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INTRODUCTION 

Throughout history every society has faced the fundamental economic problem of deciding what to produce, and for whom, in a world of limited resources. In the 20th century, two competing economic systems, broadly speaking, have provided very different answers: command economies directed by a centralized government, and market economies based on private enterprise. At the end of the 20th century, it is clear that, for people throughout the world, the central, command economy model has failed to sustain economic growth, to achieve a measure of prosperity, or even to provide economic security for its citizens. 

Yet for many, the fundamental principles and mechanisms of the alternative, a market economy, remain unfamiliar or misunderstood -- despite its demonstrable successes in diverse societies from Western Europe to North America and Asia. In part, this is because the market economy is not an ideology but a set of time-tested practices and institutions about how individuals and societies can live and prosper economically. Market economies are, by their very nature, decentralized, flexible, practical and changeable. The central fact about market economies is that there is no center. Indeed, one of the founding metaphors for the private marketplace is that of the "invisible hand." 

Market economies may be practical, but they also rest upon the fundamental principle of individual freedom: freedom as a consumer to choose among competing products and services; freedom as a producer to start or expand a business and share its risks and rewards; freedom as a worker to choose a job or career, join a labor union, or change employers. 

It is this assertion of freedom, of risk and opportunity, that joins together modern market economies and political democracy. 

Market economies are not without their inequities and abuses -- many of them serious -- but it is also undeniable that modern private enterprise and entrepreneurial spirit, coupled with political democracy, offers the best prospect for preserving freedom and providing the widest avenues for economic growth and prosperity for all. 

COMMAND AND MARKET ECONOMIES 

Products such as bread, meat, clothing, refrigerators, and houses are produced and sold in virtually every country of the world today. The production methods and resources used to make these products are often very similar in different countries -- bread, for example, is made by bakers using flour and water, often with salt, sugar, and yeast added, then baked in ovens. Once the bread has been baked, the loaves are sold to consumers in stores that, at least superficially, can look very much alike, even in countries with very different kinds of economic systems. 

Command Decisions About Clothing
Despite those apparent similarities, if we compare such market economies as those of North America, Western Europe, and Japan to the command economies found in the former Soviet Union, Eastern Europe, and parts of Asia over the past half century, the processes used to determine what products to make, how to make them, what prices to charge for them, and who will consume them are starkly different. To see those differences more clearly, consider how production and sales decisions are made in the two kinds of systems for a specific kind of product, say shirts and blouses. 

In command economies, government committees of economic planners, production experts, and political officials establish production levels for these goods and designate which factories will produce them. The central planning committees also establish the prices for the shirts and blouses, as well as the wages for the workers who make them. It is this set of central decisions that determines the quantity, variety, and prices of clothing and other products. 

Predictably, the products from this limited number of choices sell out quickly, disappearing from store shelves. Why? Because factories failed to meet their production quotas, perhaps, or because the central planning group underestimated how many shirts people want to buy at the prices they set. In either case, unless the planners take steps to increase production, raise prices, or both, the shortages will continue. 

As the number of people living in the command economies increases, along with the number and sophistication of new products, it becomes harder and harder for central planners to avoid or eliminate shortages of the many things consumers want -- or surpluses of the products they don't. With more products, more people, and rapidly changing production technologies, the central planners face an explosion in the number of decisions they have to make, and in the number of places and ways where something could go wrong in their overall plan for the national economy. 

This phenomenon doesn't happen in the market economies, because that kind of economic system works in a very different way. To begin with, no government ministry decides how many shirts or blouses to manufacture, or what styles and colors. Anyone -- individual or company -- can decide to produce and sell shirts and blouses in a market economy, and many will do just that if they believe they can sell these products at prices high enough to cover their production costs -- and earn more making such clothing than they can doing something else. This leads to direct competition between different firms making and selling these products, and that competition is one of the basic reasons why there are generally so many different styles, fabrics, and brands of clothing for consumers to choose from in market economies. 

Of course, if consumers decide to buy just one kind of shirt and blouse month after month and year after year, producers would soon learn that there was no reason to produce any other kind. But that simply hasn't happened where people are allowed to choose from a wide selection of clothing products. 

The Price of Shirts
Another key point about market economies is that the prices for shirts, blouses, and other products sold in stores aren't set by a government planning committee. Instead, every seller is free to raise or lower prices according to changing market conditions. For example, if one kind of shirt becomes very popular for a time, and stores are worried about running out until they can get more, the price of such shirts will usually rise, at least until new shipments arrive. This price increase accomplishes two things at the same time: first, by making this kind of shirt more expensive compared to other shirts and products, some consumers will choose to buy fewer of them and more of other items. Second, because the higher price goes directly to those who produce and sell the shirts -- not the government -- the higher price increases the profits of firms that make and sell this shirt, enabling them to produce and sell more units. Firms that make other products also see those higher profits going to the shirt producers, which leads some firms to stop making something else and start making those popular shirts. 

For all of these reasons -- consumers buying fewer shirts, current shirtmakers producing more shirts, and other firms deciding to begin making shirts -- any shortage will soon be eliminated. Notice that it doesn't take a central planning committee to make any of these decisions. In fact, the process happens faster, and in some sense automatically, precisely because consumer and producer decisions are decentralized. 

Markets
The higher prices for shirts give every consumer and producer incentives to respond this way, because they are allowed to reap the benefits of their own decisions, while also bearing the associated costs and risks. For example, consumers willing to pay the higher prices can still get the most popular shirts, but they have to give up more money (and therefore other goods and services) to do so. On the production side of the market, firms making shirts that are popular with consumers can sell them at competitive prices and earn profits. But producers who make unwanted products, or operate inefficiently and pay too much to make their products, will incur losses. Eventually, they must either learn to produce and compete efficiently -- making products consumers want at competitive prices -- or they will go out of business, and someone else will take over their factories, machines, and other resources. In a nutshell, that's how economic incentives work in a market economy. 

The same basic process operates in many different kinds of markets -- literally wherever any kind of price is free to rise and fall, including prices for the work people do, for the food they eat, and for the money they save in or borrow from banks. 

Market economies provide no magic solutions, however, and government plays a critical role in helping correct problems that can't be fully solved by a system of private markets. Moreover, market economies are by no means immune to pressing public policy issues in today's global economy -- issues such as inflation, unemployment, pollution, poverty, and barriers to international trade. Nevertheless, in comparison to the chronic shortages and inherent inefficiencies of command economies, a free-market economic system offers greater opportunities for economic growth, technological progress, and prosperity. 

CONSUMERS IN A MARKET ECONOMY 

Consumers in both market and command economies make many of the same kinds of decisions: they buy food, clothing, housing, transportation, and entertainment up to the limits of their budgets, and wish they could afford to buy more. But consumers play a much more important role in the overall working of a market economy than they do in a command economy. In fact, market economies are sometimes described as systems of consumer sovereignty, because the day-to-day spending decisions by consumers determine, to a very large extent, what goods and services are produced in the economy. How does that happen? 

Buying Oranges and Computer Chips
Suppose a family -- Robert, Maria, and their two children -- go shopping to buy food for a family dinner. They may originally be planning to buy a chicken, tomatoes, and oranges; but their plans will be strongly influenced by the market prices of those goods. 

