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Foreword by the Governor of the Bank of England

My secondary school education took place in the 1970s, which was not a good time for economies around the world. I remember doing my homework by candlelight during the three-day week, and experiencing the effects of inflation hitting more than 20 per cent. It left a lasting impression, making me acutely aware of the impact of economics on people’s lives.

You won’t be surprised to know, then, that I’m a great advocate of economic literacy. Even a relatively basic understanding of economics can be useful. On one level, economics can help you to make a bit more sense of the news – whether it’s decoding acronyms like GDP and QE, or helping to explain why the economy is growing or shrinking. More broadly, economics can give you tools to help you make better decisions, whether about money or pretty much anything else. If you want to dig deeper, economics can also be a fascinating and enjoyable discipline about which to learn (but then I would say that …).

Which brings me to this book; something of a first for the Bank of England. It looks quite different from most things the Bank has published over the last three centuries. For a start, there’s only one equation in its 320 pages, and that’s a pretty straightforward formula containing just as many letters as a Wordle. But this book hasn’t come out of the blue. Rather, it’s part of a wider effort to help explain our work – and the workings of the economy more broadly – in a way that more people can easily understand.

For example, we now produce versions of our flagship reports, such as our quarterly summary of how the UK economy is performing, in a shorter, more accessible format, using everyday language and simple graphics and illustrations. We’ve also created a ‘Knowledge Bank’ section on our website, which provides an introduction to money, banks, inflation and interest rates, among other things. It has proved popular, attracting more page views than almost any other part of our website. If you enjoy this book, I’d urge you to take a look.

Alas, not everyone regularly checks the Bank of England website, or eagerly awaits publication of our quarterly economic reports, so we’ve been making an effort to reach people in other ways. The Bank’s Deputy Governors and I regularly participate in our Citizens’ Panels across the country, which are open to any member of the public to attend. We hold these so that we can hear first-hand from people about their experiences of all aspects of the economy, from the cost of living to how easy it is to find a job. They also allow us to explain the decisions we have taken, and for people to ask us anything they like about our work. Alongside these events we also run Community Forums in partnership with charities across the UK, which help us to understand how the people they support are being impacted by the economy.

This book is the latest of the Bank’s attempts to spread the word about economics. Over the past few years, we have developed an extensive education programme that introduces young people to the basics of money management and key economic concepts. We also have more than 500 Bank colleagues who deliver talks in state schools around the UK, discussing a range of topics including the work of the Bank and their own career journeys. In this book, we’ve drawn on our experiences creating the education programme to produce an accessible, one-stop guide to basic economics.

I try to do these school talks myself regularly, and the next time I do I’ll be carrying a copy of this book with me. Hopefully, some of the students will have seen it before: we plan to send one to every state school in the country. And, if they have, I hope they’ll have discovered how economics is a subject that can help us both to understand the world around us and to tackle some of the biggest challenges facing it, from poverty to climate change. Who knows, it might even encourage one or two to think about studying it in greater detail. One day they could end up working alongside Rupal, Jack and me here at the Bank of England.

I’ve long felt that working at the Bank provides a unique opportunity to use economics to ‘promote the good of the people of the United Kingdom’, as our rather grand mission statement puts it. It is because of our unique role, and the responsibility that comes with it, that I am so delighted that the Bank has produced this book. We’re indebted to Rupal and Jack, and the dozens of colleagues who have worked with them on this project, for producing a fun and informative introduction to a discipline that – although often ridiculed, especially when things don’t pan out as expected – I’m convinced helps make the world a better place. After reading it, I hope you’ll understand why.

Andrew Bailey

Governor of the Bank of England
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Introduction

Economics, everywhere

The Bank of England looks like a forbidding place. Located in Threadneedle Street at the heart of the City of London, the Bank’s building is adorned with classical columns, intricately carved stonework and ornate statues. Its grand front entrance gives it the feel of a fortress; its huge bronze doors, usually flanked by security guards, seem designed to deter passers-by from entering.

