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Common Sense Economics, by James Gwartney, Richard L. Stroup, & Dwight R. Lee (New York: St. Martin’s Press, 2005), 194 pp., $18.95.
Reviewed by Philip H. Witt, Ph.D., ABPP
Presidential elections affect people in varying ways.  Some become argumentative, engaging all comers in lively debates to bring others around to the same point of view.  Some are inspired by political fervor to step up to a long disused soapbox, lecturing others on the supposed virtues of their selected candidate (and the abundant flaws of the opposing candidate).  Some withdraw, choosing not to argue, lecture, or even vote, mistrusting all candidates.

The last presidential election inspired me to read economics books.  I found myself wondering: What are the economic principles underlying the social security system?  Are minimum wage laws helpful to the poor?  What is the effect of government economic interventions, such as price or wage controls, tariffs, trade restrictions, or price supports?  Why are special interest groups so influential, and why don’t they lobby to increase national productivity and wealth?
On the surface, these matters have little to do with psychology.  However, my economic self-instruction program has persuaded me otherwise.  In fact, at its core, economics has the same goal as psychology—understanding what factors influence peoples’ decisions.  This, after all, is what psychology and psychiatry strive to understand: What factors motivate and guide peoples’ actions?
The authors of Common Sense Economics distil economics down to two words: Incentives matter.
  Similarly, Steven Landsburg, another economist, writes:

Most of economics can be summarized in four words: “People respond to incentives.”  The rest is commentary.  “People respond to incentives” sounds innocuous enough, and almost everyone will admit to its validity as a general principle.  What distinguishes the economist is his insistence on taking the principle seriously at all times.

One could hardly ask for a more psychological approach.  Whether one’s theoretic preference is Skinnerian or Freudian, one can hardly dispute the importance of examining incentives.  In fact, much of modern psychology is based on an analysis of incentives, although it may not be phrased in those terms.  Behavioral theorists may debate whether to adopt a statistical approach in determining incentives, or reinforcers, following Estes, or a drive reduction model, following Hull, but incentives certainly matter, and one can hardly imagine an approach more compatible with behaviorism than economics.  However, even psychodynamic theorists frequently follow an implicit drive reduction approach in determining what guides action, whether a basic sexual drive or a more sublimated interpersonal, object relations drive, although their analysis may not on the surface appear to be one of incentives.

Economists differ from psychologists or psychiatrists by examining almost exclusively external incentives, as opposed to internal processes.  Economists look at costs, specifically at prices.  This unvarying attention to incentives, costs, prices, supply, and demand leads to some unusual analyses and conclusions.
Common Sense Economics is a traditional analysis of economic principles as applied to how the economy works, what the effect of various government interventions is, and finally how to apply these economic principles in one’s own life.  Common Sense Economics is a non-technical exposition of these matters.  It has not a single line graph of supply and demand or of indifference curves, an apparently essential feature of almost all other economics books.  The writing is lucid, easily grasped by the non-specialist.  Many of the principles that most of us learned decades ago in introductory economics are explained in this book clearly, with practical applications.  
What is clear is that the authors of Common Sense Economics unapologetically favor a free market, with little or no government intervention.  Those whose views lean more toward central economic planning may find this emphasis off putting, but it is common to almost all the economics books I have read.  Perhaps my selection is skewed, but I can find few if any economists who favor significant Keynesian government intervention in prices or markets.  Common Sense Economics, like most such books, presents substantial evidence that citizens are best served by a government that focuses on enforcement of property rights and contracts, provides an environment safe from violence and fraud, and otherwise stays out of our way.  Along these lines, the authors cite a well-known index, the Economic Freedom of the World index (EWF), devised in the mid-1980s.  They explain EWF:

If a country is going to achieve a high EWF rating, it must provide secure protection of private property, even-handed enforcement of contracts, and a stable monetary system.  It must also keep taxes low, refrain from creating barriers to both domestic and international trade, and rely more fully on markets rather than government expenditures and regulations to allocate goods and resources.

The authors note that those countries with an EWF of greater than 7.0 (the highest three being Hong Kong, Singapore and the United States), had 2002 per capita income of eleven times that of countries with EWF ratings less than 5.0 (the lowest being the Democratic Republic of Congo, Myanmar, and Algeria).  Moreover, the economic growth of the top group was 2.4 percent, whereas that of the lowest group was 0.1 percent.
  
This book proposes that incentives through income (which is nothing more than a means for gaining access to goods and services) and prices (or costs) control peoples’ decisions.  The higher the price (or cost in some form), the less likely individuals will be to purchase a good or service, or to choose a course of action.  The higher the income (or reward), the more likely an individual will be to choose a course of action. The authors propose that profits direct business toward activities that increase wealth and that people earn profits by helping others.  The more our activities are valued by others, the more we are compensated.
One theme the authors emphasize, a theme I have seen repeatedly in other economics books, is that we all too often neglect long-term, or secondary, negative consequences of an action when making decisions, particularly political decisions affecting large groups of persons.  I found this analysis, which is directly relevant to how all of us make choices, political or otherwise, insightful.  After all, are not many of the patients we see for evaluations or treatment individuals whose decision have been overly guided by short term rewards, ignoring long term punishment?  In fact, in forensic work in particular, one could argue that patients are motivated to act by short term rewards, only to be severely punished in the long term.  Explanations for this impulsivity vary from the biological (such as the explanations de jour associated with attention deficit hyperactivity disorder) to the social (such as the work of Gerald Patterson and his colleagues regarding role of poor patterns of parental reward contingencies in the development and maintenance of antisocial behavior in teens).
In Common Sense Economics, the authors focus on the consequences of political decisions in this regard.  For example, consider trade barriers, such as tariffs or quotas (or barriers to services, such as outsourcing).  The authors make a strong case that such barriers do not save jobs, but merely reallocate (or lose) jobs through secondary consequences.  By way of example, the authors discuss the recent steel quotas:
Proponents of tariffs and quotas on foreign products almost always ignore the secondary effects of their policies.  By limiting the importation of products from foreign countries, tariffs and quotas may initially protect U.S. workers who make comparable products at a higher cost.  But there will be secondary consequences, perhaps severe ones.  The steel import quotas imposed by the Bush administration in 2002 illustrate this point.  The quotas sharply reduced steel imports, and this reduction in supply sharply pushed U.S. prices upward by about 30 percent…The higher steel prices also made it more expensive to produce goods that contain a lot of steel, such as trucks, automobiles, and heavy appliances.  American producers of these commodities were harmed by the quotas and forced to lay off workers.  American steel container producers, which had previously dominated the world market, sharply curtailed their employment because they were unable to compete with foreign firms purchasing steel at much lower cost.