They may discover, for example, that the price of oranges has increased. There are several things that might cause those higher prices, such as freezing weather in areas where oranges are grown, which destroys a large part of the crop. The effect of the freeze is to leave the same number of consumers trying to buy a smaller number of oranges. At the old -- lower -- price, therefore, sellers would soon run out of oranges until the next harvest. Instead, by raising the price, all consumers are encouraged to cut back on the number of oranges they buy, and producers are encouraged to grow more oranges as fast as they can. 

There is another possibility: suppliers could choose to import a larger number of oranges from other countries. International trade, when it is permitted to operate with relatively few barriers or import taxes (called tariffs), can give consumers wider choice and allow producers to offer more competitive prices for a wide range of products, from oranges to automobiles. 

On the other hand, the orange crop might be spared freezing weather, but instead consumers decide to start buying more oranges and fewer apples. In other words, instead of the orange supply shrinking, demand increases. This, too, will drive up the price of oranges for a time, at least until growers have time to bring more oranges to market. 

Whatever the reason for the higher price, Robert and Maria will probably respond in a predictable way once they discover that the price is higher than they anticipated. They may well decide to buy fewer oranges than they had planned, or to buy apples or some other fruit instead. Because many other consumers make the same choices, oranges won't disappear from store shelves entirely. But they will be more expensive, so only the people who are willing and able to pay more for them will continue to buy them. Shortly, as more people start buying apples and other fruits as substitutes for oranges, the prices of those fruits will rise as well. 

But the response of consumers is only one side, the demand side, of the equation that determines the price of oranges. What happens on the other side, the supply side? A price increase for oranges sends out a signal to all fruit growers -- people are paying more for fruit -- which tells the growers it will pay to use more resources to grow fruit now than they did in the past. It will also pay the fruit growers to look for new locations for orchards where fruit isn't as likely to be damaged by bad weather. They may also pay biologists to look for new varieties of fruit that are more resistant to cold weather, insects, and various plant diseases. Over time, all of these actions will increase the production of fruit and bring prices back down. But this whole process depends first and foremost on the basic decision by consumers to spend some part of their income on oranges and other fruits. 

If consumers stop buying, or if they decide to spend less on a product -- for whatever reason -- prices will drop. If they buy more, increasing demand, the price will rise. 

Keep in mind that this interaction of supply, demand, and price takes place at every level of the economy, not just with consumer goods sold to the public. Consumption refers to intermediate goods as well -- to the inputs that companies must purchase to provide their goods and services. The cost of these intermediate, or investment, goods will ripple throughout a market economy, changing the supply-and-demand equations at every level. 

Let's take the example of the semiconductor chip that is at the heart of the modern computer revolution. As with the case of oranges, higher prices will tend to reduce demand for computer chips and, consequently, for computers themselves. Over time, however, the higher price will signal manufacturers of computer chips that it may be profitable to increase their production, or for new suppliers of chips to consider entering the market. As chip prices come down, so eventually will the cost of computers (assuming that the cost of other inputs remains unchanged), and demand for computers will grow. 

That demand for computers will do more than simply spur suppliers to increase their output. It will also encourage innovation, which will result in computer chips and computers that are more powerful and efficient than earlier models -- a competition of progress and price that occurs in virtually all genuinely free markets. 

Prices and Consumer Incomes
The other economic factor that consumers must consider carefully in making their purchases of goods and services is their own level of income. Most people earn their income from the work they perform, whether as physicians, carpenters, teachers, plumbers, assembly line workers, or clerks in retail stores. Some people also receive income by renting or selling land and other natural resources they own, as profit from a business or entrepreneurial venture, or from interest paid on their savings accounts or other investments. 

We later describe how the prices for those kinds of payments are determined; but the important points here are that: 1) in a market economy the basic resources used to make the goods and services that satisfy consumer demands are owned by private consumers and households; and 2) the payments, or incomes, that households receive for these productive resources rise and fall -- and that fluctuation has a direct influence on the amount consumers are willing to spend for the goods and services they want and, in turn, on the output levels of the firms that sell those products. 

Consider, for example, a worker who has just retired, and as a result earns only about 60 percent of what she did while she was working. She will cut back on her purchases of many goods and services, especially those that were related to her job, such as transportation to and from work, and work clothes -- but may increase spending on a few other kinds of products, such as books and recreational goods that require more leisure time to use, perhaps including travel to see new places and old friends. 

If, as in many countries today, there are rapidly growing numbers of people reaching retirement age, those changing spending patterns will affect the overall market prices and output levels for these products and for many others that retirees tend to use more than most people, such as health care services. In response, some businesses will decide to make more products and services geared toward the particular interests and concerns of retirees -- as long as it is profitable for firms to produce them. 

To summarize: whether consumers are young or old, male or female, rich, poor, or middle class, every dollar, peso, pound, franc, rupee, mark, or yen they spend is a signal -- a kind of economic vote telling producers what goods and services they want to see produced. 

Consumer spending represents the basic source of demand for products sold in the marketplace, which is half of what determines the market prices for goods and services. The other half is based on decisions businesses make about what to produce and how to produce it. 

BUSINESS IN A MARKET ECONOMY 

As we have seen, a firm's success in a market economy depends on satisfying customers by producing the products they want and selling those goods and services at prices that meet the competition they face from other businesses. Doing that requires firms to develop careful answers to one of the most important questions every economic system faces: how can a society produce goods and services most efficiently? In a market economy, that means getting the greatest value of output from the inputs producers use. 

To Build a Bicycle
Let's take the case of a firm that is considering the manufacture and sale of bicycles. Before launching such a venture, any entrepreneur or company has to consider a host of factors. First, what is the potential size and nature of consumer demand for a new brand of bicycle? Is there a single, large market for standard model bicycles? Or is the bicycle market divided into many smaller markets, or niches, for specialized bicycles for children, customized racing bikes, or bicycles built for two? A new trend, such as the sudden popularity of so-called mountain bikes that can handle wilderness trails, might also attract new manufacturers who see an opportunity to make a profit. On the other hand, prospective suppliers may simply feel that they have developed innovative manufacturing techniques for a standard bicycle, or possess significantly lower labor costs, so that the company can undersell their rivals in the marketplace and still make a profit. 

Not only are there many kinds of bikes to make, but there are many ways to make these bicycles -- from using a highly automated assembly line to stamp out thousands of identical parts and put the bikes together, to using more labor and much less machinery to design and make customized bikes. Once again, the firm making these decisions in a market economy has to consider several different prices that may rise or fall in response to the behavior of people who buy and sell those products. 

For example, the prices the firm has to pay for its inputs will obviously play a major role in determining how much steel, aluminum, labor, machinery, and other materials the firm will use in making its bicycles. If the price of steel rises and the price of aluminum falls, many bicycle firms will look for ways to use more aluminum and less steel. Similarly, if wages for workers rise sharply, firms will have a strong incentive to look for ways to use more machinery, or capital, and less labor. A firm might decide to buy more forklifts, for example, using fewer workers to move its inventory around the company's warehouses. Or it might use more machines to make routine and repetitive welds on its bikes, and thus hire fewer workers to do welding jobs. (As a consequence, the number of workers in factories producing the welding machinery used by the bicycle manufacturers would increase.) 

Any such venture carries a large element of risk: a new bicycle design may fail to attract customers, or manufacturing costs may be unexpectedly high, pricing the company's bikes out of the market. Companies alone bear this risk of failure -- and reap the economic rewards of success if they have planned correctly and their bicycle venture succeeds. 