For over three centuries, the Bank has stood on this site as a symbol of the English – and later British – economic establishment. Yet for all that, the Bank of England’s headquarters is an office like any other. Every weekday morning, hundreds of slightly nerdy economists and their colleagues pass through its imposing doors. And at lunchtime every day, these Bank staffers, just like all other office workers up and down the country, file back out to stretch their legs, escape their screens and search for something to eat.

If you were to follow one of those hungry economists on their lunch break, you would discover that economics doesn’t just matter within the walls of the Bank of England. It is everywhere. Let’s start with what to eat. Within the Square Mile of the City of London there are over 500 cafes, restaurants and takeaway venues, serving an incredible variety of food from Japanese sushi to Italian antipasti, Middle Eastern mezze to good old British fish and chips.1 But who decides what is going to be on offer? How do the various shop owners know whether it is better to sell doughnuts or cupcakes? And why are there a dozen coffee shops on each street, but only one place selling jellied eels?

The answer starts with decisions – all the individual decisions made by the thousands of people looking for their lunches. Our hungry economist decides to opt for a meal deal and heads for the closest supermarket rather than one of the trendier, more expensive artisanal bakeries nearby. This may seem like a mundane choice but behind it is an economic decision about how to best spend your time and money, given a set of personal preferences and a budget constraint.

While queuing to pay for their sandwich and crisps (the first rule of economics is that there is no such thing as a free lunch), our economist takes a second to think about how their meal deal made its way to the supermarket’s shelves. Someone had to grow the wheat to make the bread. Then it had to be transported to a factory, where workers baked the raw grain. The bread was then combined with other ingredients, many sourced from overseas, into a sandwich – before being popped in a box perhaps made in a completely different factory and transported to the supermarket.

In other words, hundreds – perhaps thousands – of individual acts and interactions have gone into creating our economist’s sandwich, and it is unlikely that any of the people or companies involved had done it through a desire to make sure our economist has a tasty lunch. This is the power of what economists call markets. They have a way of coordinating millions of individual decisions to get an outcome that, in theory at least, suits everyone. The result: a sandwich that’s delivered to the supermarket at precisely the moment it is desired.

Leaving the supermarket, our economist sets out to find somewhere pleasant to eat. Maybe they should sit by the river? They walk south towards the Thames and plonk themselves on a bench to watch the water rush past. The river looks particularly high today, perhaps it’s high tide. But our economist also knows that in general the Thames is higher now than ever before. Since the Bank of England was established in 1694, the high-water level of the river has risen by more than 1.5m.2 Rising sea levels globally mean that this pattern is only likely to continue.

This is the flipside of those very forces that allowed our economist to get their sandwich. On this occasion, the cumulative decisions of billions of humans haven’t led to a positive outcome (food delivered on time) but instead to a negative one (climate change). Economics can help us understand the forces that led to this happening, as well as how we should respond.

Having finished their meal deal, our economist decides to go for a stroll along the river. They walk east, pressing on past the Tower of London and Tower Bridge until they find themselves entering London’s Docklands. Just a few decades previously, these docks would have been a hive of activity; filled with thousands of workers lifting goods in and out of ships, and forklifting crates from place to place. For much of the twentieth century, such industrial hubs were one of the engines of economic growth, leading to an inexorable increase in the amount of stuff that the British economy was producing. The way that the dockworkers’ labour, the technology they used and the docks themselves combined to increase the size of the economy is one of the great themes of economics.

Along with docks in cities like Liverpool, Belfast and Cardiff, these docks made Britain the commercial powerhouse of the world. They would have sent steel and coal, cars and mechanical parts to cities around the globe – ranging from Calcutta to Canberra. However, today the docks are much quieter than they used to be, and most of the warehouses have been converted into trendy restaurants and offices. Why did Britain used to send so many goods around the world? And why do we send out relatively fewer manufactured goods today, while importing most of our T-shirts and fruit from overseas? The economics of trade – and the principle of ‘comparative advantage’ – can help to explain this conundrum.

It’s nearly time to get back to work, but before beginning the walk back to the office, our economist decides they need a caffeine hit. They stop at a kiosk to buy a coffee, but they have no need to rummage for coins in their pockets to pay, they simply tap their phone. Our economist takes a second to marvel at the fact that someone is willing to give up a physical item – one that has taken time and effort to produce – in exchange for a Jedi-esque swipe of a mobile. How does this digital wizardry relate to the coins and notes of old, or even the bars of gold that sit in the vaults of the Bank of England? The nature of money is one of the biggest economic questions hiding in plain sight in our everyday lives.

