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American Government and Economic Systems (AGES)
American Government and Economic Systems (AGES) is an 18 week course designed to inform
you of the basic concepts of both the American Political and Economic systems. The major goal
for the course is to have our students develop the knowledge, skills and habits of mind to become
informed, effective decision-makers as well as active participants in America’s political and
economic system.
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American Government and Economic Systems Priority Concepts
Priority Concept 1: Humans live in a world of Scarcity. (PA econ. 6.3 ) (PA C.G. 5.1, 5.2)
• All resources are limited.
• There is nothing without cost.
• All decisions involve trade-offs.

Priority Concept 2: All individuals have the natural right to make choices to improve their lives. Scarcity
and incentives impact these choices. (PA econ 6.3) (PA C.G 5.2)
•
•
•
•

All Individuals have self-worth and natural rights.
Individuals have different perspectives, preferences, and values.
Incentives and preferences guide the actions of individual.
Individual choices are limited by scarcity, involve trade-offs, thinking on the margin, and responding to
incentives and feedback.

Priority Concept 3: The individual preferences of multiple actors lead to states of independence and
interdependence, which in turn may promote competition and/or cooperation. (PA econ 6.2.) (PA C.G.
5.1., 5.2, 5.3)
• Because there are other people, individuals interact.
• Social Cooperation generated by specialization and free trade is intended to improve standards of living
for those involved.
• Voluntary exchanges are made between individuals because they believe that they will be mutually
benefited. Scarcity enhances both cooperation and competition.
• In free societies, personal interactions necessitate that self-regarding individuals are simultaneously
others regarding. Reductions in knowledge, choice, competition, and repeating games decreases the
need to regard others.
Priority Concept 4: Systems develop to coordinate individual actions and interactions. How collective
decisions are reached defines the system. (PA Econ 6.1 PA Econ 6.2) (PA C.G 5.3)
•
•
•
•
•
•

Institutions are the humanly devised constraints that structure and coordinate human interaction
The concentration of power threatens liberty, free choice, and efficiency.
Collective decisions are restricted by the same parameters that apply to individual decisions.
In society, nothing occurs in isolation.
Social systems are organic not mechanical. Inputs and feedback promote evolution.
Natural and man-made barriers restrict evolution and growth, in the absence of evolution, inferior
actions survive.
• The true measure of any system or action is how well it improves the standards of living.
• Much of the human world is the result of human action but not of human design; it emerges from the
interactions of millions, not from the plans of a few
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Essential Questions/Tasks
Unit 1
1. What are the relevant limitations (scarcities) preventing a better outcome of a given situation?
Recognize the trade-offs in any given situation.

2. To what extent do people’s actions reflect their preferences? How might changing incentives change
action?

3. To what extent does having multiple individuals pursue their own preferences benefit or hurt our
society? Is freedom of choice important?

4. What are the best methods of coordinating the varied interests of individuals in society?

Unit I:

Foundations of American Government and Economics

Key Understandings:

1. Each individual has worth and is born with natural rights.
2. The first lesson in economics is scarcity, there is never enough of anything to satisfy all of
those who want it.

3. Economics is the allocation of scarce resources that have alternative uses. Humans apply
economic thought to every moment of their lives.
4. The are no right or wrong solutions to problems, there are only trade-offs.
5. The human desires of self-interest and stable societies lead to both conflicts and cooperation.
6. Equilibrium (balance) is a natural state and it is continuously changing. There is both
equilibrium and disequilibrium in our political and economic systems.
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Key Terms:
Economics- The allocation of scarce resources that have alternative uses.
Scarcity- having unlimited wants and needs in a world with limited resources.
“The first lesson of economics is scarcity: There is never enough of anything to satisfy all those
who want it.”
Trade- offs- a situation that involves losing one quality or aspect of something in return for
gaining another quality or aspect. It often implies a decision to be made with full comprehension
of both the upside and downside of a particular choice.
Decisions that involve giving up something to gain something else.
“There are no right or wrong “solutions” to problems, there are only trade-offs.”
Cost- the expenditure of a resource to obtain a goal, cost is measured in the value of the
resource’s alternative uses.
Opportunity Cost- highest valued alternative given up.
External Cost- An external costs occurs when producing or consuming a good or service
imposes a cost upon a third party, external cost are also referred to as neighbor effects.
Dilemma- a problem involving a difficult choice, usually between a valued alternative.
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Key Terms:
Equilibrium- the condition of a system in which all competing forces are balanced.

The Invisible Hand- The belief that when individuals pursue their self-interest, they
unintentionally improve society.
“It is not from the benevolence of the butcher, the brewer, or the baker that we expect our dinner,
but from their regard to their own interest.”
Utility- a measure of satisfaction.
Marginal analysis- An examination of the additional benefits of an activity compared to the
additional costs of that activity.
Game theory- the study of strategic decision making. More formally, it is "the study of
mathematical models of conflict and cooperation between intelligent rational decision-makers".
An alternative term suggested "as a more descriptive name for the discipline" is interactive
decision theory.

9

Key People/Groups:
Thomas Jefferson- American founding father, author of the Declaration of Independence,
proponent of individual social and economic liberty.
Adam Smith- Author of Wealth of Nations, considered the father of modern economics.
Proponent of capitalism, wrote extensively on self-interest, division of labor and specialization,
mutual and voluntarily exchanges and free trade.
Thomas Hobbes- Enlightened philosopher who reasoned that because men pursue their selfinterest they are always in a state of conflict with each other. Hobbes suggested that government
was created to force men to cooperate.
John Locke- Enlightened philosopher who reasoned that man was had natural rights that
included; Life, Liberty, and Property. Man entered into a social contract with government to
protect his natural rights. Revolution was justified in the event that the government violated
man’s natural rights.
Jean-Jacques Rousseau- Enlightened philosopher who reasoned that man gave up some of his
natural liberties in order to create society and that this society improved man. He used the story
of the Stag hunt to illustrate this concept.
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Important Documents
The Declaration of Independence
Written in 1776, the Declaration of Independence outlines the natural rights of man, American
grievances against the King of England, and the concept of justified revolution.
The Constitution of the United States
Written in 1787, the American Constitution is based on a series of principles that give the central
government power but at the same time limit those powers and divide the powers. The
Constitution establishes numerous equilibrium points that allow for both cooperation and
conflict.
The Wealth of Nations
Famous book written by Adam Smith that outlines the foundations for classical economics.
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Video Lessons
Unit 1
THE ORIGINAL DILEMMA
https://vimeo.com/86044593
THE ROLE OF GOVERNMENT IN THE ECONOMY
https://vimeo.com/86448564
THE MODERN DILEMMA
https://vimeo.com/86045270

MANKIW'S 10 ECONOMIC PRINCIPLES
https://www.youtube.com/watch?v=PXJvyH
e1aZk
BASIC ECONOMIC CONCEPTS
https://vimeo.com/86047031
PPC OPPORTUNITY COST, CONSTANT AND
INCREASING
https://vimeo.com/86053152

THE STAG HUNT
https://vimeo.com/86036478

THE PRISONER'S DILEMMA
https://vimeo.com/86040721
THE PRISONER'S DILEMMA 2 AND GOVERNMENT
https://vimeo.com/86042626
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Both economics and politics deal with humans and their behavior, therefore before you get
started with the course you need to be introduced to the key assumptions that most economist,
politicians, and game theorist make about you and your fellow citizens. Below is a list of key
concepts that you should consider when conducting any study on humans.
1. Self Worth- The idea that each individual has worth and that there is a value to their life.
2. Self-Interest- the idea that each person pursues their self-interest with the goal being to
improve their lives. Economists would say that people are always trying to maximize their
utility or in other words maximize their satisfaction.
3. Rational Decisions- Another key idea and which sometimes ends up being a flawed
assumption is the belief that people know exactly what they want and that they use perfect
information to make correct decisions.
4. Often when people seek their self-interest while being part of a society, their decisions lead
to competition or cooperation with others. Depending on the situation both outcomes can
be desirable.