This balancing of risk and rewards by individuals and private companies points to an essential role of government in any market economy: protecting private property rights and enforcing a law of contracts. Property rights must be well-defined legally, and business owners and investors must be treated the same by the law and commercial regulations whether they are citizens of the country or foreign nationals. 

Only if property rights are free from the threat of expropriation by government, or exploitation by political interests, will individuals and companies be willing to risk their money by investing in new or expanded businesses. Moreover, they must be assured that the state's legal system will settle disputes over contract terms in a fair and consistent manner. 

In short, entrepreneurs, whether domestic or foreign, must be willing to face economic uncertainty in their ventures -- but should not have to face political or legal uncertainty about the legitimacy of their enterprise. 

Competition and Productivity
Making these adjustments as the prices for a firm's inputs change is an important part of what it means to produce efficiently and to compete with other firms making similar products. Companies that don't hold their production costs down may try to charge a higher price for their products; but that just won't work if other firms can make the same quality products at a lower cost and sell them at a lower price. 

Consumers benefit from this competition among firms because they get better products at lower prices. And if most goods and services they buy are made in markets characterized by a high degree of competition, their budgets will go further and allow them to buy more products with the income they receive. 

Even in competitive markets, however, not all firms will choose to use exactly the same materials or production methods. In many cases, that will reflect the different kinds of bicycles or other products they choose to make. For example, firms making a very basic bike for young children to ride or for adults who use the bikes as daily transportation to and from work will very likely want to make a large number of identical bicycles and put them together using standardized materials and assembly line methods that keep production costs and prices very low. On the other hand, companies specializing in customized racing bikes are likely to use more labor, special design tools, and more expensive metals, but use fewer stamping machines and assembly lines making identical parts. Not surprisingly, prices for the customized bikes will usually be higher than prices for the bikes that are mass produced in large factories. 

Ideally, of course, everyone would like to have all of the things they buy face sharp competition -- thereby holding those prices down -- but face little or no competition from others in what they do to earn their own income -- so that their wages will remain high. More generally, everyone seems to favor the idea of high wages and low production costs (including labor costs, which are most firms' largest expense), because that seems to imply that everyone will be able to afford to buy more goods and services. But no economic system can provide high wages and low prices at the same time, because workers' wages represent a company's labor cost in making and selling the goods and services it produces. In other words, as long as other costs and demand remain unchanged, raising everyone's wages simply raises production costs and product prices. 

Over time, however, there are ways for workers and firms to resolve this dilemma -- that is, to earn higher wages and profits without driving up the prices consumers pay for products and thereby risk losing their jobs or sales to competitors. The answer is to increase productivity, the level of output that an industry or company achieves from each worker or each unit of input into its products and services. To increase productivity, workers and firms must develop new products for the marketplace or produce goods and services more efficiently than the competition, at a lower cost, or with better quality. In short, their products must be newer, better, or cheaper. 

Higher production levels justify higher wages and living standards. Higher productivity means higher output per worker, which translates into greater prosperity that can be shared through higher wages and a better standard of living. Cutting costs and working more efficiently are ways of increasing productivity, but in modern technology-based economies, research and innovation are critical to the sustained productivity and growth of a nation's and the world's economy. Advances in computers, telecommunications, and biogenetics are the result of scientific research, experimentation, and testing. These advances occur continuously in market economies as companies seek to develop new products and services, or to produce existing ones more efficiently. The result: new jobs, expanding opportunity, and greater prosperity for all. This, too, is the same way all workers and businesses in a country can improve their competitive position in the world economy, to raise the material living standards in their nation over time. 

International trade can make an important contribution to productivity and prosperity as well. Think for a moment of Robert and Maria shopping for oranges. Robert is a machinist, skilled and experienced in what he does. Suppose that instead of working fulltime as a machinist, Robert had to devote some of his time to growing oranges -- and the orchard owner, who has grown oranges and other tree crops for years, had to spend time making machine tools. Neither would be as productive and efficient in his secondary job as in his primary work. The result would be predictable: fewer oranges and lower-quality machine tools for everyone. Just as two people are both made better off when they buy and sell from each other and specialize in the production of the things they do best and most efficiently, so too are regions and nations better off when they can specialize and trade freely with each other. When nations trade in the goods and services they make well and at low cost, the benefits accrue to the people in all the countries involved. 

The most popular arguments calling for policies that limit free trade -- usually taxes on imported goods or limits on their amounts -- claim that protecting jobs in some industries is good for a country because the workers and owners in those industries will earn higher wages and profits and spend most of that money in their own country. This claim has an element of truth, but it is only part of the story. Protecting some producers and workers also means that prices for the goods and services they make will be higher. This is bad news for consumers, for other producers who use those products as inputs, and for firms that find their sales falling because some of their customers paid more for the protected products. 

WORKERS IN A MARKET ECONOMY 

The stream of workers going to their jobs on any work day can look very much alike in both market and command economies that have attained similar levels of industrialization. But once again, there are hidden differences in how the two systems function that are far more important than the apparent likenesses. 

Choices
Let's take the example of the family who earlier went to the supermarket and bought oranges -- along with some apples since the price of oranges was a bit higher than they expected. After having dinner and putting their children to bed, Robert, who is, as we noted, a machinist, and Maria, a schoolteacher, discuss the options that are open to them in their careers. This is by no means a regular occurrence; but at key points in their lifetimes, workers in a market economy must make important decisions about their careers. Why? Because no one else will make such decisions for them, since there is no central planning organization that determines who will work where for what amount of money. 

Robert is concerned that his opportunities for advancement as a machinist are limited, and he is considering a course of study in computer programming that may offer wider opportunities. For Maria, there is opportunity for advancement to a more demanding administrative position in the school system. 

Thousands of workers face these kinds of economic decisions every year. How Robert and Maria decide these questions will depend on a number of factors, both personal and economic. As a middle-class couple with children, for example, their decisions will be different than for a single person who has just finished secondary school or college, or for someone who is nearing retirement age. 

For Maria, the question is whether she wants to trade the satisfactions of classroom teaching for the higher pay but higher pressure and longer hours of a more senior administrative position. 

Robert faces the critical question of whether or not to attend college or some other kind of training program with the hope that his new skills will command a higher salary and wider opportunity for advancement. For Robert, whether this is a good investment from an economic point-of-view depends on a number of factors: 

· How much does Robert earn now, without the additional education and training? The higher his current wages, the more income he will have to give up by leaving his machinist job to complete college or another training program. 

· How high would his tuition and other costs be to attend a college-level or another kind of computer training course? The higher those costs, the lower the gain will be on this kind of personal investment, and the smaller the number of people, like Robert, who will enroll in these programs. 

· How long is the coursework or training relative to the potential job rewards? Robert may find that a relatively easy six-month training course has greater payoffs than a rigorous graduate-level program at a university. 

· Robert's age is also a factor. Younger workers obviously have more years to earn back the money they gave up by leaving their jobs, as well as the other costs of schooling. 

· How much will Robert earn after computer training? The larger the difference between this amount and his current earnings, the more likely that he will seriously consider enrolling in such a training program. 

· How likely is Robert to find a job in this area of work after graduation? 

These factors vary considerably for different people, which is why not everyone should go to college or take other training programs, at least in terms of making a sound financial investment in their own careers. For some people the costs are simply too high compared to the expected benefits. For others -- including many bright young students who don't hold jobs paying high wages now -- college or other training programs are almost always good "business" investments. 