Before turning around for the walk back to their desk, our economist looks east along the river. On the horizon are the skyscrapers of Canary Wharf, in East London, emblazoned with the names of some of the world’s biggest banks. These names will be recognisable to almost everyone with a bank account – and even those without one. They appear on high streets up and down the country. They are the institutions we trust to look after our hard-earned money and savings. They are the same names that we go to when we need to take out a mortgage, or borrow for our businesses. They also create the vast majority of the money that we use in our daily lives – something that most people who handle that money don’t even realise.

As they wander back to the office, our economist’s mind turns to the afternoon ahead. The Bank of England’s panel of decision-makers is going to decide today if they want to change the rate of interest. This decision will have consequences for every single person that our economist passed on their lunchtime walk. It could change how much interest they are earning on their savings, the cost of their mortgage, even the exchange rate they will encounter the next time they go on holiday. And yet many people have no idea how this decision is made, or the wide array of ways in which it will affect them.

Just before they step back into the Bank, our economist bumps into a friend from school – it turns out she works around the corner. They haven’t seen each other in years. They discuss the weather, their social plans and the economist’s job in the Bank. Before parting ways, the friend asks our economist one final question: ‘I’ve never understood why you can’t just print more money?’ Our economist decides they don’t have time to get into that now, they have a meeting to get to. Maybe someone should write a book that explains the answer.

Our economist’s friend could be forgiven for not knowing why we can’t just endlessly print money. Economics affects all of us every day of our lives. Each time you make a choice about whether or not to work, whether to spend some money today or save it for tomorrow, go out for a meal or cook one at home, you are making an economic decision. Big economic forces, like global trade, taxation and government spending, are influencing almost every aspect of your life. Yet all too many of us don’t know what economics actually is.

A narrow definition of economics is that it is the study of scarcity. It is how we work out how best to allocate the finite things that we have around us – whether that’s land, or people, or time. A broader definition is that it is everything: the cumulative effect of all of the billions of decisions that humans make every day, and the way they interact with everything else in the world. The truth, as ever, is somewhere in the middle. At least as far back as the ancient Greeks, humans have been trying to make sense of the world around them through the lens of organising stuff. In fact, the word economics comes from the Greek – literally, ‘household management’ comes from ‘eco’, meaning home; and from ‘nomos’, meaning accounts. This focus on organising stuff and the connection to people’s everyday lives is at the heart of economics: it is how we spend our time, efforts and money, and how these elements interact with each other and the world around us.

From its earliest days, the discipline of economics has walked a fine line between focusing merely on how we allocate these resources, and a wider array of questions about how society works – and even how it should work. Aristotle wrote about economics in terms of organising stuff, but he threw in an ethical dimension, too. He talked about a ‘just price’ at which people should trade, and explored the notion that money for its own sake is a morally bad thing. He thought economics was a natural pursuit, an essential part of humans achieving their best, inherently good, nature. Almost two millennia later, Adam Smith, the grandfather of modern economics, wrote the foundational text of the discipline, The Wealth of Nations. He argued that when people follow their naked self-interest they could drive an efficient use of our resources and make us all better off. But Smith, too, was concerned by the moral dimension of the economy.3 A few years earlier, he had written an equally important but less famous book, The Theory of Moral Sentiments, which highlighted the ethical and social questions at the core of his view of economics.

These competing visions of economics – one narrowly focused on resource allocation, the other a broader attempt to make sense of how society works – have long been debated by economists. John Maynard Keynes, one of the twentieth century’s most influential thinkers, once said that the master economist must leave ‘no part of man’s nature or his institutions … outside his regard’.4 More recently, the University of Cambridge economist Diane Coyle has noted that there is an implicit and unavoidable moral framework underlying economics, especially when it comes to setting economic policy.5

This wider view of economics takes account of the fact that economics doesn’t operate in a vacuum. Decisions on how to allocate the things that we have in the ‘best’ possible way require value judgements – they depend on what kind of society we want to aim for. Economics can inform that decision. Which means it is inherently linked to broader political and social questions. It is, in short, a social science.

