safety net – free services (education, health)

Easy to mobilize resources quickly to achieve national or societal goals
	Relatively low efficiency

Weak incentives for hard work

Little consumer choice / economic freedom

	Mixed economy
	Reasonable innovation and efficiency

Basic economic safety net

Basic services guaranteed for all (fairness)
	Some wasted or misallocated resources

Potentially slower growth than market system

Less consumer choice

Higher taxes


Socialism

Robert Owen

· New Lanark textile mill – decent wages, housing, education
· Advocated worker communes – communal property, child care

· Supported labor unions

Henri de Saint Simon
· Argued that rewards should be tied to labor not property (land or capital)
· Spawned religion – special coats that required partner to put on and take off

Charles Fourrier
· Detailed plan to reorder society by setting up!
· People would only do the work they like; profits would be distributed to the “worthy”

Karl Marx and The Communist Manifesto (1848)

· Analysis of historical forces inevitably leading to demise of capitalism and rise of socialism and communism
· Capitalist competition => continual introduction of labor saving technology => fewer and fewer jobs => fewer consumers => oversupply => recession => big firms eat up small => increased concentration of capital => fewer and fewer capitalists with all the wealth, more and more laborers with nothing => revolution!
· Communism – new system in which labor owns the means of production – “from each according to his ability, to each according to his need”
As an economist…

· Technology has not led to a decrease in the number of jobs; rather, it has led to increased productivity and higher wages
· Large companies have not taken over and wiped out small companies; innovation and job growth is still mostly from small companies

As a political analyst…
· Labor has not been totally marginalized as Marx predicted; the labor union movement was successful in improving labor’s bargaining power
· Political systems have been more flexible than Marx predicted

As an intellectual and a symbol of revolution…
· He did put a spotlight on the unfairness and instability of capitalism
· His intellectual framework provided a language and ideological support to revolutionary movements around the world (although not as he predicted)

Voluntary Communes

· USA - Harmony Society (1800s), Brook Farm (1840s), many others
· Israeli – kibbutz movement very strong through much of 1900s

Soviet Union & post WWII Eastern Europe
· State-ownership of land and factories; 5-year plans; central planners (bureaucrats) deciding on day-to-day production of millions of items
China (under Mao)
· Followed Soviet model in the 1950s; attempted to move to true socialist commune model in late 1950s/early 1960s but backed off when famine ensued.
Elsewhere
· North Korea
· Cuba

· SE Asia (Vietnam, Cambodia, Laos)

Social Democracy – The Nordic Model

· Strong property rights, contract enforcement, etc.
· Primary reliance on market systems to distribute goods and services

· Light regulatory environment with strong support for free trade

· Strong social welfare system – universal healthcare, free education, public pensions, strong employment laws, unemployment benefits, etc.

· High taxes – over 50% of GDP in Sweden

Textbook
Factor payments are the income people receive for supplying factors of production.
Patriotism is the love of one’s country.
Safety net is the set of government programs that protect people experiencing unfavorable economic conditions.
Standard of living is the level of economic prosperity.
Socialism is a social and political philosophy based on the belief that democratic means should be used to distribute evenly throughout a society.
Communism is characterized by a centrally planned economy with all economic and political power resting in the hands of the central government.
Authoritarian governments exact strict obedience from their citizens and do not allow individuals freedom of judgment and action.
Collectives were large farms leased from the state to groups of peasant farmers.

Heavy industry requires a large capital investment to produce items used in other industries.
Laissez faire is the doctrine that government generally should not intervene in the marketplace.
Private property is property that is owned by individuals or companies, not by the government or the people as a whole.
An economic system characterized by private or corporate ownership of capital goods is called free enterprise.
A continuum is a range with no clear divisions.

Transition is a period of change in which an economy moves away from central planning toward a market-based system. To make the transition, state firms must be privatized, sold to individuals.
Great Economists

Thomas Malthus
· Overpopulation leads to unemployment
· There is not enough food for everyone, and starvation, diseases, disasters, and wars eliminate the extras, which are generally the poor ( natural selection
· People have to control birth and marry late. It is not only moral but also economical. It is for the good of one’s own and the general public.

John Stuart Mill
· believed in economic democracy and more socialist
· advocated freedom of speech and thought based on two reasons. The first being that a society utility will only be maximized when every single person makes free choices. The second is that a person's development is highly dependent on the freedom he or she has.

· strongly favored tax on inheritance, protection of trade, and regulation of work hours
· supported the idea of mandatory education to assure that everyone received a basic education
· harm principle: people's actions should be limited to prevent harm to others.