5. Finally, Equilibrium results from a balance of competing forces. Coordination is the
organization of the different elements of a complex body or activity so as to enable them to
work together effectively or in other words the harmonious functioning of parts for effective
results. For society to exist there must be a coordination of self-interest, the questions is
how?
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Read the excerpt from the Declaration of Independence written by Thomas Jefferson.
“We hold these truths to be self-evident, that
all men are created equal, that they are
endowed by their Creator with certain
unalienable Rights, that among these are
Life, Liberty and the pursuit of Happiness.-That to secure these rights, Governments are
instituted among Men, deriving their just
powers from the consent of the governed, . .
.”
-Thomas Jefferson Declaration of
Independence 1776
Think about it. . .
1. How does Thomas Jefferson’s list compare to the list on the previous page?
2. Do we need Government to secure these rights? Why or Why not?
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Thomas Jefferson considered Life, Liberty, and the Pursuit of Happiness our natural rights. Our
natural rights were not given to us by a government but rather God or nature.
Life
You have self-worth, dignity, a reputation, and ownership of your natural/God-given gifts and
talents. You only have a short period of constantly diminishing time and you have the right to
make the most use of it.
Property (Pursuit of Happiness)
The right that a person has to the value that he/she has created by his/her labor, effort, time, and
life. That person can use it, sell it, trade it, or waste it.

Liberty
You have freedom of choice, the ability to make choices and take risk in order to improve your
well-being. Other people have the same rights and through Mutual and Voluntary exchanges
we can all improve ourselves.
If each individual lived on a deserted island like the character Robinson Crusoe this would
be the end of the course. However, as we all know we don’t live in isolation and our pursuit
for utility maximization (self-improvement) has impacts on others. These impacts can be
both positive and negative.
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If it is accurate to state that each individual has the natural rights of life, liberty, and the pursuit of
happiness (property) than why do we have a government that creates laws that individuals are
compelled to follow?
Think about it . . .
Why do you think people formed governments?
There have been many answers to this question and not everybody agrees. The following
enlightened philosophers attempted to answer this question.

Thomas Hobbes (1588-1679), wrote the book titled, Leviathan which explains that man is
naturally in a continuously state of war with other men. In other words, an individual’s selfinterest is always competing with another individual’s self-interest. Hobbes reasoned that
individuals created a strong central government to protect them against their fellow man and
avert this continuous “state of war.”
By the way . . .
The term “Leviathan” is now used in contemporary dialogue to describe a large government
with many regulations and laws.
Summarize. . .
In your notebook summarize the views of Hobbes using only 6 words.
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John Locke (1632-1704), stressed the importance of the individual and their social and economic liberties,
claiming that each individual was born with the natural rights of life, liberty, and property. Locke argued
that individuals were naturally free and only created government to protect these natural rights. Locke,
stressed that the government serves the people and not the other way around. Locke added that revolution
was justified if the government failed to fulfill their purpose or violated the right of the people.

By the way . . .
Thomas Jefferson and the founding fathers echoed much of what John Locke had to say in the Declaration of
Independence. Jefferson organized the document in a manner that first defined our natural rights, then listed
the violations of those rights, and finally explained that we were no longer a part of England.
Summarize . . .
In your notebook, only use 6 words to summarize the views of John Locke.
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Jean-Jacques Rousseau (1712-1778), Rousseau contends that as man’s intelligence increased
he became more civilized and formed societies. Thus a man creates society to improve himself.
He is willing to give up some of his natural freedoms for improvements. Rousseau claimed that
the state of nature was a primitive condition without law or morality, which human beings left for
the benefits and necessity of cooperation. As society developed, division of labor and private
property required the human race to adopt institutions of law. Additionally, man is prone to be in
frequent competition with his fellow men while also becoming increasingly dependent on them.
To illustrate his point, Rousseau told a story called the Stag Hunt. The purpose of the Stag Hunt
is demonstrate the value social cooperation and how it can lead the improvement of mankind.
The story also sheds light on the importance of reputation and the use of contracts.
Read the page titled, Stag Hunt- Group Cooperation vs. Individual Freedom located in the game
theory section of this resource.
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Many of the fundamental ideas about society, government, and economics can be traced back to
the Scottish Enlightenment. And probably the most well known of all enlightened Scottish
philosophers was Adam Smith. You will read about Smith’s best- known book, The Wealth of
Nations later in this unit. For now the focus on Smith’s work will be directed on his other famous
book, The Theory of Moral Sentiments (TMS).
In T.M.S. Smith reasons that humans wish to have their feelings echoed in other people. We
strive to be loved and lovely and not hated and resented. If we wish to get ahead, we must be
both self and others regarding. We constantly respond to feedback loops. Because others also
want the same thing for themselves and we all work off feedback, what is valued and is
considered proper naturally emerges and what is not valued and considered improper goes
extinct. To Smith this is the foundation of human relationships and the market.
Smith even reasoned that we have an inner voice or an impartial spectator that evaluates our
own actions. In today’s terms we would refer to this as our conscience. To Smith it is as if we
evaluate our own actions based on what we think other people would feel. Although it may
sound a little strange, Smith’s impartial spectator is the basis of empathy.
Putting it all together, in a free society where people have choices, good
Information, and opportunities to “repeat the game” we must be self and
Other’s regarding if we wish to have partners in trade, exchanges, and in life.
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The Original Dilemma
Hobbes, Locke, and Rousseau all wrote about the need and purpose of government and that in
order for government to be able to function and to fulfill its purposes it needs a certain amount of
power and the power comes from the people. But how much power is too much power and how
much forfeited individual liberty is acceptable?
The question above has been debated for centuries and represents a trade-off between individual
liberty and order. This clash between order and freedom forms the original dilemma.

The preamble to the Constitution of the United States outlines this dilemma when it introduce the
purposes of American government.
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The creators of our Constitution understood that effective government needs power, but not
unrestricted power. In fact, the first sentence in the Constitution (the preamble) acknowledges
the original dilemma.
In order to form a more perfect union
Establish a system of justice
Insure Domestic Tranquility
Provide for the common defense
Promote the General Welfare
Secure the blessings of liberty

(unite)
(justice)
(order)
(protect)
(provide)
(liberty)

The purposes of government listed in blue necessitate that individuals give the government
power. In America, these powers must be balanced with the natural rights of each
individual.
Think about it . . .
List current situations where the government has had to limit individual freedoms in order to
fulfill one of its purposes.
The next page provides a visual depiction of the original dilemma in American Society.
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Summarize . . .
In your notebook summarize the original dilemma in 6 words.
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Read the following article. . .

Obama defends surveillance program as trade-off for security
President Barack Obama said Friday that no one is listening to phone calls and defended
the government's secret collection of phone records.
SAN JOSE, Calif. — President Barack Obama on Friday staunchly defended the sweeping U.S.
government surveillance of Americans' phone and internet activity, calling it a "modest
encroachment" on privacy that was necessary to defend the United States from attack.
"Nobody is listening to your telephone calls. That's not what this program is about," Obama told
reporters during a visit to California's Silicon Valley. He emphasized that the secret surveillance
programs were supervised by federal judges and authorized by Congress, which had been briefed
on the details.
23

Obama's comments came after reports this week in Britain's Guardian newspaper and the
Washington Post revealed that the National Security Agency and the FBI had secretly conducted
surveillance of Americans' telephone and internet communications activities far beyond what had
been made public.
The two reports triggered a broad debate about privacy rights and the proper limits of government
surveillance in the aftermath of the September 11, 2001, attacks on the United States. They also
sent White House officials and congressional leaders scrambling to explain why the government
needs to collect information on trillions of phone calls and internet communications.

"In the abstract you can complain about Big Brother and how this is a potential program run
amok, but when you actually look at the details, I think we've struck the right balance," Obama
said, noting that a secret federal court reviews requests for surveillance and that Congress is
briefed on such activity.
He acknowledged having "a healthy skepticism" about the programs before he was first elected in
2008, but that he had since come to the conclusion that such "modest encroachments on privacy"
were worth it.