At times in its history, some economists have tried to emphasise the ‘science’ part of that package. In the late nineteenth century, Alfred Marshall, the economist who tutored Keynes, began to lead the way in formalising economics. He wanted the discipline to be more of a hard science, and to move away from philosophical and moral debates.6 Economists began crafting mathematical models full of equations, which attempted to distil how people make decisions and interact with each other – an approach more akin to physics than psychology or sociology. In some places, economics literally became rocket science: economists borrowed modelling techniques that were originally used to guide navigation systems on ballistic projectiles.7 Perhaps tellingly, however, even before the end of his career, Marshall had come to view the use of mathematics in economics as at most a tool; he believed it should be used sparingly, and, at its worst, that it could be an active hindrance to economists. Still, the formalisation of economics that he set in motion outlived him and would become the dominant way of doing things for a century or so.

More recently, however, economics has become wider and more diverse. Fields such as behavioural economics have made links to other disciplines – pointing out that humans aren’t coldly rational and calculating and in order to understand their economic behaviour you need to study the inner workings of their minds. Today’s economists have started to incorporate ideas from sociology, psychology and even biology to achieve a more rounded view of the discipline: one that combines the scientific rigour sought by Marshall with the pluralistic ethos of Aristotle and Smith.

Where does that leave economics now? Modern economics has branched out into a wide array of specialised areas. Economists study financial markets, poverty, ecosystems, even well-being and happiness. Their research touches on how and why we work, what we spend, what we make, how we interact with other countries and the natural resources around us.

So economics matters. It matters not just to geeky economists sitting in dark rooms and crunching numbers. It matters for you and all of the people around you too. Most of the big questions that define our lives are informed by economics. Whether you were born into a rich country or a poor one, your standard of living will be determined by huge economic forces. Growth and its relationship with climate change are both questions built on economics, and economics has a lot to say about the best ways to address the escalating climate emergency, so that we can use the finite resources we have in an efficient and sustainable way.8

However, there are also smaller questions, closer to home. What determines how much of a pay rise you get, and how far your money goes each month? How do you decide between buying things now or saving for the future? These are questions that economics can help you answer.

All this means that understanding economics can have a huge impact on your life. Economics can make you happier, healthier and wealthier: economic literacy has been shown to improve your life expectancy, mental well-being and lifetime earnings, to name just a few benefits. This is something that most people understand intuitively. In the UK, over 80 per cent of people say that economics is relevant, or very relevant, to their everyday lives.9 They get it. The fact that you’ve picked up this book means you probably get it too.

But there is a disconnect. People know they should understand economics, they want to understand economics – and yet they don’t. A study in 2020 found that the average person has limited knowledge about how figures for basic economic indicators, such as unemployment and inflation, are collected and calculated.10 Research by the Global Financial Literacy Excellence Center suggests only a third of people worldwide have basic financial literacy, and that this state of affairs is associated with negative outcomes such as low financial inclusion and people becoming disconnected from the financial world around them.11 This is further borne out by surveys showing a significant majority of the public think that economics is inaccessible to them, even when it is being explained by savvy communicators like journalists or politicians.12

Economists probably don’t help themselves here. The dependence on abstract models built on bizarre-sounding assumptions, often written in complex mathematical formulae, can make economics sound otherworldly – detached from the everyday home management that intrigued Aristotle. Economists have not always been the savviest of communicators, either. The former Chief Economist at the Bank of England, Andy Haldane, once said that ‘an economist with strong social skills is one who stares at your shoes, rather than their own, when engaged in polite conversation’.13

We at the Bank of England have often been guilty of this ourselves. The Bank was founded in 1694 to ‘promote the public good and benefit of our people’, meaning, at the time, the people of England.14 These lofty ideals were written into the original founding charter and sound slightly better than to ‘help the King fund a war against the French’, which might have been more honest.15 This raison d’etre – the first one, not the second – remains at the core of the Bank’s purpose to this day.