As in the case of Robert and Maria, these decisions rest upon much more than just financial considerations. But just like firms considering investments in new plants and equipment, workers in market economies bear clear costs and risks in acquiring additional education and training. And frankly, some of those investments don't pay off, because not all people who go to college succeed there or in the labor market after they graduate. For many, lower-paying but secure employment may be very attractive, offering valuable time and opportunities to devote themselves to family or to other personal and professional pursuits. Still, for most workers in market economies, the risks of education and training have been well worth taking over the past few decades, and increasingly so in recent years as economies become more technological and complex. 

Workers and Employers
The example of Robert and Maria, and the millions of workers like them, points to another fact about market economies. Without a central planning organization, workers and their employers determine their relationship through a series of independent decisions. This doesn't mean that they always negotiate as equals, or that workers are always happy with their jobs and rates of pay. But it does mean that employees and employers have a great deal of freedom in deciding to begin, change, or end their relationship. And that raises a basic question: what keeps a worker and firm together in a market economy, or leads them to change their relationship? 

As the case of Robert and Maria illustrates, the kind of job a worker has in a market economy depends first and foremost on his or her individual interests, training, and skills. People are free to pursue any career they choose, but only those who are able to meet basic performance standards in the jobs they choose will remain on an employer's payroll. In competitive markets, firms simply can't afford to keep paying workers who can't, or won't, do the jobs they were hired to do. But by the same standard, workers who make solid contributions to a firm's production of goods and services are very valuable employees whom many different firms would like to employ. 

To keep the services of those current workers, firms have to offer competitive wages and terms of employment compared to other firms. That competition among workers looking for good jobs, and firms looking for good workers, is a constant activity in most labor markets. 

The wage rates that firms will pay to workers are mainly determined by the productivity of workers, and by the relative scarcity or abundance of workers with those skills. In general terms, workers who can make or do things that many consumers like, and that only a small number of people are able to do, will command the highest wages. 

Other factors influence that relative scarcity, however. For example, unpleasant or dangerous working conditions can mean wage and salary premiums for those workers, because many people aren't willing to do those jobs. Coal miners generally make more than file clerks; steelworkers who build skyscrapers earn more than general laborers who dig foundations for such buildings. 

Education and Training Jobs that require more training and education also tend to command higher salaries, other things being equal, because, as Robert knows, these workers give up years of working to acquire the skills necessary for access to the higher-paying jobs -- and because the education itself requires intelligence and hard work to complete. Engineers and architects are, on average, highly paid in most market economies -- in large part for these reasons. 

Training, education, and level of effort may all influence income, but one very important factor is society's demand for a particular skill or line of work. Skilled plumbers or electricians often command higher fees than carpenters or auto mechanics; but a carpenter who is a skilled cabinetmaker or a master mechanic may be in extremely high demand and command high wages that reflect the value of his or her skills. 

The supply side of the equation works in a similar fashion in labor markets. At most universities in market economies, for example, philosophy and language professors have received lower salaries than engineering and science professors for several decades now, simply because there are so many more of them compared to the demand for their services. A large number of people can qualify to work as retail clerks in stores, which is one reason that wage rates of such jobs tend to be low relative to jobs where the number of qualified persons are fewer. 

Prices and Wages
The education and training issue also shows that the decisions workers make in labor markets are, once again, strongly influenced by various prices, and especially by wage rates. These prices for labor are in turn influenced by the demand for the products and services for which workers are hired. As a result, wages in different occupations rise and fall over time in large part because of changes in the prices for those consumer goods and services. For example, as automobiles replaced horses in the first part of the 20th century, the wages of blacksmiths and saddlemakers fell sharply, while the wages for auto mechanics rose. 

Similarly, in just the past few years, the demand for workers with college degrees has increased sharply in most market economies, largely because most businesses now work with more sophisticated technologies than they have in the past. Robert is attracted to computers, in part, because he sees it as a growing field with relatively high demand and, consequently, high wages. 

International trade can also be an important factor in determining overall demand. Industries and companies that can compete successfully and export to foreign markets open more jobs and career opportunities for workers -- just as imports from these countries offer them, as consumers, a wider choice of goods at competitive prices. 

Workers who prepare for careers that experience strong growth in demand will gain from their foresight. Those who try to cling to jobs in declining markets using traditional skills will often be disappointed, and may even find themselves unemployed. They will need training, whether provided through their own resources, by government, or by their employer. But that, too, is part of the strong system of incentives that directs more resources -- labor resources in particular -- into the production of goods and services that consumers want most, and away from those no longer in demand. 

This constant emphasis on producing what consumers want is, over time, the most fundamental reason why labor and other resources are so productive in market economies. The lesson is clear: to prosper, produce what people want and need. 

A SYSTEM OF MARKETS 

By following their own self-interest in open and competitive markets, consumers, producers, and workers are led to use their economic resources in ways that have the greatest value to the national economy -- at least in terms of satisfying more of people's wants. The first person to point out this fact in a systematic way was the Scottish philosopher Adam Smith, who published his most famous book, An Inquiry Into the Nature and Causes of the Wealth of Nations, in 1776. Smith was the first great classical economist, and among the first to describe how an economy based on a system of markets could promote economic efficiency and individual freedom, regardless of whether people were particularly industrious or lazy. 

The Invisible Hand
Smith argued that if people are naturally good and kind, a market economy offers them a great deal of economic freedom to carry out their good deeds, backed up by an efficient system of production, which generates more material goods and services for them to use in doing those good works. But what if people are selfish, greedy, or lazy? 

Anyone who wants to enjoy more of the material goods and services produced in a market economy faces strong economic incentives to work hard, spend carefully, and save and invest. And most successful businesses have to produce good products, sell them at market prices, pay their employees market wages, and treat their customers courteously -- even if that isn't their natural way of doing things. 

The basic reason for that kind of change in some people's behavior is competition. As Adam Smith pointed out, when there are several butcher shops in a community, any butcher who is rude or tries to sell inferior meat at unreasonable prices soon loses business and income to other butcher shops. If your neighborhood butcher is naturally friendly and benevolent, so much the better. 

But even customers who do not know a butcher personally don't have to depend on such altruistic characteristics to get good service and products. The more a greedy, selfish, or lazy butcher wants to enjoy a higher standard of living, the more he or she will try to meet the competition and build up a large base of satisfied customers. Or as Smith described this feature of market economies, people are led "as if by an invisible hand" to work and behave in ways that use resources efficiently, in terms of producing things that other people want and are wllling to pay for, even though that may have been "no part of their original intentions." 

One other factor must be at work for Smith's invisible hand to function properly: the butcher must own or rent the shop, so that he or she has the rights to its profits. Without this right to private property, and to the profits it brings, the invisible hand of competition will not motivate businesses to offer the best and most varied products at reasonable prices. Butchers who are employees of the state will view their jobs very differently than those who are in business for themselves. This fact holds true throughout the economy, whether one considers a butcher, a carpenter, a restaurant chain, or a multinational insurance company. 

Of course, if there is no competition -- if there is only one place to buy meat in some market area -- things won't be as pleasant for consumers. And that will be true even if the butcher shop is owned and operated by the government. Inevitably, removing competition also removes many of the most powerful market incentives to provide good service, high-quality products, and low prices. That is why, except for a few special cases that are discussed later, most economists view competition between producers as the consumers' best friend. 