"You can't have 100 percent security and also then have 100 percent privacy and zero
inconvenience," Obama said. "We're going to have to make some choices as a society. ... There
are trade-offs involved."
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Debate the following statement. . .

In the name of protection,, the American government must be able to monitor every citizen’s
email and phone usage.
Create a list of 2 to 3 arguments for both sides. Feel free to consult information outside of this
resource. You may want to take the time to independently research the fourth amendment.
After developing your arguments , take a position and write a one paragraph argument .
Think about it. . .
What would be an acceptable trade-off between individual privacy and group security?
During class . . .
Write down the various points argued by your classmates.
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Viewing the original dilemma as a trade-off is an economic way of looking at the role of
government. We could have a government that had complete control of our lives with the
authority to enact any policy it deemed necessary, but would we have freedom? Or we could
have a government with no power to create or administer laws, but would the purposes of
government be met?
Recognizing the trade-off between liberty and authority is a concept that philosophers have
attempted to address throughout history. Consider the following quotes.
“In all governments, there is a perpetual struggle, open or secret, between Authority and
Liberty; and neither of them can ever absolutely prevail in the contest. A great sacrifice of
liberty must necessarily be made in every government; yet even the authority, which confines
liberty, can never, and perhaps ought never, in any constitution, to become quite entire and
uncontrollable.”
- David Hume 18th century Scottish philosopher, economist , and historian.
“The pursuit of one end necessarily entails opportunity costs in relation to other.”

- Isaiah Berlin 20th century British political theorist
Compare . . .
the two quotes with the comments made by President Obama regarding surveillance. What
seem to be the common themes?
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To gain a better understanding of what trade-offs entail we first need to develop a stronger
understanding of economics.
Always remember…. A decision does not have to involve money to be an economic decision.
Economics can be defined as the allocation of scarce resources that have alternative uses.
Regardless of the economic system, whether it’s a free market driven by price or a command
economy driven by government mandates, the definition of economics remains the same. The
differences in systems and philosophy does not stem from a dispute in the definition of
economics but rather disagreements on how best to allocate or distribute those scarce resources.
The first lesson of economics is the lesson of scarcity. Humans have unlimited wants but all
resources are limited. There is never enough of anything to satisfy all those who want it. Not
only are resources limited but they also have alternative uses.
Everything is a resource, when most people consider resources they think of things like coal,
steel, or oil. But what about your ideas, knowledge, and time? These are all resources.
For example, in a couple of years you will graduate high school. What are you planning to do?
Are you going to attend college, joining the workforce, enlisting in the military, travelling, or
something else? Your decision represents an economic decision because in order to be fully
involved in one activity you will have to forego other opportunities.
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Just recently the 202 bypass was completed. What did it cost? What was the price? It is
important to understand that cost and price are two different things.
Brainstorm. . .
Create a list of resources that went into the creation of the road. Next, think of the alternative
uses of all of those resources.

Your list of alternative uses represents the list of cost. Cost can be define as the value of a
resource in its alternative uses. Or in other words, a cost is the value of a resource that has been
used up to produce something, and hence is not available for use anymore.
But not all cost have the same value. Economist use the term opportunity cost to describe the
value of the best alternative forgone. It is the value of the next best use.

But what is value? Determining the value of a resource is very much up to the individual. Value
can be defined as the amount of benefit a person believes that they will receive from the good or
service. Of course the amount depends on the individual therefore value can be very personal.
Think about it. . .
What is more valuable, a diamond or a bottle of water? Explain your answer.
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According to those who believe in the subjective theory of value,
The explanation of all economic activity that takes place in the market economy ultimately rests
on the subjective theory of value. The value of various consumer goods and services does not
reside objectively and intrinsically in the things themselves, apart from the individual who is
making an evaluation. His valuation is a subjective matter that even he cannot reduce to objective
terms or measurement. Valuation consists in preferring a particular increment of a thing over
increments of alternative things available; the outcome of valuation is the ranking of definite
quantities of various goods and services with which the individual is concerned for purposes of
decision and action. Theory resorts to the hypothetical concept of the scale of values in seeking to
explain and understand the nature of human valuations. The ranking of alternative ends is
determined by the person's expectations of satisfaction from each specific choice faced by him at
any moment of decision. He will invariably select the alternative that he believes will yield him
the greatest satisfaction.
The subjectiveness of valuation rests in the nature of satisfaction--satisfaction is subjective and
not open to numerical measurement. The extent to which a thing gives satisfaction is always
personal. People derive satisfaction from different goods and services; that is, all people are not
alike in terms of the types of things that please them. Experience also demonstrates that a
person's preferences vary from time to time. His ranking of alternative choices may undergo a
reshuffling at any given moment. His scale of values may also be altered by deletions or
additions.
- Ludwig von Mises
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If the subjective theory of value confuses you watch the television program Pawn Stars. Every
episode is a lesson on value. When a person visits the pawn shop to sell an item it probably does
not come as a big surprise to you that they think the item is valuable . But what is more
important is that the owners of the shop have to share their subjective view on the value of the
object. Of course they normally do not share the same views and this is where negotiation
begins.
Eventually both the buyer and seller come to a mutually agreed upon trade. You do the same
thing everyday. Perhaps you bought a cup of coffee this morning. You must have valued the
coffee more then the money you spent for it, and the owner of the coffee shop must have valued
your money more than the portion of coffee that they sold you. Otherwise the trade would have
never been made.
Have you ever wondered why buyers and sellers often share the “thank you- thank you” moment?
It is because both the buyer and seller benefited.
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When making a decision about the use of a resource the economic actor must consider the cost
(value of the alternative uses of the resource) and the benefit (value) of using the resource. A
trade-off occurs when something is given up to gain something else. All decisions involve tradeoffs, or in other words all decisions have costs and benefits.
“There are no right or wrong “solutions” to problems, there are only trade-offs.”
But not all cost have the same value. Economist use the term opportunity cost to describe the
value of the best alternative forgone. It is the value of the next best use.

Rank them . . .
Look at the list provided and rank your preferences from most preferred to least preferred.
Plans after high school graduation:
Enroll in College
Enlist in the Military
Travel
Join the Workforce
Other
Assuming your plans come true, then the second item on your list represents the opportunity
cost of the first item.
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Opportunity Cost can be depicted on what is called a production possibilities frontier of
PPF.
We will look at two PPF’s, the first (fig. a) depicts a situation where 2 product s use the
exact same resources. This might occur in a bakery. In the case below one product must
be sacrificed to create the other.
fig. a
Assuming the pizza shop can make
10 items in an hour.
In the theoretical example, it takes
the same resources to make 1 pizza
as it does to create 1 calzone.
The chart shows the constant
opportunity cost between making
pizzas and calzone.

Of course it is the customer’s order
which determines how those
resources are used.
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Increasing opportunity cost occur when the value of the foregone product increases with each
additional item.
In the example below (fig.b), to make one computer it would only cost 1 pizza. This is occurring
because maybe those resources that are poor are at creating pizza have been redirected to make
computers or maybe only the best computer maker have been sent to make computers.

But as more computers are
being created more resources
are re-allocated away from
pizzas and towards
computers. These resources
also include those that are
better suited for making
pizza and less suited for
making computers.

fig. b

Relate the concept of
opportunity cost the original
dilemma.
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As you can probably imagine the nation’s economy is a lot more complex than a pizza shop’s
decision on whether to make calzones or pizza. With all of the complexities and all of the
variables that factor into trade-offs what is the best system to avoid waste? This is where the
debate begins.
Think about it. . .
How do we know where resources are most needed?
Who should be in control the scarce resources in order to ensure efficient use and limit waste?