· Utilitarianism: belief that an action is judged good or bad based on the result of it. If the action produced more happiness than unhappiness, then it is a good action, and vice versa
Karl Marx
· Crisis theory- capitalism will eventually fail; crises of overproduction and immiseration (the view that the nature of capitalist production logically requires an ever great reduction in wages and worsening of work conditions for laborer) of the workers who, were it not for the capitalist control of the society, would be the determiners of both demand and production in the first place
· Self-interest creates social disparity between the wealthy and middle and lower classes
· capitalism interrupts the ideal of exchanges of equal value for equal value, by introducing a profit motive — a desire to produce an uneven exchange of lesser value for greater value
· the labor theory of value asserts that the value of a commodity is determined by the quantity of labor time required to produce it
· variable capital- labor, which can produce more value than it is worth
· constant capital- other commodities that don’t add to the value
· If industry becomes more mechanized (less labor, or variable capital, and more machines, or constant capital), rate of profit ought to fall.
· within the capitalist mode of the division of labor, workers invariably lose determination of their lives and destinies by being deprived of the right to direct their own actions
· Increasing the specialization may also lead to workers with poorer overall skills and a lack of enthusiasm for their work ( alienation
Frederick von Hayek
· all forms of collectivism could only be maintained under the control of a central authority
· socialism always had a central economic plan, which would only lead to totalitarianism because the government with a great control over the economy would ultimately impact individuals' social life
· the price mechanism serves to share and synchronize local and personal knowledge, allowing society members to achieve diverse, complicated ends through a principle of spontaneous self-organization; catallaxy- self-organizing system of voluntary co-operation
· the business cycle resulted from the central banks inflationary credit expansion, in which the low interest rate led to a capital misallocation
John Maynard Keynes

· if investment exceeds saving, there will be inflation
· if saving exceeds investment there will be recession.
· the real cause of unemployment was insufficient investment expenditure
· governments should play a major role in economic management
Joseph Schumpeter
· The essence of capitalism is innovation in particular sectors; the virtues of capitalism - in particular its steady but gradual pattern of growth - are long-run and hard to see
· its defects, such as inequality and apparent monopoly, are short-run and conspicuously visible
· It is dangerous for economists make generalizations, because political and social circumstances are always changing
· entrepreneurship are central to the capitalistic society, it shakes up the system
· Creative Destruction - process of industrial mutation that incessantly revolutionizes the economic structure from within, incessantly destroying the old one and creating a new one
· Good side
· innovation means new profitable opportunities for investment and equipment
· a ripple effect in which a lot of new things get built
· after a long term, societies that allow creative destruction to operate grow more productive and richer; there will be more benefits of new and better products, shorter work weeks, better jobs, and higher living standards
· Bad side

· people start to spend more money than they can afford
· this leads to people borrowing more money than they can afford
· harder to pay off the bills that piled up during the good times
· societies cannot get the rewards of creative destruction without accepting the fact that some individuals will be worse off
Joseph E. Stiglitz

· In the Shapiro-Stiglitz model of efficiency wages, workers are paid at a level that dissuades shirking because low wages make workers less productive.
· Full employment cannot be achieved because workers would shirk if they were not threatened with the possibility of unemployment.
· because market participants cannot get enough information, thus a market is imperfect and not efficient which gives a huge loss to people's interest
Notes Summary

Article 1: Happiness and Wealth

Outline

· Happiness is a difficult thing to study scientifically because everyone has a slightly different idea of what it is. It is hard to study topics that are well established in common vernacular.

· One way to measure happiness is that we can scale it from 1 to 7, but everyone still has a different view on what the number they give indicates.

· We tend to think that there is a positive correlation between happiness and wealth (Americans and Australians are happy, Africans aren’t). The truth is, the rich people in a poor area are happy. The contrast made the difference.

· Between nations, the higher income per capita doesn’t lead to higher happiness either. Because when the standard of living rises, the expectations also rise. This is known as the Easterlin Paradox.

· Wealth can directly lead to happiness ( knowing it, not worrying about bills.

· Happiness really depends on what you do with wealth. Not having much but using it in the right way can lead to happiness. Having no time to enjoy the wealth doesn’t lead to happiness

· Spending money on experiences results in greater happiness than spending it on possessions, because possessions get obsolete and could even lead to unhappiness, whereas spending money on experiences create “memory-capital” which you can reminisce over.

· Conclusion: If you are poor and get money, you become happier. But happiness fades as we adapt to it, and how we spend the money can also determine the happiness.

· GDP should be substituted by GWB (general well-being), and government should seek to improve GWB, instead of solely increasing GWB.

· GWB should also be evaluated mathematically, because a definite value can assist the government in making positive decisions to increase the GWB. In other words, you can see the defects and changes when everything is numerical. 