In even broader terms, by decentralizing the control of economic resources -- letting individual producers decide what and how to produce to satisfy their customers -- competition and self interest ensure that most resources available in a market economy are used efficiently, which is to say in their most valuable uses as directed by what consumers demand and buy. 

An Economic Chain
Such a system of economic individualism is also built on the idea that individual producers and consumers are in a better position to know what they want, and what is happening to market prices for the products they buy and sell, than is a centralized planning committee in the national capital. 

For example, millions of people are fed in New York City and other metropolitan areas throughout the world every day without any planning agency to establish quotas for the amount of bread, meat, vegetables, and beverages that will be shipped into the city every day, month, and year. In fact, no one really knows the total amounts of these products that are used in this market, or even has to know. Instead, restaurants and sandwich shops are run by private owners who, as a group, offer a wide variety of meals at competitive prices. Consumers patronize the shops they like best and pay prices that are high enough for efficient owners to earn a profit and stay in business. Sellers who offer unpopular items, charge prices that are too high, or provide inferior service, will simply not survive as business owners and managers. 

The same kind of process goes on with the bakeries competing to sell bread to these restaurants and shops, and with the companies that compete to sell ovens to the bakeries, and with the companies that compete to sell steel and other materials to the companies producing the ovens. At each step along the way there are buyers and sellers who know their own part in this overall production process very well, but who have little or no idea about the other links in this economic chain of events. 

In this way, with a decentralized system of private markets, resources are efficiently allocated to satisfy consumer demands. Because the process is so decentralized, many producers and consumers may not understand how it works or even be aware that individual markets routinely interact in such an efficient and systematic way. But it is precisely this decentralization that is responsible for much of the efficiency in the first place. 

FINANCES IN A MARKET ECONOMY 

In the markets for goods, services, and labor, prices are expressed in terms of some currency, or money. But money itself is also traded in market economies, because some people want to save money to use in the future, while other people -- including many businesses -- want to borrow money to use today. The price for the use of that money -- known as an interest rate -- is determined in the markets where these funds are exchanged. 

From a broader perspective, banks and other firms in a market economy's financial sector are most important in linking those who have resources to save and invest with those who have the most promising uses for those funds, and are therefore willing to pay for their use. Through these markets, decisions about how and where to invest funds are decentralized, just as production and consumption decisions are decentralized in the markets for goods and services. 

To Buy a House
Let's look at our family of Robert and Maria several years after their talk about job changes and further education. Maria did, in fact, take an administrative job with the school system, and Robert pursued advanced training in computer programming and found employment in a new and growing field. As a result, Robert and Maria, having earned higher incomes than previously, have been able to save money toward what is normally the largest single purchase that most individuals ever make: a house. 

Here, the role of financial institutions such as banks is critical. Banks serve two related functions. On one hand, they accept deposits from people like Maria and Robert -- savers who want to keep their money safe and to earn interest on it. On the other, they lend money to borrowers who can demonstrate that they have the financial ability to pay back such a loan over time. Borrowers and lenders are not only individuals, of course, but also private companies that wish to save their money or that wish to borrow money and invest in new or expanded businesses. 

In a market economy, individuals like Maria and Robert can play the role of savers and borrowers at different times. To attract their money, banks offer savers like Maria and Robert a certain rate of interest in competition with other banks and savings institutions. Now, Robert and Maria have approached the bank as potential borrowers, seeking a loan that will enable them to buy a house. If the bank finds that they have the income to pay back the loan in monthly installments over a period of years, the bank may loan them the money. It will, however, charge them a higher rate of interest as borrowers than it paid them previously as savers: the difference is the bank's rate of return for the financial services it provides. 

Borrowing and Investing
The same process takes place with businesses seeking investment funds for new factories, stores, and equipment. And as with other industries in a market economy, competition among banks helps ensure that interest rates will be as low as possible while still providing a satisfactory rate of return to banks that are run well and efficiently. Further, because the pool of money available for loans is limited, the borrowers -- individuals and companies -- will compete among themselves to win the bank's approval. This competition helps ensure that bank loans are allocated to investments with the highest potential return in a manner much more efficient than if the government made borrowing and loan decisions itself. 

Businesses seek these investment loans for new facilities or machinery to increase their production and sales. These firms expect to earn profits on these new investments for many years, so they are willing to pay interest for funds they can use to purchase those assets and start their production now, not later. 

Of course, if the interest they have to pay is higher than the rate of return they expect to earn, the businesses won't borrow the funds. And in fact, if a company doesn't have an investment in mind that pays more than the current interest rate on borrowed funds, it will save the money rather than trying to borrow more funds itself. Or, more likely, the company will try to shift its resources into a different line of business, where the expected rate of return is higher than the rate paid on borrowed funds. That is simply another way in which resources are directed to firms that have identified the most profitable uses of resources -- based, as we have seen earlier, on providing the things consumers want most, at prices that meet or beat the prices for similar products offered by competing firms. 

Here, too, international trade can be important. Just as countries can exchange products, they can also exchange financial services and investment funds. Foreign investment can increase the amount of money, or capital, available for businesses seeking to borrow and invest. By competing with domestic banks and financial institutions, foreign investment can also help keep interest rates -- the cost of money -- down. 

Foreign investment, if perceived to be too extensive, can trigger fears that parts of the economy are no longer under a nation's control. Such fears are almost always unwarranted, in large part because the dynamics of a market economy apply equally to international as well as national investments and business activity. Foreign direct investment, like any other kind of investment, is a vote of confidence in economic growth. By bringing in a new source of funds, foreign investment usually improves efficiency, adds management expertise, and helps keep interest rates down. 

Stock Markets and Investments
As we have seen in the example of Robert and Maria, successful banks earn money by serving as an intermediary for savers and borrowers, and play an important role in the economic system by bringing them together so that funds that are saved can be reinvested. 

There are other, even more specialized kinds of businesses in the financial sector of a large market economy. Suppose that, in a few years, Robert and Maria decide to start a small business that takes advantage of their combined skills and experience in education and computer programming. Together, they develop a line of educational computer software for schools, and they need money to start the new business, called R&M Educational Software. They could go back to the banks and try to secure a loan, as they did for their house. Or they could sell ownership shares, known as corporate stocks, in their fledgling business to hundreds, even thousands of people who believe that R&M Software has the potential to make a profit. Small entrepreneurs such as Maria and Robert, as well as the world's largest corporations, offer such stocks for sale through brokers who work on stock exchanges throughout the world. 

The people who buy these stocks are willing to invest some of their own money in these businesses in return for a share of the businesses' future profits. These people become, legally, the real owners of the firms and receive voting rights for every share of stock they purchase. That gives them a voice in what the company does, and in deciding who the directors and executives of the company will be. 

They also share in the risks of the company. If R&M Educational Software performs poorly, or fails altogether, the investors will lose some or all of their investment money. If the company succeeds, however, these same investors will have an opportunity to realize a profit on their investment, whether they choose to hold their shares for even longer-term gain or sell their shares for many times their initial value. 

As long as stockholders expect a company to do well, they will hold that stock to claim a share of the firm's expected profits, and may even buy more shares. But stockholders who aren't happy with the company's future outlook for sales and profits will sell the stock they own on a stock market, through companies that specialize in finding both buyers and sellers of stocks of all of the major corporations in the economy. These companies are known as brokerage houses, and it is groups of these firms that have joined together to establish the major stock markets in locations around the world such as New York, Tokyo, and London. 