This course will investigate three systems that attempt to answer the question above; free market
economies, command economies, and mixed economies. You will be introduced to the basic
positions that supporters for each system argue and the fundamental philosophies that drive each
system.
In Free Markets, resources are own by private individuals and these individuals are free to
pursue their self-interest. Free market advocates reason that when individuals are free to pursue
their self-interest they unintentionally benefits others. The 18th century Scottish economist Adam
Smith referred to this as the Invisible hand.
“It is not from the benevolence of the butcher, the brewer, or the baker that we expect our dinner,
but from their regard to their own interest.”- Adam Smith
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To Smith self-interest in of itself was a national resource that needed an environment of freedom
to flourish. But the merits of pursuing self-interest have been debated and misunderstood over
the years. One thing that needs to be considered is Smith’s view that pursuing self-interest and
being selfish are two different things.
Why was Steven Jobs the creator of the Iphone a Billionaire? One answer is because he created
something that other people wanted. Remember the ideas of value and trade. You would never
give someone money unless you felt that you were receiving something better in return.
It is true that someone earning money by his own labor benefits himself. But he also benefits
society, because to earn income on his labor in a competitive market, he must produce something
others value. Man receives his profit for doing others favors and increasing the standard of living
others not their own.
According to Adam Smith,
“By directing that industry in such a manner as
its produce may be of greatest value, he intends
only his own gain, and he is in this, as in many
other cases, led by an invisible hand to promote
an end which was no part of his intention.”
The key is cooperation in the form of mutual and voluntarily exchanges between economic
actors. An individual may only possess the knowledge of what he wants, to Smith that was 35
enough.

But what about those greedy, no good, selfish people? Don’t they price gouge and cheat?
Sometimes they do, but according to Smith the market will punish them. Why? Because there is
competition and if a producer is not improving the lives of others then someone else will and it
is that person who makes the profit. What happens when prices are too high? People don’t buy.
What happens when producers use scarce resources to produce inferior items that others don’t
want? People don’t buy. What happens when people are unhappy with the service at a shop?
They don’t go back.

Competition forces those providing a good or service to lower prices, improve quality, and lower
production cost by being more efficient with their resources. To summarize, competition forces
“selfish” producers to make trades that benefit other people.
Many will still argue that the unregulated markets leads to selfish actions that hurt all of us.
Adam Smith would counter by arguing that he is an advocate governments that promote selfinterest and not special-interest and at the heart of most of these selfish actions is legislation
that limits competition by creating barriers of entry into a market. Adam Smith was against any
kind of tax break, subsidy, or economic regulation that favored one group over the other.
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What do you think?. . .
You have just been introduced to Adam Smith’s positive views on self-interest. Previously, you
read that Thomas Hobbes believed that self-interest put man in a perpetual state of conflict or
as he called it, “war.”
Write a persuasive argument that takes sides with either Smith or Hobbes. Feel free to
include real life experiences and examples.
Read the Game Theory Section and read about the Ultimatum Game, Prisoner Dilemmas,
and the Tragedy of the Commons.
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Along with self-interest Smith also argued that wealthy nations have systems that allow people to
divide the labor and specialize in what the do best. Of course, the citizens are free to engage in
mutual and beneficial trade to acquire the items that they don’t specialize in creating
themselves.
You may have heard critics of the system argue that capitalism is unfair because it foster a
environment where the rich get richer and the poor get poorer. Individuals who demonstrated
against Wall Street in 2010 argued against the perceived unfair advantages that 1% of the
population has over the other 99%.

Supplemental Reading:
New Ideas from Dead Economist: Adam Smith, The Free Market at Work
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But what is the free market response?
“As the rich get richer, the poor get poorer” is a statement that denotes a zero sum game (see
zero sum game in Game theory section). But capitalism is not a zero sum game. We do not
have a “fixed pie” when it comes to economics wealth. If we had a “fixed pie” then it would be
true that what one person has is at the expense of someone else. The “fixed pie” is the parent of
statements such as “ more than their fair share.”
Economically speaking wealth is not money, wealth is created by using natural resources to
produce items that people want. In other words, real production leads to real wealth and real
improvement of the standard of living.
Once again think about Steven Jobs. He was a billionaire. Was this at your expense? Or was it
to your benefit? It would be hard for anybody owning an IPhone to say that Steven Job’s
success was at their expense. One other thing to consider, 10 years ago a person with a billion
dollars couldn’t enjoy convenience of an 99 cent IPhone. Why? Easy, they didn’t exist.
As more goods and service become available to society they lead to a higher the standard of
living for all. In capitalist societies the entire economic pie grows for everybody.
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You have now been introduced to Adam Smith and his ideas. Using Adam Smith’s views write
a short argument on the role of government in the economy.

Product as a measure of wealth
Not money

Economies
Of
Scale

Self-Interest
(The Invisible Hand)

What would I say about the role
of Government in the economy?

Not
Special Interest
Adam Smith

Comparative
Advantage

Division of Labor
Specialization
Absolute
Advantage

Mutual /Voluntarily
Exchange
(Free Trade)

Competition
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Now lets turn our attention to command economies or planned economies. A command
economy, or a planned economy, is an economic system where the main economic decisions
(such as allocating scarce resources like labor, capital, soil and natural resources) are made by a
central body; which is usually the government. This system contrasts that of a market economy
where private producers and consumers make the decisions. Advocates of planned economies
claim that the planning body has better information than individuals, and therefore they can
make a better decision than in the market economy.
Friedrich August von Hayek, a 20th century economist pointed out that it is not possible for the
planning body to have perfect information. For this reason, the decisions made by this body will
be wrong, as it is not possible to foresee all parameters. Because of this knowledge problem, the
central planners are unable to discern how much of a good should be produced. As a result
shortages and surpluses are a common consequence of command economies. By contrast, in a
free-market system, changes in price signal to producers what they should be creating and in
what quantities, resulting in a much more efficient allocation of goods. Additionally, free
markets adapt quickly while command economies take a long time to sort through the
information.
In a command economy the government takes control over the factors of production. The
government mandates what to produce how to produce the goods/services and whom may receive
the goods and services, this limits opportunities for individual profits. Limited profit motives
result in less competition and little reason to innovate or to look for different solutions to a
problem.
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So if command economies are so inefficient why would many nations adopt this type of system?
One answer could be that people truly believe that the government must know best. Another
answer could come from the appealing messages that communist founder Karl Marx wrote about
in his essay, The Communist Manifesto.
Written in 1848, during the height of the industrial Revolution in Europe, Marx wrote that the
history of mankind is a history of class struggle that resulted in the “have’s and the have not’s”
Marx advocated for shared resources and a redistribution of wealth. An appealing message to the
poor and to those who felt that they were being taken advantage of by the factory owners and the
rich.
According to Karl Marx. . .
“From each according to his ability, to
each according to his need.”
“Workers of the world unite; you have
nothing to lose but your chains.”

“The theory of Communism may be
summed up in one sentence: Abolish all
private property.”
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Use information from the chart on the next page and your own knowledge and experiences to
complete the following:
1. Create a Venn Diagram that organizes both the differences and similarities of the free
market system and command economies.
2. What aspects of America’s economic and political systems demonstrate free market
principles?
3. What aspects of America’s economic and political system show evidence of a planned
economy?

OR
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The Mixed-Market
The United States has a mixed-market economy, meaning that the American economy has a
combination of free market principles with some central planning.
So what are the economic roles of government in the United States?
First, the government has roles that even free market advocates would support. These include,
creating a system of laws and courts, enforcing mutually agreed upon contracts, protection of
private property, and the creation of a stable currency.
Next is a list of other more debatable economic roles that the government has adopted.
Maintaining Legal and Social Framework
Maintaining Competition
Providing Public Goods and Services
Redistributing Income

Correcting for Externalities
Stabilizing the Economy
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Maintaining Legal and Social Framework
Example: Create laws and provide courts, provide information and services to help economy
function better, enforce contracts, establish a monetary system, define and enforce property
rights., and the enforcement of contracts.
Maintaining Competition
Example: Create and enforce antitrust laws; regulate natural monopolies.