Article 2: China Fortifies State Businesses to Fuel Growth

Outline

· China’s state-owned companies control railroads, highways, telecommunications, finance, ports, energy, mining, and defense. The advantages are that it will almost never go bankrupt, being the first in line for financing, first in line for state bailouts when they get in trouble, first in line for the stimulus gusher; the disadvantage is that the private companies face huge competition almost impossible to win, inequality impossible to overcome. 
· The economic reform in China brought prosperity and made China more capitalistic, but didn’t at all touch on the power of the communist government.
· Although Geely’s purchase of Volvo shocked the world, the money with which Geely used to purchase didn’t come from its profits, but the support of the local government ( a disguise of government in the form of private companies. Government is everywhere in China.
· China needs government-run industries to compete globally and manage the country’s domestic development (indeed, all Chinese companies on the Forbes top 500 companies are state-owned).
· Many economists agree that state management can be better than market forces in getting a developing nation on its feet.
Article 3: Generation Limbo: Waiting It Out

Outline

· Ivy League graduates couldn’t find a job in their chosen fields; and they are “forced” to do what they didn’t plan to and probably disliked just to make money.

· Generation Limbo: highly educated 20-somethings, whose careers are stuck in neutral, coping with dead-end jobs and listless prospects.

· Their solution: wait it out. Wait for the economy to turn, for good jobs to materialize, for their lucky break. 

· A lot of students, unable to find jobs, choose to go to graduate school to freshen up their resumes, and this is also a form of waiting.

· 14% unemployed or having part-time jobs. The situation is out of their control. 

· Students want to do the jobs which they could apply their brain (college application) and also interesting. 

· Volunteering has become a popular occupation because it is still at least meaningful. Working is not just for money, but also for doing the things you like and from which you can gain important skills useful later on.

· Conclusion: Don’t wait out; you have to make opportunities for yourself.

Adam Smith Notes

Outline

· Adam Smith, the father of economics, published the Wealth of Nations in 1776.

· Economics wasn’t a well-defined field; Adam Smith was originally the professor of logic and held the chair of moral philosophy. Moral philosophy: natural theology, ethics, jurisprudence, and political economy. 

· The Theory of Moral Sentiments—why do people have moral sentiments? Why do we care about others? People are sympathetic with others and care about what other people think. 

· The notion of markets, the good life, and how people ought to live was really set in his broad humanitarian context of thinking of moral sentiments and ethics. No contradiction between ethics and economics. 

· Nature and Causes of the Wealth of Nations: The first building block or the starting point is the division of labor. We specialize in particular areas ( pin maker. A pin maker can make only 20 pins a day, but if it is divided into little parts made by different people doing different parts, then pins can be made in a larger amount more efficiently. 

· Adams saw the entire economy as a process of people specializing in particular jobs and becoming enormously more productive. Why? 

· As you do something repeatedly you get better at it

· If you are doing all the different tasks, you waste time moving from one place to another. You are not jumping back and forth between things and taking little breaks all the time.

· It helps the invention of machinery: when you focus on one particular task, you think of it how it is done in the way that encourages the invention of new machinery. 

· Adam is a systematic thinker different from before. A variety of labors are employed in making simple homely things ( enormous interconnections in the economy.

· The second building block is the propensity to trade. It only happens amongst humans, natural tendency. Self-interest motivates people to trade.

· Trade is the exchange of what you have which others want and what others have which you want. We rely on the benevolence of not other people, but their self-interest. 

· The third building block is that when we have all these people acting in their own self-interest, the whole system will fit together somehow as if guided by an invisible hand. 

· As we pursue our own self-interest, we are promoting public interests. Everyone can end up better off after trading. Money isn’t what’s important, what’s important is something like cattle which you can utilize.

· The dispute over value, where does value come from? How is the price of something determined? Adam Smith distinguished price from value. The word value has two different meanings: the utility of some object (value in use), and the power of purchasing other goods (value in exchange). The objects which have great value in use usually have little or no value in exchange. On the contrary, the objects which have great value in exchange usually have little or no value in exchange. (water vs. diamond) 

· Usefulness of something is not the source of price. Labor is the source of value. Labor determines the price. Labor is not always the same. If you put labor in something that nobody wants to buy, how does it have value? 

· Adam was also searching for natural price of something. If labor is value, then labor should be related to the natural price of items. But, the cost of transportation, the rent of the land, the wages of the labor, and the profits of stocks, should all be used to determine the natural price. 

· How an economy develops and evolves: landlords, workers, and capitalists. Manufacturers build up and accumulate more capital which will raise everyone’s standard of living, and as more people are being born, it will depress the standard of living ( conflicting force. As manufacturers make more ( they gain more profit ( they pay their workers more ( workers’ standard of living rises ( they have more kids ( the number of workers go up ( that pulls the wages back down. 