Like the banking industry, these stock markets have come to play an important role in their national economies and in international trade. They help stockholders and other people make investment decisions, evaluate how efficiently corporations are being run, and assess the general business climate. This is done through the prices of the thousands of corporate stocks that are traded daily on these exchanges, rising and falling in response to changing business conditions for individual firms, their competitors, and the overall economy. 

The investment process offers individual savers and investors a great deal of freedom and opportunity in deciding what risks and new ventures to undertake. They stand to gain substantially if they save and invest wisely; but they can also lose a great deal if their investments are not sound. That is why most investors choose not to put all of their investments in one project or company, but instead keep some of their assets in very safe, "tried and true" companies or accounts. Only those who choose to take a big gamble and put all of their assets in a small number of high-risk ventures are likely to lose a fortune in the financial markets or, on the other hand, to make one. 

Over the past century, it is revealing to compare the record of private investments in the development of new products and technologies to the investment record of national governments, especially those with centrally planned economies. The record of the private-sector investments, despite periods of failure, is clearly superior. Why? The reasons again point to the very nature of market economies: a decentralized process in which large numbers of people are making investment and borrowing decisions in response to changing economic conditions, not a small group in a central government. Further, the decisions are made by those whose own money is at stake -- certainly a strong motivation for making careful, shrewd choices. 

GOVERNMENT IN A MARKET ECONOMY 

If markets and market systems are so efficient, why let the government tamper with their workings at all? Why not adopt a strict policy of what is called laissez-faire and allow private markets to operate without any government interference whatsoever? There are several reasons that economists and other social observers have identified, which can all be illustrated with some familiar examples. In most cases, however, the role of government is not to take the place of the marketplace, but to improve the functioning of the market economy. Further, any decision to regulate or intervene in the play of market forces must carefully balance the costs of such regulation against the benefits that such intervention will bring. 

National Defense and the Public Good
National defense is one example where the role of government is indispensable. Why? Because the defense of a nation is a type of good that is completely different from oranges, computers, or housing: people do not pay for each unit they use, but purchase it collectively for the entire nation. Providing defense services to one individual doesn't mean there is less defense for others, because all the people, in effect, consume those defense services together. In fact, national defense services are even provided to people in a country who don't want them, because there really isn't an effective way not to. Nations can afford to build jet fighters; neighborhoods or individuals cannot. 

This type of good is called a public good, because no private business could sell national defense to the citizens of a nation and stay in business. It simply doesn't work to sell defense services to those who want them and then not protect the people who refuse to help pay for them. And if they can get the protection without paying for it, why would they choose to pay? That is known as the "free rider" problem, and it is the key reason why national defense must be administered by the government and paid for through taxes. 

There aren't many true public goods -- goods that can be jointly consumed and that are subject to extensive free-rider problems -- which is why most goods and services in market economies can be produced and sold by private firms in private markets. Other examples of public goods include flood- and insect-control programs, and even radio and television signals broadcast over the airwaves. Each of those products can be jointly consumed by many consumers at the same time and is subject to free-rider problems, at least to some degree. With television and radio broadcasts, however, programs can be privately and profitably produced by selling broadcast time for advertising. Or in some cases, broadcast signals are now electronically scrambled, so private firms can make money by renting out decoding machines to people who want to see these broadcasts. 

Pollution and External Costs
Let's take the example of a company that manufactures paper products -- from writing paper to cardboard boxes -- at a factory location on a river. The problem is that, as a by-product of its manufacturing operations, the factory dumps chemical pollutants into the river. But no single person or entity owns the river water, so there is no one to force the company to stop polluting. Moreover, since cleaning up the river would cost money, the company can sell its paper products more cheaply than if it had to absorb such pollution-control costs. As a result, the paper company can further increase its output, responding to the relatively higher demand at its lower prices, leading to more waste and pollution from its factory. By polluting without penalties, the company may also have an unfair advantage over competitors whose paper products do reflect the cost of installing pollution control equipment. 

This is a classic example of a so-called external cost that is not reflected in the price through normal workings of the marketplace. Neither the paper company nor its customers are bearing the actual cost of paper production; instead, a portion of the cost -- the pollution factor -- has been shifted to the people who live or work along the river and those taxpayers who eventually are stuck with the cleanup bill. 

Like other externalities, pollution often occurs where the ownership of a resource -- in this case the river -- is not held by individuals or private organizations. Public lands and roadsides, for example, are more often littered than the lawns in front of people's homes, because no one person owns these public lands and takes the responsibility for keeping them clean, and prosecuting those who despoil them. Most pollution is, in fact, released into the air, oceans, and rivers precisely because there are no individual owners of those resources who have strong personal incentives to hold polluters liable for the damage they do. While some people do take the time and trouble to prosecute such polluters, there are few economic incentives for most people to do so. 

Government's role in this situation is to try to rectify this imbalance. By intervening, government can force the producers and consumers of the product to pay these cleanup costs. In essence, this economic role of government is simply to make those who enjoy the benefits of selling and consuming a product pay all of the costs of producing and consuming it. 

Unfortunately, it is rarely easy for the government to determine just how much it should do in these cases. For one thing, it is usually difficult and costly to determine the precise source of pollution or exactly how much the pollution is actually costing society. Because of these difficulties, the government must be sure that it doesn't impose more costs to reduce pollution than the pollution is costing society in the first place. To do so would clearly be inefficient and a waste of valuable resources. 

Once the government has established an acceptable, or at least tolerable, level of pollution, it can use laws, regulations, fines, jail sentences, even special taxes to reduce the pollution. Or even more fundamentally, it can try to establish clearer ownership rights for the resources that are being polluted, which will result in market-based prices being charged for the use of those resources and force polluters to pay those costs. Amid these many options, the key point is to understand the government's basic role -- to correct for the overproduction and overconsumption of goods and services that lead to external costs. 

Education and External Benefits
When Robert returned to school to become a computer programmer, he was seeking to better himself and his family, not necessarily improve the community at large. But as a result of his advanced education, Robert became a more highly trained and productive member of his society. He now possesses new skills and has founded a new business that, in turn, provides jobs and opportunities for others. 

Here, Robert's education has benefits that are enjoyed by people other than the producers and consumers of some good or service. Education is often claimed to offer external benefits in a nation, because educated workers are more flexible and productive, and less likely to become unemployed. That means spending more for education today may ultimately lead to savings in public and private spending to fight crime, poverty, and other social problems, as well as increasing the skill level, flexibility, and productivity of the work force. 

To the extent that any product does generate significant external or spillover benefits, governments may consider subsidizing or otherwise encouraging its consumption, production, or both, so that the value of the external benefits are included in the market price and output level of these products. Just as external or spillover costs lead to overproduction of certain goods, the existence of external benefits will lead to underproduction of other products and services. 

Public education is perhaps the largest and most significant example of government expenditures and support for a service regarded as having significant external benefits. There are, however, relatively few situations where government intervenes to set prices, whether through subsidies or taxes, to encourage such external benefits. In general, the extension of property rights and a system of market-based prices can often be the most effective means whereby government can right the imbalances caused by external costs and benefits. 