Providing Public Goods and Services
Example: Provide goods and services that markets are unable or unwilling to provide, such as
national defense.
Redistributing Income
Example: Higher income tax rates for rich than for poor, provide social security, and aid to
dependent children, Medicare, Medicaid.
Correcting for Externalities
Example: Taxes to reduce negative externalities, such as environmental pollution; subsidies to
encourage positive externalities, such as education. Externalities exist when some of the costs or
benefits associated with the production or consumption of a product "spill over" to third parties
other than the direct producer or consumer of the product.

Stabilizing the Economy
Example: Use government budgets and/or the money supply to promote economic growth, control
46
inflation, and reduce unemployment.

The diagram below is intended to show you a mixed-market economy in terms of
government roles (authority) and individual liberty. Much of the specifics of this diagram
will be cover in units 3 and 4.
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The Modern Dilemma:
But how much is too much government intervention? How much individual economic freedom
is too much? The debate stems from the idea that in order for the government to be able fulfill its
government responsibilities individuals must give up some of their individual economic
freedoms.
Free Markets promote economic freedom of choice and efficiency while the public goal of
planned economies is to promote economic equality.

A Mixed-market is a combination of a free-market and a planned economy therefore it struggles
with the modern dilemma. Mixed-Markets economies have a tendency to be pulled in different
directions, on one hand they intend to promote economic freedom and efficiency while on the
other hand they wish to promote economic equality. In many cases to achieve economic equality,
property is redistributed from one economic actor to another and to many this violates economic
freedom. As a result the two goals that mix-markets try to achieve are not always compatible.

48

Summarize . . .
In your notebook summarize the modern dilemma in 6 words.

49

In 1776, both Thomas Jefferson and Adam Smith wrote two of the most important descriptions of
individual freedom in the history of mankind.
Thomas Jefferson wrote the Declaration of Independence which still stands today as the most
concise and well articulated explanations of man’s political freedoms. The Declaration of
Independence has been referenced and copied by other nations as they seek declared their
independence from other nations. The document integrates the ideas of natural liberties, mutual
volunteerism, and self improvement that were expressed during the enlightened period.
Adam Smith’s Wealth of Nations, represents the most comprehensive and well articulated
accounts of man’s economic freedoms. Smith’s ideas of natural economic liberties, mutual
volunteerism, and self-improvement also echo ideas set forth by previous enlightened thinkers.
Smith’s words serve as the principle foundation of free markets throughout the world.
Political Freedom and Economic Freedom share the number one enemy. The principle threat to
both political and economic freedom is concentrated power. Throughout this course we will learn
about situations where power is both dispersed and concentrated in the economic and political
spectrums.

50

51

Essential Questions/Tasks
Unit 2
1. What limitations are addressed and created by our Constitution?
What may be the trade-offs of:
• Limited government
• Popular sovereignty
• Federalism
• Separation of Powers with Checks/Balances

2. Regarding the proper role of government, what preferences are reflected in the Constitution? Should Constitution
change with the changes in preferences?
3. How effectively does the Constitution create a governmental system that incentivizes individuals to consider both their
own preferences and the preferences of other people? How might this system be improved?
4. To what extent does the Constitution promote and/or prevent:
•
•
•
•
•

Harmony and balance
economic freedom
dispersed power
growth
improve the standards of living for all?

Unit II: Institutions of Government
Key Understandings:
1. The guiding principles of the American Constitution demonstrate that the Founding Fathers
were greatly influenced by the enlightened thinkers and their own experiences.
2. The founding fathers respected the power of individuals and of the states, as a result they
were careful to maintain the natural rights of the people and certain powers of the state.

3. The founding fathers believed that all men including politicians were guided by self –interest
and therefore consolidated power would be abused. Therefore they limited and separated the
power that they were willing to provide to the national government.
4. The Constitution of the United States coordinates the various self-interests into equilibrium
points. At these points neither party gains from defecting from these points.
5. With regards to unwritten power, the Founding Fathers intentionally place different parties
into competition with each other.
6. The powers of the U.S. government have expanded and evolved over time.
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Key Terms:
Unitary- System of government where this is one supreme central power.
Federation- System where power is divided between central and local governments
Confederation- Power is divided amongst a loose friendship of states with little or no central
power.
Parliamentary- A system of government where the legislative branch gives the executive
power and hold the executive accountable.
Presidential- A system of Government where the Executive and Legislative branches are
separated.
Democracy- System where eligible voters have an equal say and vote.
Republic- System where the people elect their lawmakers to represent their views.

Constitution- A written document which defines and limits the power of government.
Limited Government- Government limited by a constitution.
Popular Sovereignty- Power/authority to rule (sovereignty) belongs to the people (popular).
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Key Terms:
Federalism- System that divides power between a national government and local governments.
Separation of Powers and Checks and Balances- separating the power of the national
government between the executive, legislative, and judicial branches. Separation creates a
balance of power between the three branches allowing for each branch to monitor each other for
abuses.
Judicial Review- The judicial branch has the ability to determine the constitutionality of the
other two branches. In short the judicial branch has the final say.
Judicial Independence- Once appointed the judicial branch is independent of the checks and
politics of the other two branches and society.
Judicial Activism- Decisions where judges allow their personal views about public policy,
among other factors, to guide their decisions and legislate from the bench.
Judicial Restraint- Decisions where judges limit their power and strike down laws only if they
are clearly unconstitutional.
Implied Powers- Congressional powers authorized by the Constitution even though not clearly
stated.
55

Amendment- A change to a document.

Key Terms: We will also look at our Constitution through an economics lens.
Self-Interest- From the cradle to the grave man is always seeking to improve their position, this
includes people in government.
Division of Labor and Specialization- Wealthy societies divide work into smaller parts and
specialize in what they do best.
Mutual Benefits of Voluntary exchange- People trade their property for something that they
perceive having a higher value. Nobody would make a trade if it doesn’t benefit them..
Absolute Advantage- refers to the ability of a party (an individual, or firm, or country) to
produce more of a good or service than competitors, using the same amount of resources.
Example: Florida can produce more oranges than Maine.
Comparative Advantage- refers to the ability of a party to produce a particular good or service
at a lower opportunity cost over another.
Example: Although the U.S. can make shoes as well any nation, we may buy their shoes so that
we can free up our time making computers.
Economies of Scale- usually the larger the size of the organization lowers the cost per unit of
output.
Free Rider- someone who benefits from resources, goods, or services without paying for the
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of the benefit

Key People/Groups
George Washington- American Founding Father, leader of American Military forces and the
Constitutional Convention, 1st President. “Father of our nation”
Thomas Jefferson- American founding father, author of the Declaration of Independence,
proponent of individual social and economic liberty
James Madison- Founding Father, “Father of the Constitution”, fourth President.

Alexander Hamilton- Founding Father, proponent of the Constitution, fonder of the American
Financial system.
Federalist- Political Group established after the convention that supported ratifying the
Constitution.
Anti-Federalist- Political Group established after the convention that did not support ratifying
the Constitution. Their pressure led to a Bill of Rights.
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Key People/Groups
Congress (The Legislative Branch)- The group that writes the laws and public policy to reflect
the will of the people.
The House of Representative- Chamber of the Congress based on population.
The Senate- Chamber of Congress where each state receives 2 seats.
President (The Executive Branch)- The Executive branch enforces the laws. The President is
the head of the executive branch and the government.
Supreme Court (The Judicial Branch)- The judicial interprets the law and determines the
constitutionality of the other two branches.
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Important Documents:
The Declaration of Independence
Written in 1776, the Declaration of Independence outlines the natural rights of man, American
grievances against the King of England, and the concept of justified revolution.
The Articles of Confederation
An agreement among the 13 founding states that established the United States of America as a
confederation of sovereign states and served as its first constitution.