Repeatedly, the authors cite examples where unintended secondary consequences deplete jobs from industries economically downstream from the protected industry.  However, because the benefits are concentrated in one industry, whereas the costs are diffused over time among a number of industries, special interest groups for the protected industry have much more incentive to lobby hard to obtain their desired protection.  Hence, incentives again guide individual decisions, lobbying efforts, and governmental policies.
Common Sense Economics underscores the need for competition.  Competition acts as a discipline, encouraging individuals and firms to be efficient, providing quality goods or services, or losing the loyalty of their customers.  The authors make an interesting proposal.  They suggest that “competition is just as important in government as in markets.”
  Again, as with individuals, incentives guide government agency behavior.  The authors propose:

The incentives confronted by government agencies and enterprises are not very conducive to efficient operation.  Unlike private owners, the directors and managers of public-sector enterprises are seldom in a position to gain much from lower costs and improved performance.  In fact, the opposite is often true.  If an agency fails to spend this year’s budget allocation, its case for a larger budget next year is weakened…In the private sector the profit rate provides an easily identifiable index of performance.  Since there is no comparable indicator of performance in the public sector, managers of government firms can often gloss over economic inefficiency.  In the public sector bankruptcy eventually weeds out inefficiency, but in the public sector there is no parallel mechanism for the termination of unsuccessful programs.
  
The authors suggest the following:
Private firms should be permitted to compete on a level playing field with government agencies and enterprises…For example, the U.S. Office of management and Budget decided to see whether private printers could print the 2004 federal budget.  Faced with competition, the Government Printing Office found that it could cut its price 23 percent.  It kept the job by doing so.

The final section of the book is perhaps the least interesting—an application of economic principles to personal finance.  This topic seems out of place in a book on economics, perhaps suggested by the editors in an effort to make the book more likely to be purchased by laypersons.  Most of the principles in this section are familiar to educated readers.  For example: Be entrepreneurial, spend less than you earn, avoid credit card debt, put compound interest to work for you.  A few principles involve, however, are insightful applications of economic principles that can guide our choices.  For instance, “Don’t finance anything for longer than its useful life.”  The authors explain that “financing an item for a time period more lengthy than the useful life of the asset forces you to pay in the future both for your past pleasure and your current desires.”
  There are assets that do have long lives and can be financed over a longer term—a home, for example.  The authors also treat education as an asset and note:

And like housing, investments in education generally provide benefits over a lengthy time period.  Young people investing in college can expect to reap dividends in the form of higher earnings over the next thirty or forty years of their life.  The higher earnings will provide the means for the repayment of educational loans.  When long-lasting assets are still generating additional income or a valuable service after the loans used to finance their purchase are repaid, some of the loan payments are actually a form of savings and investment and will enhance the net worth of the household.

The underlying theme of this book is that incentives, acknowledged or not, guide our decisions.  Our choices are shaped by their costs and benefits.  This is a deeply psychological approach, although perhaps most in line with reinforcement theory.
  Clearly, economists do not think much of our ability to resist incentives.  On the contrary, a more behavioral analysis could not be found.  
In the end, the authors provide useful economic analysis to guide our personal financial decisions, as they provide economic analysis in the earlier sections to guide our decisions regarding policy matters.  They provide this information painlessly—with clear prose, helpful examples, and no eye-glazing graphs.  Anyone hoping to understand how costs and benefits guide individual choices, in the particular, and the functioning of the economy, in the general, so as to better grasp the plausibility of policy proposals would be well served to read this slim volume.
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� Another economist, David Friedman, underscores the influence of incentives through what he calls an economics joke, illustrating an incentive incompatible situation:


José robbed a bank and fled south across the Rio Grande, with the Texas Rangers in hot pursuit,  They caught up with him in a small Mexican town; since José knew no English and none of them spoke Spanish, they found a local resident willing to act as translator, and began their questioning.


“Where did you hide the money?”


“The gringos want to know where you hid the money.”


“Tell the gringos I will never tell them.”


“José says he will never tell you.”�The rangers all cock their pistols and point them at José.


“Tell him if he does not tell us where he hid the money, we will shoot him.”


“The gringos say that if you do not tell them, they will shoot you.”


José begins to shake with fear.


“Tell the gringos that I hid the money by the bridge over the river.”


“José says that he is not afraid to die.”





(Hidden Order: The Economics of Everyday Life. New York: Harper-Collins, 1996, p. 313-314.)