Yet for much of its history, the Bank was both integral to the British economy and opaque and distant from most people’s economic lives. A former Bank Governor infamously once said that the Bank should ‘never apologise, never explain’ – not an ideal way to promote understanding.16 And that is before we get to the incomprehensibly coded messages the Bank would sometimes use to communicate to those few in the know. In the City of London, some people even claimed to have been able to read messages about what would happen to the economy by watching the eyebrow movements of the Governor.

In these moments, we central bankers have perhaps failed in one of our longest-established duties. To effectively achieve our three-centuries-old objective, we must engage with the people we serve – and not just through eyebrow movements. That means looking up from our footwear and speaking to people on their terms, in ways that they find useful.

In recent years, the Bank has tried to make its explanations of its policy decisions more accessible. It has also tried to educate the public about economics: through an outreach programme in schools, by developing a host of online resources about the economy, and even by partnering with the Beano comic to develop an entertaining and playful way for young children (and some adults) to engage with economics. More recently, the Bank has been travelling across the UK to hold forums on what the public thinks about the economy – our attempt to get out of our silos, learn from people’s economic experiences and see how much central bankers truly understand the economic forces that are important to their daily lives.17

This book aims to carry on that mission. It will walk you through some of the core economic concepts that shape the world around you. Each chapter attempts to answer a question that one of your authors has been asked by friends, family or members of the public since we joined the Bank: from why all our clothes are made abroad, to what on earth makes money into money.

We start broadly with what economists call ‘microeconomics’, which relates to the decisions taken by individual people and individual businesses. You’ll learn what markets are and how they determine the prices of the things you buy and sell. Then we’ll turn to the circumstances in which markets don’t work, leading on to problems caused by everything from monopolies to climate change. Next, we’ll examine how economists think about work, and how the forces affecting the labour market lead to unemployment even in growing, affluent economies.

This same chapter marks a transition into what economists call ‘macroeconomics’, which looks at economies as entire systems, the result of those individual decisions being brought together. We’ll explain economic growth: how a combination of natural resources, people, machines and know-how come together to create what we measure as economic output, and how this has raised the standards of living of people globally throughout time. You’ll encounter the underlying reasons why nations trade with one another, and how that can make the whole world better off. Then we’ll turn to inflation, the process by which our money gradually erodes in value – and why that might not always be a bad thing.

Next, you’ll learn about the money in your pocket. Hopefully you’ll come to see that it is not just a piece of metal or plastic; it’s much more than that – it’s a system of social trust that is one of the most enduring institutions in human history. From there, we’ll introduce you to the role of banks – including central banks, like the Bank of England – in making the economy run smoothly. However, things don’t always go as smoothly as we might hope, so in the penultimate chapter we’ll introduce you to some major economic crises that have occurred and explain how they came about. Finally, in the last chapter you’ll learn about the levers that policymaking institutions – like the Bank of England, other central banks and governments – can pull to help the economy keep ticking over. At the end of the book, we’ve included an appendix that identifies where to turn if you have a more specific question about the economy (and want an answer right away).

Why should you trust us to teach you? Well, we, your authors, are economists at the Bank of England. Between us we have spent decades studying the intricacies of economics and applying what we’ve learned to some of the biggest questions of recent years, from Brexit to Covid-19.18 We’ve also spent a long time thinking about how best to communicate these ideas to as broad an audience as possible, whether via the Bank’s schools outreach programmes or in its blog pages. We haven’t written this book alone, however. It has drawn on the knowledge of dozens of economists across the Bank. The chapters have been drafted in consultation with specialist policymakers, and we have incorporated feedback from experts on everything from inflation to growth, unemployment to monetary policy. The result is a book that is, fingers crossed, both authoritative and readable.

Our hope is that by the time you finish this book you will be better able to make sense of the economic world you inhabit. That might be as simple as feeling confident enough to pipe up in a conversation about inflation or interest rates at the pub, or being able to explain to your boss why you deserve a bigger pay rise, or feeling empowered to engage more deeply with the big debates of our time, whether on climate change or GDP.

Economics isn’t everything, but it almost is. Especially if done properly. So a world in which a few more of us understand economics can only be a better one, right?
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Chapter One

Where does my breakfast come from?