The Constitution of the United States
Written in 1787, the American Constitution is based on a series of principles that give the central
government power but at the same time limit those powers and divide the powers. The
Constitution establishes numerous equilibrium points that allow for both cooperation and
conflict.
The Bill of Rights
Written in 1789, the first 10 Amendments of the Constitution were written to prevent arbitrary
abuses by the national government against the people or the states.
The Wealth of Nations
Famous book written by Adam Smith that outlines the foundations for classical economics.
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Video Lessons
Unit 2
FEDERALISM VIDEO LESSON
http://www.youtube.com/watch?v=rKzHIFoEC-w
POPULAR SOVEREIGNTY AND LIMITED GOVERNMENT
http://www.youtube.com/watch?v=7sXngGgVkDk&feature=youtu.be
SEPARATION OF POWERS WITH CHECKS AND BALANCES
http://www.youtube.com/watch?v=8XMq-kN8qHs&feature=youtu.be
FEAR OF CONCENTRATED POWERS
http://www.youtube.com/watch?v=S8GL6fe2Xgs&feature=youtu.be

JUDICIAL REVIEW, ACTIVISM, ORIGINALISM
http://www.youtube.com/watch?v=3LLwZzX-Re4&feature=youtu.be
BATTLE OF UNWRITTEN POWERS
http://www.youtube.com/watch?v=vntxXggsA1U&feature=youtu.be
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Have you ever wondered why nation-states have different governments? Have you ever asked
yourself why our capital is Washington D.C. and Harrisburg? Or what is the relationship between
Congress and the President? The goal of unit 2 is to answer these questions and more.
Before we investigate the details of our current government it is important to gain an
understanding of the different types of government and American’s experiences with the diverse
methods of governing.
Additionally, we will investigate the underlying principles of our Constitution and trace their
origins to past enlightened thinkers.
Rather than remembering every detail of our Constitution, it is more important to recognize the
equilibrium points or points of balance where diverse self-interest collide.
Finally, we will learn about how the founders address unwritten powers and the need for change
using conflict and the need for “super-majorities.”
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There are many types of governments that have been used and are currently in practice. Some
are authoritative dictators, others are pure democracies, and some are based entirely on religion.
Is there a perfect type of government? Probably not, what might be the right type of government
for one nation-state may result in a civil war for another.
So what do we have in the United States? A common answer is a democracy. We do have many
democratic ideals in our nation, however we are not a pure democracy. Officially, we are a
Federal, presidential, republic. But what does that mean? And why do we have this type of
government?

There are many reasons why countries have differing types of governments. Size, history, values,
current situations are just a view reasons for diversity in government. Another contributing factor
is economic philosophy. Free markets cannot exist under authoritative governments and a nation
could hardly have a command economy and a “hand-off” approach at the same time.
Governments are classified using three broad categories; Where is the power locate? What is the
relationship between the executive then legislative branches? And who can participate?
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Where is the Power Located?
Unitary, Confederation, Federal
A unitary government is a system of government where power is located in one central
government. This system has been the most adopted by nation-states that have small territories
and by nation-states that have homogenous ethnic groups.
Most of the nation-states in the world have unitary governments. Although the unitary system is
the most common it has lead to problems in the past. First, if a large nation with diverse areas
adopts a unitary form of government it risks creating laws for a nation that don’t benefit
everybody. The larger the territory the more difficult it becomes to have perfect information.
Secondly, the risk for abuses by government increases if the power becomes more consolidated.
Not having local checks on the central government increases this risk of abuse.
Who carries more weight?
In a Unitary system?
Local
Power
Central
Power

The blue nations have unitary governments

63

A confederation is a union of political states. Usually created by treaty and often a common
constitution, confederations tend to be established for dealing with critical issues (such as
defense, foreign affairs, or a common currency), with the central government being required to
provide support for all members. The Central government exercises very little if any power over
each individual state. Confederations are often described as “loose friendships.”
Because confederations are established during critical periods and the central government has
little binding power, confederations don’t usually last long as compared to other forms. The nonpermanent nature of confederation leaves us with a long list of confederations in the past but
very few present-day confederations.

Who carries more weight?
In a Confederation?
Central
Power

States
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A federal system of government is a system where political power is divided amongst a central
government and semi-sovereign local governments. In a federation, the level of sovereignty of
the individual states and how the power is divided is agreed upon in a constitution and may not
be changed by the actions of one state.
The positives of the federal system is that while it gives a central government power, those
powers are checked by the smaller semi-sovereign states reducing the risk for abuses.
Additionally, the semi-sovereign states usually have enough power to run their state in a manner
that is best suited for that particular region or group of people.

Negatives can occur if states abuse their powers.
Who carries more weight?
In a Federal system?

Central
Power

Local
Power

The green nations have federal governments

Supplemental Reading:
Federalism: A Market Economics Perspective
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What is the relationship between the Executive and Legislative Branches?
Parliamentary or Presidential
A parliamentary form of government is a government where the executive is appointed by the
legislative branch and is accountable to the legislative branch. Therefore it can be said that the
executive and the legislative branch are interconnected.
Many nations have parliamentary forms of government. The advantage of this system is that the
government can pass legislation without getting bogged down in a debate with the executive.
Additionally, this system may be appealing to nations that are ethnically diverse because the
leader isn’t working alone but is part of the legislative branch.
A negative of this system is that the consolidated power increases the chances for abuse.
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In a Presidential form of government, the executive (the President) and the legislature are
separated. The executive is voted in by the people and is not always held accountable to the
legislative branch but they cannot ignore them either. Both the executive and legislature check
and balance each other’s power.
In theory, since the power is separated the chances of abuses are lessened. Additionally, both
branches can divide the labor and specialize in specific areas. Some argue that since the
president is not appointed by the legislature and is often elected by a method that involves the
people, that this makes his power more legitimate.

When the President and the majority of legislatures are of the same party new legislation often
passes quickly. When the President and the majority of the legislature are of different parties,
new laws can get held up in debate, procedure, and political wrangling.
Others argue that once a president is elected he is not responsible to satisfy the needs and wants
of Congress and this could potentially lead to a dictatorship if the right checks are not in place.

The blue nations have presidential governments.
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Who can participate?
Dictatorship, Democracy, Republic
In authoritarianism, people are expected to be submissive to the government.. The government
does not promote personal freedom and in some cases outlaws its. In authoritarian governments
political power is concentrated in the hands of a dictator or a small elite group. Authoritarian
governments are not responsible to the people nor limited by a constitution. As a result the leader
often rules arbitrarily and elections with real competition are normally staged or outlawed.
Totalitarians are authoritarian leaders with total control over the economy, politics, and social
life.
In democracies the people rule themselves. All eligible citizens have a say and an equal vote.
There are two main forms of democracy. In a direct democracy, eligible citizens have a direct
say in how the government functions. In representative democracies, the people still self-rule,
but they do it by electing people to represent them in the government.
Republics are similar to representative democracies in that citizens elect lawmakers to represent
their views on public matters.
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Use the information found on the map to answer the questions below.
1.
2.
3.
4.

Describe the system of government found in the United States.
Describe the system of government found in the following nation; England, China, Russia.
Why do you think that Canada, Australia and England all have the same system?
Why do you think the United States did not adopt the English system?
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Why did we become a Federal, Presidential, Republic?
Over the past 300 years people living in America have experienced the positives and negatives of
different forms of governments. These experiences helped mold our current government.
During the colonial period of American history we were under the rule of Great Britain. For a
prolonged period of time the English allowed the colonist to live their lives in America with very
limited restrictions. However, after the French and Indian war the English felt compelled to
create tight restrictions in the form of laws and taxation.

It was during this period that the American colonist felt the negative impacts of the inefficiencies
and abuses of a unitary government. What may have seemed perfectly reasonable to the people
ruling from England didn’t make sense to the American colonists. Divided by an ocean, many of
the colonies (some of which were over 150 years old) had developed their own identities and
were unwilling to give up their freedoms.

Think about it. . .
Would the American Revolution have occurred if the colonist and English were not divided by
an ocean? Why or Why not.
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American under the Articles of Confederation
Our founding fathers experimented with a confederation during the revolution and the immediate
years following the revolution. While fighting with the British the Articles of Confederation
operated well because the states needed each other. Some historians argue that when the British
left so did the need to for the states to cooperate with each other as a result the Articles of
Confederation almost resulted in disaster.
Review the summary of the Articles of Confederation.