A Legal and Social Framework
Market economies, despite the obvious examples of abuse, are not licenses for exploitation or theft. In fact, very little trading in markets takes place in societies when the legal rights of consumers and producers to own and trade economic resources aren't clearly recognized and protected. That is why governments in market economies keep records of deeds to land and houses, and enforce contracts between buyers and sellers of virtually all kinds of products. Buyers want to know that the things they buy from sellers are really theirs to sell; and both buyers and sellers want to know that when they agree to exchange something, that agreement will be carried out. The same holds true for workers who, either individually or collectively in unions, agree to wages and working conditions with their employers. If those assurances aren't provided routinely and effectively, and if a fair and impartial criminal justice system isn't in place, market dealings become more expensive and difficult to complete. 

Governments in market economies must establish and protect the right to private property and to the economic gains derived from the use of that property. Without such assurances, few people are going to risk their time and money in enterprises whose rewards may possibly go to the state or some other group. When Robert and Maria contemplated starting R&M Educational Software, for example, they knew that they ran the risk of economic failure; but they also knew that if they succeeded, the laws protecting private property would enable them to reap the economic rewards of that success. 

The government's protection of private property obviously extends to land, factories, stores, and other tangible goods, but it also extends to so-called intellectual property: the products of people's minds as expressed in books and other writings, the visual arts, films, scientific inventions, engineering designs, pharmaceuticals, and computer software programs. Few entrepreneurs or companies will invest in the often expensive and time-consuming research into new drugs to fight disease, new computer programs, or even publish new novels if rival companies can simply appropriate and market their work without paying royalties or other fees that reflect their production costs. 

To protect and encourage scientists and artists, governments issue exclusive rights, called copyrights, to protect certain kinds of intellectual properties such as books, music, films, and computer software programs; or called patents when they protect other types of inventions, designs, products, and manufacturing processes. These exclusive rights give the holders, whether individuals or corporations, exclusive rights to sell or otherwise market their products and creations for a specified period of time. As President Abraham Lincoln said, they add "the fuel of interest to the fire of genius." 

In defining and enforcing property rights and maintaining an effective legal system, governments can build a social environment that allows private markets for most goods and services to function effectively and with widespread popular support. 

Competition
Each month, Robert and Maria, regularly pay bills to the local water utility and local telephone company. Unlike most of the other enterprises in a market economy, neither the water utility nor the telephone company compete with rival enterprises who also provide water and telephone service. 

The reason is that both services are so-called "natural monopolies," whose services are provided most economically by only one firm. Permitting two sets of water pipes or entirely separate telephone or electrical lines would be wasteful and inefficient in the extreme. Instead of controlling costs and maximizing efficiency through competition, government agencies regulate the prices and services of these companies to ensure that they offer the best possible prices to their customers and still receive a satisfactory rate of return on their investments. 

The number of such "natural monopolies" is actually quite small and accounts for only a small proportion of the economic activity in most market economies. A more common, and in many ways more complex, problem arises when one industry is dominated by a few large firms. There is a real danger that these firms may collude to set higher prices and to limit entry by new, competing firms. To prohibit such monopolies and collusive behavior, and to maintain a more effective degree of competition in the economic system, so-called antitrust laws have been passed in most market economies, including the United States. 

Limited competition may occur in some industries, such as aviation, because the level of market demand is only sufficient to support a few large companies -- given the most efficient production technologies for such products. Policymakers must therefore decide whether the competition between the small number of large companies that produce such products is adequate to keep prices and profits down to reasonable levels and product quality high. If not, they can again turn to some kind of price and service regulation, or legally break up some of the large companies into smaller companies, if that can be done without driving up production costs substantially. Failing that, the policymakers can at least make it illegal for these few large companies to collude with one another and enforce those laws to ensure that there is as much direct competition between these companies as possible. 

Unfortunately, many government regulations and antitrust policies actually reduce competition rather than increase it. These policies include exclusive licenses to produce a good or service, taxes, quotas that limit imports of foreign goods and services, and occupational licensing requirements and fees for professional and skilled workers. Some of these policies, such as offering patents and copyrights, can be justified on other economic grounds. Other restrictions are not so sensible, however, and are adopted only because they provide large benefits to members of narrow special interest groups. Because the costs of those restrictions are spread so widely among the rest of the population, they attract little or no public disfavor. 

On balance, despite these frequent shortcomings, the consensus position of economists in market economics is that the potential costs of allowing large firms (or a group of colluding firms) to achieve monopoly positions in key industries are very high. They are sufficiently high, in fact, to justify a limited government role in developing laws and regulations to maintain competition. 

Income and Social Welfare
Some people do not have the skills or other resources to earn a living in a market economy. Others benefit greatly from inherited wealth and talents, or from the business, social, and political connections of their families and friends. 

Governments in market economies inevitably engage in programs that redistribute income, and they often do so with the explicit intention of making tax policies and the after-tax distribution of income more fair. 

Proponents of extensive redistribution argue that this role of government limits the concentration of wealth and maintains a wider diffusion of economic power among households, just as antitrust laws are designed to maintain competition and a wider diffusion of power and resources among producers. Those who oppose major redistribution programs counter that additional taxes on high-income families decrease the incentives of these groups to work, save, and invest, to the eventual detriment of the overall economy. 

The debate over income redistribution comes down to people's basic ideas about what is equitable and fair. And in that area, neither economists nor other experts who study the issue have any special standing. 

All they can do is document what has happened to the distribution of income and wealth over time in different kinds of economic systems, and use that information to try to identify how different policies affect such variables as national levels of production, savings, and investment. 

A social consensus has developed during this century that governments in most market economies should, out of compassion and fairness, play a role in providing for the neediest families in the nation and help them try to escape a life of poverty. Governments in virtually all market economies provide support for the unemployed, medical care for the poor, and pension benefits for retired persons. Taken together, these programs provide what is sometimes called a "social safety net." 

Over the last 40 years these social programs have been rapidly growing parts of government spending and taxation programs in most industrialized economies. So the current debate over these programs is not really about whether they should exist, but rather about how extensive they should be and how such income redistribution programs can be administered while still preserving individual incentives to work and save. 

Government Fiscal and Monetary Policies
Governments in market economies play critical roles in providing the economic conditions in which the marketplace of private enterprise can function most effectively. 

One such role is to provide a widely accepted, stable currency that eliminates the need for cumbersome and inefficient systems of barter, and to maintain the value of that currency through policies that limit inflation (an increase in the overall level of prices of goods and services). 

Historically, market economies have been periodically afflicted by periods of rapidly rising price levels, at other times with high levels of unemployment, or occasionally by periods with both high rates of inflation and unemployment. 

Many of these episodes were, fortunately, relatively mild and short-lived, lasting a year or less. A few were more persistent and far more serious, such as the German hyperinflation of the 1920s and the worldwide unemployment of the 1930s known simply as the Great Depression. 

Only in this century have economists and government policymakers developed a standard set of stabilization policies -- known as fiscal and monetary policies -- that national governments can use to try to moderate (or ideally to eliminate) such episodes. 

Fiscal policies employ government spending and tax programs to stimulate the national economy in times of high unemployment and low inflation, or to slow it down in times of high inflation and low unemployment. To stimulate the overall level of spending, production, and employment, the government itself will spend more and tax less, even if it incurs a deficit. (It will then have to run an offsetting surplus at some time in the future.) 