On supply and demand, the (sometimes) magical power of markets, and why Woolworths’ Pic’n’Mix was the start of your economic education.


It’s a Saturday morning and you are going to meet some friends for breakfast. The choice is dazzling. You could go to a greasy spoon and buy a disconcertingly cheap fry-up. You could nip into a Greggs and buy a breakfast bap then sit down to eat it on a park bench. Or you could head to a local artisanal coffee shop and buy the supposed staple breakfast of the urban millennial: smashed avocado on toast.

Do you ever wonder where all these breakfast options have come from? How is it that this abstract thing we call ‘the economy’ manages to offer us such a dizzying array of things to consume – eggs, baps, avocados? How does all this stuff manage to get to you from around the world, so that at the precise moment you want your breakfast there’s an array of options right there in your home town? And how is it possible for all this to happen so cheaply – at a price that you and all your friends can justify to yourselves?

These are, perhaps, the foundational questions of economics. In a world of scarce resources, how do we make sure that the stuff we need or want gets to us when we need and want it? The economist’s answer relates to markets: the interplay of people and organisations, and the way they come together to bring us all the panoply of goods, services and prices that we see around us all the time.

At the heart of that process there is you and your fry-up, breakfast bap or avocado on toast. You are an integral part of the economy. If we want to understand where your breakfast comes from, we need to start with the economics of your choices.

Every single day you make dozens, if not hundreds, of decisions. Some may seem small: do I buy a bagel for lunch or make a salad at home? Do I take the bus or drive? Others might be larger: do I apply for a new job or not? Do I save for a deposit on a house or buy a few extra avocado breakfasts?1

Why do you need to make so many decisions? Because we live in a finite world in which we cannot have and do everything. We are constantly coming up against constraints that hold back our desires. These may be constraints on how much money we have to spend – budget constraints. They may be constraints on the physical and natural materials that we can draw on – resource constraints. Or it may just be that there are only so many hours in the day – time constraints.

Often these decisions interact in complicated ways. Consider your decisions as a worker: do you prioritise work or play? Working will earn you more money, easing the budget constraint and increasing the options you have to buy things, but it also eats away at your time constraint. The more hours you spend working, the fewer there are to enjoy the fruits of that labour.

Or consider your decisions as a consumer. Do you spend all of your money, or do you put some away for a rainy day? If the latter, how much do you save? And for how long? If you spend it, do you buy the blue dress or the red dress? Peanut butter or chocolate spread? Coke or Pepsi? Fry-up or avocado on toast? Depending on the choices you make, you may need to work more, or even change jobs, in order to be able to fund them.

To see how these decisions play out in practice, come with us back to early 2009, to the moment when a century-long era ended. On 21 February 2009, the very last Woolworths’ Pic’n’Mix was sold – for an eye-watering £14,500. For those who remember the joy of heading down to the local high street and spending your weekly allowance on sugar and E-numbers, this was a sad day. Over the previous century, the Woolworths’ Pic’n’Mix had become a cultural icon in the United Kingdom and around the world. A wall of sweets of all sizes and colours – fizzy cola bottles, jelly beans, chocolate buttons. It was the closest most of us ever got to Willy Wonka’s Chocolate Factory outside of the pages of a book.

Amidst the sugar rush of all those sweets, you may not have realised you were actually illustrating the perfect microcosm of consumer behaviour. You had a budget constraint, which was however much money you had managed to earn/charm/extort out of your family and friends. You had a whole series of options to spend it on – the sweets. And you had your own personal preferences. Some people may have decided that their preference for cola bottles was so strong that they would use their entire allowance on a bag of those. For some, they might have been tempted by chocolate-covered raisins. But for most it was likely to be a mix of a lot of things, with more weight given to their favourite sweets.

Given you only had a certain amount to spend, you would have been likely to come up against a trade-off. The Pic’n’Mix’s price was calculated by weight. If a sweet was heavy – say a gobstopper – did you prefer one of those, or three of the lighter sweets? When your bag was too heavy, you would have to choose to put something back. It probably wouldn’t be the sweet you only had one of – better to put back one of the sweets you had twenty of already. Unconsciously, everybody faced with the Pic’n’Mix wall was confronted with the same challenge: weighing up trade-offs in light of their preferences.