Think about it. . .
Knowing the colonist’s experiences with the British Parliament, explain how the Articles could be viewed
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as an overreaction to the former government.
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The best example was the lack of taxing power. Congress had no power to tax and had to rely on
the states voluntarily donating money, this format led to a “free-rider” problem.

If each individual state followed their own self-interest what would have eventually happen to
the Articles of Confederations?
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Review the chart below and answer the following questions:
1. What was the overall problem with the Article of Confederation?
2. Why do you think instability hurts free markets?
3. What was the overall solution to the Articles? Why did the overall solution make some
colonist uncomfortable?
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In September of 1786, delegates from a handful of states met in Annapolis to discuss ideas of
fixing the Articles of Confederation. Led by Virginia and New York the biggest reason why
delegates gathered at the Annapolis Convention
stemmed from a concern over the problems that
arose from the barriers of trade created from
protectionist inter-state tariffs.
Although there were not enough delegates to make
any lasting changes, they did draft a resolution to
meet in a larger convention the next May in
Philadelphia.
Unfortunately the dire situation in the nation was
spiraling out of control. Starting in August of 1786 and
lasting until June of 1787, four thousand citizens living
in Massachusetts rebelled against their state
government. Led by Daniel Shay, the citizens who
participated in Shay’s Rebellion were angry because of
the state’s fiscal policies, the nation’s poor economic
situation, lack of real money, no lending, and personal
debt that placed people in debtor’s prison. Something
needed to be done about economic problems cause by
the Articles.
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Clearly, under the Articles neither the states nor the people were cooperating with each other.
Something needed to be done, but what? The idea of providing the central government with
more power made many of the founding father uncomfortable, but in order to create a stable
environment the founders knew that this is what needed to be done. But how much power, what
power and who gets the power needed to be decided?
The founding fathers did not believe that benevolent authorities could possibly exist. As long as
government consisted of people and those people followed their own self-interest, government
was not to be trusted.

The answer was a coordinated Constitution. Or in other words writing a Constitution that put
all competing parties in a situation where it was in their self-interest to follow the Constitution.
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Player 2

Player 1

diagram a

diagram b

The first matrix (diagram a) depicts your classic prisoner’s dilemma where one player is tempted
to follow their self-interest at the expense of the other. If both players cooperate they will
collectively be better off in the long run of repeating games.

But how can we be sure that both players are going to cooperate? There are various methods,
some of which include government enforcement. When the government becomes the
enforcement mechanisms it leads to a new game (diagram b) . The new players are the people
and the government. The theory is only through a constitution can we be sure that the
government and the people will cooperate.
78

The delegates met in Philadelphia in May of 1787 with the permission from the current congress
to create a list of “suggestions.” Many delegates believed that the list of suggestions would turn
into a new form of government but they knew the debates would be long and difficult.
The questions was how much power would the central government need? And how could they
create a system that provided the central government enough power without opening the door for
abuses.
The Constitution that was ultimately created was based on a foundation of the fundamental
principles of; popular sovereignty, limited government, federalism, and a separation of
powers with checks and balances. Additionally, the founders also valued the ideas of a
republicanism , the rule of law, judicial independence, and individual rights.
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Popular Sovereignty- People are the ultimate source of power, we self-govern.
“We the People”- first words of the preamble to the Constitution
Limited Government- The people provide the Government with specific powers that are
outlined in the Constitution.
"In questions of power, then, let no more be heard of confidence in man, but bind him down from
mischief by the chains of the Constitution." -Thomas Jefferson
Rule of Law- Nobody is above the law and laws cannot be arbitrary applied.
“If men were angels, no government would be necessary.”- James Madison

Federalism- There is a division of power between the national government and the states. The
balance is imperative to ensure that neither the states nor the national government abuse their
power.
"Let our government be like that of the solar system. Let the general government be like the sun
and the states the planets, repelled yet attracted, and the whole moving regularly and
harmoniously in several orbits." - John Dickinson (Delaware Delegate), 1787
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A separation of powers and checks and balances- To ensure mutual volunteerism and that no
branch becomes too powerful the founding fathers separated the power of the national
government between the executive, legislative, and judicial branches. Separation creates a
balance of power between the three branches allowing for each branch to monitor each other for
abuses.
“The accumulation of all powers legislative, executive and judiciary in the same hands, whether
of one, a few or many, and whether hereditary, self appointed, or elective, may justly be
pronounced the very definition of tyranny”- James Madison
“Power must never be trusted without a check.” - John Adams
An Independent Judicial Branch- When interpreting the Constitution the Judicial Branch must
be able to resist the pressures of others and their own self-interest.
“The constitution, on this hypothesis, is a mere thing of wax in the hands of the judiciary, which
they may twist and shape into any form they please.” - Thomas Jefferson
Individual Liberties – The Bill of Rights recognizes individual rights and liberty. Individuals
all have natural rights and these rights cannot be removed by the government, laws, or majorities.
The exercise of individual liberties can be limited only when those decisions hurt others.
“Rightful liberty is unobstructed action according to our will within limits drawn around us by
the equal rights of others. I do not add "within the limits of the law" because law is often but the
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tyrant's will, and always so when it violates the rights of the individual.” – Thomas Jefferson

Adam Smith wrote the Wealth of Nations in 1776 and by 1787 most if not all of the founding
fathers had read the book. As a result the founding fathers incorporated the ideas of self-interest,
voluntarily exchange, mutual benefit, division of labor, and specialization in the Constitution.
The table below takes a look at the principles through an economic lens.

Supplemental Reading:
The Relevance of Adam Smith

82

The founding fathers recognized the fact that individuals including those serving in government
will seek their self-interest, that those individuals will work to gain more power. The principles
and the specific format of the American government don’t prevent politicians from pursuing their
self-interest, instead the expected pursuit of self-interest by the various parties places them in
Nash Equilibriums.

Successful Constitutions (we have the longest lasting to date) are not contracts, but are instead
coordinated documents. Our Constitution is a series of coordinated equilibriums between the
states and the federal government, the people and the government, and the different branches.
This coordination creates many Nash Equilibriums.
Nash Equilibrium- In game theory, Nash equilibrium (named after John Forbes Nash, who
proposed it) is a solution concept of a game involving two or more players, in which each player
is assumed to know the equilibrium strategies of the other players, and no player has anything to
gain by changing only his own strategy unilaterally. If each player has chosen a strategy, and no
player can benefit by changing his or her strategy while the other players keep theirs unchanged,
then the current set of strategy choices and the corresponding payoffs constitute Nash
equilibrium.
In other words, a Nash Equilibrium occurs when each player plays their best response taking into
account the other player’s decision, and vice versa. The founding fathers knew from
experience that the best way to enforce the cooperation is to create a self-enforcing
document with multiple Nash Equilibriums. This document is more of a coordinated
document than it is a contract.
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To illustrate the idea of Nash Equilibriums in the Constitution, lets take a look at the relationship
between the Congress and the President. If Congress writes a law that the President opposes
Congress can predict that the President would veto the law. Congress knows that they need to
work with the President if they hope to get anything accomplished.
It also works the other way. If the President decides to go ahead and act without Congressional
support he knows that he risk not having the program funded. If he intends to receive funding he
must compromise with the Congress.
Both cooperation and competition form the necessary balance in our government and society.
Since the creation of the American Constitution, cooperation and competition have always been
important concepts in our government. In fact without cooperation the founders would not have
been able to agree on a constitution in 1787. Without the competition between competing forces
in government the balance created in 1787 would not have been preserved over the years.
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Constitutional Compromises
Background: Fifty-five delegates met at the constitutional convention in Philadelphia in 1787.
The delegates were charged with the task of making a list of suggestions to improve the Articles
of Confederation. However, they quickly decided to jettison the Articles and write a new
constitution. Because the delegates came from all parts of the country -- every state but Rhode
Island was represented -- they differed on a number of key issues. In order to keep the convention
going and ensure ratification of the Constitution, the delegates had to compromise a number of
times. As a result, the final document is sometimes described as a "bundle" of compromises.
Some of the most important compromises are outlined on the following pages.
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During the Convention each state delegation received one vote.
Look at the diagram below.
With the absence of Rhode Island, there was complete balance between large and small states and
northern and southern states.
It became important that the delegates from each state worked together because under the
convention rules, if the delegates couldn’t agree they would have to abstain which would weaken
the power of the region or the over-all interest.
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The Rule of Representation
Smaller states favored
the New Jersey Plan.
The NJ plan called for
a 1 house legislative
branch (unicameral)
with equal
representation per
state.