To slow down an overheated economy -- one where virtually everyone is working who wants a job, but where spending and prices are rising rapidly -- the government has several options to keep prices from spiraling too high. It can cut its own spending, raise taxes, or both, in order to lower aggregate spending and production levels. 

Monetary policy involves changes in a nation's supply of money and the availability of credit. To increase spending in times of high unemployment and low inflation, policymakers increase the supply of money, which lowers interest rates (that is, reduces the price of money), thereby making it easier for banks to make more loans. This encourages more spending on consumption by putting additional money in people's hands. Lower interest rates also stimulate investment spending by businesses seeking to expand and hire more workers. 

In a period of high inflation and low unemployment, by contrast, policymakers can cool down the economy by raising interest rates, thereby reducing the supply of money and the availability of credit. Then, with less money in the economy to spend and higher interest rates, both spending and prices will tend to fall, or at least increase less quickly. As a result, both output and employment will tend to contract. 

Monetary and fiscal policies were not widely used to stabilize the ups and downs of national business cycles before the 1960s. Today, except in cases of major natural and human disasters -- such as wars, floods, earthquakes, and droughts -- these stabilization policies can be used to avoid severe periods of unemployment and inflation. But their effectiveness against shorter and milder swings in national economic performance, or in dealing with situations where both unemployment and inflation are rising, is much less certain. 

There are several reasons for that uncertainty, including the time required to recognize exactly what the problem is, to design the appropriate mix of policies to address the problem, and, finally, to wait for those policies to take effect. One very real risk is that by the time the government's policies have taken effect, the original problem will have corrected itself or moved in another direction entirely. In that case the stabilization policies may prove to be unnecessary or even counterproductive. 

When both unemployment and inflation rise at the same time, however, governments can face a dilemma. The reason is that monetary and fiscal policies are designed to adjust the level of total spending in a nation, but not to cope with a relatively sudden decline in supplies, which can trigger inflation and unemployment simultaneously. When can such a situation arise? One case occurred in the 1970s when embargoes on oil exports by major oil-producing nations caused huge price rises that rippled through the economies of the industrialized nations. Such decreases in supply raise price levels while lowering production and employment levels. 

To deal with such supply shocks to a national economy, a government can try to increase people's incentives to produce, save, and invest; increase the effective level of competition in the nation by reducing monopoly power; or eliminate bottlenecks of key resources, whether a commodity such as oil or certain kinds of skilled labor like engineers. In the case of oil-export restrictions, for example, the nation can stimulate domestic oil production, provide incentives for greater energy efficiency and conservation, and invest in alternative energy sources. However, most of these so-called supply-side policies tend to work slowly, over periods of years rather than months. 

While governments can offer no panaceas in the long-standing fight against inflation and unemployment in market economies, they can be effective in moderating the effects of these problems. 

Most economists now acknowledge an important government role in fighting unemployment and inflation with long-term stabilization policies, including generally stable rates of growth in the money supply, government spending programs that automatically rise when the economy slows down and fall when the economy picks up (such as benefits paid to unemployed workers), and tax schedules that reinforce those automatic spending programs by taking less from consumers and workers when their incomes fall and more when their incomes rise. 

Short-run monetary and fiscal policies adopted by policymakers to deal with temporary but sometimes sharp increases in unemployment or inflation are also employed in many market economies, although economists disagree much more on both the timing and effectiveness of these policies. 

In the end, it is important to recognize that in any type of economic system, including a market economy, some problems exist that can never be entirely or permanently solved. These problems have to be studied pragmatically on a case-by-case basis, with a careful consideration of the economic and political forces that influence them. And it is at this juncture that a democratic political system -- one which encourages dissent and open discussion of public issues -- can contribute most effectively to the operation of a free-market economy. (For more information on the functioning of modern democratic societies, see the companion volume, What Is Democracy?) 

MARKETING POLLUTION CONTROL

The problem of pollution control is an illuminating example of how governments in a market economy can harness the marketplace mechanisms of supply and demand to address a critical issue confronting the entire society. 

When faced with pollution of the air, water, or land, government has several alternatives to consider that balance the need for a cleaner environment against the economic costs of the cleanup. 

As a first case, suppose a certain pollutant is found to be extremely toxic and impossible to eliminate by adopting new production processes or safeguards. Under those conditions, it may be sensible for the government to issue direct regulations requiring its complete elimination or such sharp reductions in its discharge that it no longer poses a threat to human health or the environment. But such a course assumes the cost to the society of any emission is very high. 

For less dangerous substances, while pollution levels should be cut, complete elimination may entail unreasonably high costs in terms of lost production, consumption, and employment. Under such circumstances, it might be more efficient to charge a tax on pollution rather than requiring a specified reduction at all production sites. 

The reason is simply that the costs of cleanup will vary greatly at different production sites or companies. By taxing polluters, the government causes firms that can reduce emissions at relatively low costs to do so, and thus not pay the pollution tax. Other firms will find it too expensive to reduce pollution (often those with older factories and equipment) and will rationally choose to continue to pollute and to pay the tax on what they release. 

Another, more recent option is to use market-based techniques explicitly to reduce pollution through a system of pollution permits or credits that can be bought and sold. Under these programs, firms buy permits from the government that allow a company to release specified amounts of pollutants into the environment. These permits can be traded with their price free to rise or fall, reflecting different environmental and economic conditions. Under this system, the government only has to determine the overall permissible pollution level for a certain area, then sell enough permits to release only that level of emissions. Any taxation scheme becomes unnecessary. A company that wants to increase its pollution (and possibly its output) for a time can do so by buying permits from other firms. In effect, the company is paying these other firms to cut back on their pollution and production levels. 

TECHNOLOGY AS A SOURCE OF ECONOMIC CHANGE

History is full of situations in which a technical breakthrough or invention created a new industry and brought about major changes across economies. Steam engines, for example, were originally so heavy and bulky as to be useful only in fixed locations such as factories. Advances in metallurgy, however, made it possible to produce engines that were both powerful and reasonably light. The result was the railroad industry, which was critical to the economic development of Europe, the Americas, and much of the rest of the world. 

In more recent years, the invention of the transistor and, later, of the large-scale integrated circuit brought about a revolution in electronics. Computers, previously large, expensive, slow, and subject to frequent breakdowns, became small, cheap, fast, and dependable. When they were large and expensive, computers were usually limited to large businesses, universities, and government agencies. Now that they are small and cheap, they are everywhere: small businesses, homes, elementary school classrooms, and in the laps of airline travelers. 

Technical change is frequently seen as providing a means of doing or making something faster or more efficiently. While such gains are important, they are far from the only way in which an economy benefits from scientific advances. Technical change often has the effect of breaking what were previously powerful monopolies and thereby making the economy more competitive. Railroads, for example, had a virtual monopoly on inland transportation through the end of the 19th century, but the invention of the internal combustion engine brought about strong competition from trucks, barges, and airplanes. 

Breakthroughs in plastics and other materials produced competition for the steel industry, which has resulted in its being a far less important part of modern industrial economies than it was only a few decades ago. More recently, the invention of microwave, satellite, and fiber optic technology has helped speed the end of government telecommunications monopolies in countries throughout the world. In the United States, for example, American Telephone and Telegraph's (AT&T) long-distance monopoly was broken by such telecommunications firms as US Sprint and MCI. 

-- Robert M. Dunn, Jr. 