Every day we bring together our preferences with our various constraints and we decide what it is we want to spend our money, our time and our efforts on. And what is your guiding principle in making that decision? Subject to all the various constraints, you want to get the most out of it – to live your best life. Economists tend to assume that the basis of consumers’ decision-making is that each of us is trying to get the most benefit out of the resources we have.

This idea is encapsulated in a slightly abstract concept: ‘utility’. Sometimes defined as the pleasure, satisfaction or benefit you get from doing or consuming things, utility can be anything you value: from a new outfit that makes you look and feel good to the sensation of not being hungry once you’ve eaten a burger. According to economics, utility is something you want to maximise. This is precisely what you were trying to do as you weighed up your Pic’n’Mix choices: you get different levels of enjoyment from the various combinations of sweets, and so you value them differently.

This idea – ‘utility maximisation’ – can feel slightly detached. The utility you get from work is not just about how much money you make – although that might be part of the picture. It is about the enjoyment, the stimulation, the sense of feeling worthwhile. So when you see someone taking a job that pays less money than they could be earning elsewhere, it is not a failure of the basic economic model, it simply means they get more utility – more benefit – from their new job, having taken a wider array of factors into account. Ultimately, this basic economic model is built on every individual looking to maximise their own utility through a series of trade-offs.

In practice, that means thinking about what something costs. These costs can take many forms. There is obviously a monetary cost to buying something – its price – and prices are often closely related to utility. The more utility you get from something, the more you would be willing to pay for it, and therefore the price you agree on can be seen as a signal of the utility gain.

But this is not the only kind of cost. Economists think about cost in a slightly different way, one that captures more than just the money you’re handing over. They often talk about opportunity costs. In this framing, the cost of something is not just what you pay, but what you give up or lose by choosing one option over another. For example, paying a hairdresser to cut your hair costs more than cutting it yourself, but what about the time you have to give up to do it? You might take twice as long as a skilled hairdresser, and that is time you could have spent doing something else. Cutting your own hair has come at the cost of whatever else you could have been doing with that time. And what if your amateur attempts to cut your own hair, however heroic, mean that you’re not taken seriously in a job interview and you don’t get the job you would have got if you had had a swish, professional-looking barnet? Now the opportunity cost of cutting your own hair seems huge and really not worth it.

The journalist and author Tim Harford offers a useful description about how thinking in terms of opportunity cost can improve almost all of the decisions we make in life – particularly for those of us who tend to find it hard to say no to things.2 He suggests flipping around the choices you are given: instead of considering what you are saying ‘yes’ to when you agree to something, think about what you are saying ‘no’ to – the opportunity cost. Saying yes to staying late at work means saying no to reading your daughter a bedtime story; saying yes to that extra drink in happy hour means saying no to the early morning run, and a clear head the next day.

These opportunity costs are a ubiquitous feature of the economy. People often talk about a ‘false economy’ of going for cheaper items, or say that a more expensive product ‘pays for itself’ in the opportunities it presents. This is everyday opportunity cost. It will be mentioned time and time again throughout this book in all kinds of situations; from the opportunity cost of going to university (or not), to the opportunity cost of focusing on doing a job you’re bad at when you could be focusing on one that you’re good at.

The result of all these choices and trade-offs is that you ultimately decide how much of each thing you want: how large your demand for it is. You are exercising this demand every time you decide what breakfast to buy, or whether to skip breakfast altogether. Demand is one of the building blocks of economics. And the starting point for making sense of demand in an economy is a rule called, uncreatively, the law of demand.

The law of demand is about as close to a universal law as the world of economics has. It states that as something becomes more expensive we want less of it, and as it becomes cheaper we want more of it. It is why companies cut prices in the sales when they have excess stock they need to sell. It is a rarity in economics – intuitively correct, but also backed up by a wealth of data and theoretical research.