· More and more workers, harder to find new investments that work well. But Adam doesn’t seem to be worried of this outcome. There will be a lag time; the standard of living won’t be pulled down. His answer is very human, which doesn’t worry about the long-run. 

· Adam Smith doesn’t give formulas because there is no ideal law. 

· Roles of government: national defense, law enforcement, setting up copyrights and patents, enforcing contracts, regulating mortgages, issuing control over paper money, banking system, taxing alcohol, limits on the rates of interests, unrealistic to have free trade right away and trade all the time, public work such as roads and canals ( not laissez-faire, not anarchist

· Argument against division of labor ( making people stupid ( public education would prevent it. Adam Smith didn’t duck hard questions.

Article 1: Adam Smith and the Invisible Hand

Outline

· Each individual strives to become wealthy intending only his own gain.

· This leads to trade, division of labor, and a free market, and public interest is advanced.

· “Invisible hand” is applied to explain all sorts of phenomena, from scientific progress to environmental degradation.

· Game theory is the branch of math that deals with payoffs and strategies.

· There must be adherence to normal norms in order for the invisible hand, which Adam saw as the mechanism by which God administered the world, to work. Theft was considered the worst crime of all.

· Adam also believed that the world is pretty much perfect and everyone is about equally happy (regardless of their wealth). But our nature leads us to think that we would be happier if we were wealthier which is a good thing because this leads to struggle to become wealthier.

· Consumers directed entrepreneurs’ investment money to the most profitable money and what people needed the most; the invisible hand forced people to think about what others want.

· We do not act in our benevolence to others but in our self-interest.

· The Prisoner’s Dilemma
· Two people who are suspected of being accomplices in a crime are held prisoner. If neither confesses each will be imprisoned for. If one confesses and the other remains silent, the former will be free and the latter will be imprisoned for a longer time. If both confess then both will be imprisoned but on a shorter term. 

· To confess is a better choice no matter what the other person does, and both would think and act this way, which will result in a situation that is NOT the best, because if both were silent they would both be better off. 

· We are tempted to default, to cheat on and betray others. Both parties are better off if neither default than both default, but due to the fear that the other would default, we default as well.

· This situation rarely happens because courts can enforce contracts to prevent illegal exchanges and cheating. 

· Subsidies and monopoly
· A special-interest group forms and lobbies the government to provide money to the group in the form of subsidies. Politicians, in turn, find the prospect of buying the loyalty of the group attractive (more votes for him). It is a win-win. Both parties would be better off if NO ONE sought subsidies, because subsidies are only needed for unprofitable activities that could actually improve social welfare. But in fear of other people gaining subsidies and unfair advantages, everyone just subsidizes. 

· Same with monopolies, it is better off if no business monopolize, but it can be very attractive to individual producers.

· Arrow’s Theorem
· It is impossible to produce a consistent group preference by aggregating individual preferences. If two candidates reach a 50-50 stalemate, a third candidate enters the election to overturn the group preference (so now it can be 50-40-10).

· How economic systems work and what can be done to improve them is still under research

· The results will not be the only factor in deciding whether societies move towards or away from laissez-faire economics. Political will and the practicality of any alternatives are also factors. Adam’s conclusion: our society is heavily planned rather than dictatorial. Rulers should restrain themselves from exerting control.

Article 2: Cuba

Outline

· In 1959 Cuba carried out a profound agrarian reform which ended latifundia (big landowners) and distribute land to small farmers, meanwhile providing healthcare and education

· Urban reform brought a halving of rents for Cuban tenants, opportunities for tenants to own their housing, and an ambitious program of housing construction for residents in shantytowns. This created jobs and reduced unemployment, especially among women.

· Cuban social policy is characterized by universal coverage which reaches for all educational, health, and social benefits.

· Social policy also favored the development of equity, equitable distribution of benefits

· It is also characterized by the exclusive participation of the public sector in its development and execution ( all are carried out by the government

· Healthcare is considered a right and is provided free of charge. Although it had been difficult because of lack of human resources, now it’s improving.
· Education is also considered a right and provided free of charge. Cuba’s literacy is high compared to other Latin American countries, and scholarships are provided.

· Cuba founded many institutions to preserve and engage in Cuban culture and arts. 

· In order for Julia to get a separate flat, she has to divorce her husband, marry a man who has legal title to a flat, pay him, then in two years he will sign over the property to her, and they will get divorced and she will marry her husband again. This plan is illegal, because in Cuba the state has the right to sell the property.

· Black market strives in Cuba, especially housing industry. Although Cubans cannot buy and sell properties privately, they can swap. This is a form of trade without money.

· Julia is using a corridor (a runner) to find her new home.

· Multiple property ownership was prohibited: Cubans can only legally own one home.











