Take happy hour in your local pub. Happy hour discounts invariably come early in the evening, before the time when people really want to go big on their drinking. Yet more than 60 per cent of bars’ alcohol sales can come from happy hour periods.3 Why? The drinks are exactly the same, and the preferences of punters haven’t changed. What has changed is the price. Happy hour makes drinks cheaper and, as the law of demand would indicate, that makes us want more of them. This is the same reason why Amazon sells significantly more Echo Dots on its heavily discounted Prime Day than on other days, despite the product on offer being the same.

Economists tend to break this phenomenon down into two distinct elements. First, the lower price means you can buy more of the product. You are relatively richer than you were with a higher price – your £10 gets you three beers, not two.4 This is called the income effect. Second, the thing you’re buying is now cheaper relative to other things, so it becomes more attractive. So you substitute away from other things. In our happy hour example, this could be a switch from choosing drinks not covered by the happy hour deal – cocktails instead of sauvignon – or, perhaps more worryingly, a switch from buying drinks in the future to buying more of them now. We’ve all witnessed that run to the bar at two minutes to the end of happy hour – what those people are doing is substituting a relatively more expensive drink in the future for a relatively cheaper drink now. This switching from other things when something becomes relatively cheaper is known as the substitution effect.

While this law of demand generally holds true, it can play out very differently depending on what’s being bought or sold. For some goods, a small shift in the price can lead to big swings in how much you want. For others, the price may move drastically and it has little or no impact on your decision over how much to buy. This sensitivity of how much you want to buy to a change in price is called the ‘price elasticity of demand’.

Consider plastic carrier bags. In 2010, the devolved Welsh government announced a charge for carrier bags that had, until that moment, largely been given away for free. They were subsequently followed by the administrations of Northern Ireland, Scotland and, eventually, England. The aim was to discourage people from using carrier bags and reduce the negative impact that single-use plastic has on the environment. But the increase in price was relatively small, at least in absolute terms – from nothing to 5p. What the various governments were hoping was that demand for carrier bags was particularly sensitive to prices. And they were right; even a small increase managed to reduce usage of single-use bags by over 90 per cent, and all types of bags, including the optimistically named ‘bag for life’, fell by more than 20 per cent.5

On the other hand, imagine there was a parasite that threatened to crawl inside your brain and leave you blind and paralysed, perhaps even kill you. Fortunately, there is a drug that can safely neutralise the parasite and protect you. How much would you be willing to pay for that drug? Probably quite a lot. That, at least, was the judgement of Martin Shkreli, the former CEO of Turing Pharmaceuticals. Shkreli – who became known as the ‘Pharma Bro’ – cranked up the price of Daraprim, a drug that protected people with vulnerable immune systems from the toxoplasma parasite, from $13 to $750.6 He was counting on the fact that people’s demand was not very sensitive to the price and that they would still want a similar amount of the drug even at a hugely inflated price. As it turned out, Shkreli had misjudged the market: the public backlash and the development of a cheaper alternative meant that within a few years Turing’s sales had fallen, and with them its profit. However, less extreme examples of inelastic demand often see price rises that don’t lead to a notable fall in demand. How much would the price of petrol have to go up before you decided to drive to work less and use less petrol?

This sort of inelastic demand can also result from something having addictive properties. The classic example is cigarettes. Anyone who has felt the cravings of early-stage nicotine withdrawal will tell you that in that moment you’re less likely to quibble over an extra 50p to secure your next hit. A study in 2013 found that for every 1 per cent increase in the price of cigarettes, demand fell by as little as a third of 1 per cent.7 That means that for the average pack of twenty in the UK a 10 per cent increase – roughly £1 more per packet – would reduce demand by 3 per cent, or less than one cigarette in the pack.

The law of demand isn’t the be-all and end-all, however. Some forces that don’t relate














































EPUB/prh_core_assets/fonts/avantgarde-bold.otf


EPUB/images/logo_large.png





EPUB/images/chp1.jpg





EPUB/images/int.jpg





EPUB/prh_core_assets/fonts/avantgarde-regular.otf


EPUB/images/cover.jpg
.
v

Economics in
Ten Simple
Questions

Rupal Patel and Jack Meaning

THE BANK OF ENGLAND






EPUB/images/title_page_logo.png