The
Connecticut
Compromise

Some states and many
individual delegates
believed that
wealth/property should
factor into the rule of
representation

Larger States favored the
Virginia Plan.
The Virginian plan called
for a 2 house legislature
(bicameral) with number
of representatives for
each states based on the
population.
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The Rule of Representation

The
Connecticut
Compromise
The Constitution Convention created a bicameral legislature. In
the House of Representatives, representation is determined by
population.
There is equal representation in the Senate, 2 per state.
All money bills start in the House of Representative.
Develop arguments for both the small and large states. That support their position.
Consider the arguments for each side and determine how the Connecticut Compromise
incorporates the arguments for both the large and small states.
Now create a new and unique plan that would serve as a compromise instead of the
Connecticut Compromise.
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Which areas are the most dense in the country around 1787?
Develop theories as to why some areas are more dense than others. Why would this have an
impact on representation?
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The Slave Population and the Rule of Representation
Northern states
wanted slaves to count
for the purpose of
taxation but not for
representation

Northern
industry/shipping

3/5th
Compromise

Southern States
wanted slaves to count
as part of the
population for
determining
representation but not
to count when
apportioning taxes.

Southern plantation
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The Slave Population and the Rule of Representation

3/5th
Compromise
Delegates agreed to count slaves as 3/5ths of a person when
apportioning representation and taxation
The Northern States felt that by counting the slaves as part of the population the Southern states
would receive an unfair advantage in representation. Additionally, the North knew that slave
states could increase their representation and political power by simply acquiring more slaves.

Southerners feared that if they didn’t receive representation for the slave population that the
Northern industrial states would dominant Congress and use this advantage to relegate the
southern states to colonial status. Additionally, the Southerners argued that in terms of cash crops
the South had an absolute advantage as compared to the North. This absolute advantage and
economies of scale led to the plantation society which lowered costs and prices but also Southern
populations. In other words, the plantation society benefited both the South and the North but
also led to small populations in the South and less representation.
The 3/5th compromise may have temporary solved the issue but it also increased the stakes of
future debates. Prior to the Constitution slavery was a dilemma between moral and economic
concerns. After the convention slavery became a dilemma between moral, economic, and now
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political power.

Interstate and Intrastate Trade
Northern Industry
and Southern
Plantations
Wanted the national
government to be able
to tax imports to
protect domestic
industry

Southern States did
not want the
importation of slaves
taxed

The
Commerce
Compromise

State control of intrastate commerce was
destroying the
economy
Small states feared
that the larger states
would squeeze them
out of markets

Northern states feared
that the an un-taxed
slave trade would
result in an explosion
of slavery and give the
South an unfair
advantage

Both Northern
Industrial States and
Southern Plantations
did not want the
national government
to have the power to
take exports.
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Interstate and International Trade

The
Commerce
Compromise
It shouldn’t come as a surprise that the founders had to juggle many viewpoints when it came to
regulating commerce.
The Articles of Confederation’s lack of central power hurt the economy significantly especially
with regards to trade. If a nation or state cannot freely trade their standard of living will drop.
Having laws to regulate trade is difficult because free trade is voluntarily and therefor so should
the agreement to have it regulated.

It was finally decided that the national government would have the power to regulate inter-state
trade and imports including the creation of import tariffs.
The government is forbidden from taxing exports. In terms of the slave trade, it was allowed to
continue tax free until 1808. After 1808, the importation of slaves would be outlawed.
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Electing the Executive
Some delegates
insisted for legitimacy
purposes that the
people vote for the
executive
Many delegates feared
that the people were
not knowledgeable
enough on the topics
or candidates
Many founding
fathers feared a
plurality from
deciding elections.
Many founding
fathers wanted to
create a system that
would limit the #
candidates per
election.

Some delegates felt
that Congress was
better suited to pick
the executive

Many delegates who
represented the state’s
interest felt that the
state legislatures were
best suited to elect the
President

The Electoral
College

Some delegates
particularly those
from the South feared
that urban areas
would control
elections.

Small states were
concerned that if the
people elected the
President that larger
states and highly
populated regions
would have an
advantage.
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Electing the Executive
The founding fathers finally decided on a indirect popular voting system called the Electoral
College. It was intended to serve as compromise between all of the positions presented during
the Convention.

During the spring and summer of an election year states usually hold primaries or caucuses to
determine the parties nominee these rules are determined by the states. Also prior to the general
election political parties in each state create a list of electors.
On the Tuesday after the first Monday in November the people vote in a general election for
electors that are selected by the political parties. The number of electors per state equals the
number HOR + S from the state. The electors pledge to cast their vote with the people’s
preference in December. In some states it is against the law for to be a faithless elector, that is an
elector who votes against the people’s wishes.

Additionally, in most states the winner of the general election is awarded all of the state’s
electoral votes. What is important to note is that the state can determine many of the rules for the
general election within its borders
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Electing the Executive
To win the Presidential election, a candidate must obtain 270 out of the 538 electoral votes. Two
hundred and seventy is a majority. In the event that the 270 electoral votes are not obtained there
will run-off election in HOR between the top 2 vote getters.

The system is a compromise intended to satisfy the people, states, national congress, big states
and small states.
There have been some concerns about the electoral college.
1.
2.
3.
4.
5.
6.

The candidate receiving the most popular votes does not always win the election.
Perceived unequal voting power, depending on where you live.
Winner-take-all system in some states.
Candidates only focus on specific regions
Faithless electors
Evolution of the 2 party system

Think about it. . .
Review the Electoral College and determine why the delegates who wanted the people to elect
the President would be satisfied. Why would delegates who wanted the Congress to elect the
President be satisfied? Finally, why would those who want the states to elect the President be
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satisfied?

Term Lengths
There were different perspectives in regards to term length in government. Regardless of the
position, opinions ranged from short 1 year terms to life terms.
With shorter terms government officials were more accountable to the people electing or
appointing them to office and as a result would be constantly concerned about their reputation.
Additionally, frequent elections allowed for a better representation of the make up of the voters.
However it could also be argued that shorter terms and frequent elections were costly and
impractical. Additionally, it was also feared that the government couldn’t get anything
accomplished if the faces were always changing and that this lack of consistency and
unpredictability could hurt economic progress. Finally, with shorter terms and frequent changes
in government it would be difficult to hold specific politicians accountable for failed programs.

Delegates who favor longer terms argued that with longer terms the incumbent could get more
accomplished and that the voters could follow the politician’s programs as they matured.
Thereby attributing proper credit or blame to the correct official when the program succeeded or
failed. Additionally, like any other job it was important to give people an opportunity to grow
into the job.
Opponents to longer terms argued that longer terms increased the likelihood for abuses because
officials would begin to see themselves as untouchable while the voters became increasingly
complacent with the status quo.
97

Surprisingly many delegates were in favor of life terms and especially for the judicial branch.
The argument being that officials with life terms were independent from the people who voted or
appointed them to official and that this independence left them immune to fleeting bias.
Proponents of both longer terms and life terms also advocated for the possibility for
impeachment.

Re-Elections?
An outgrowth of the term length debate is the debate over re-election. As with the other topics
there are conflicting opinions on the subject.
Those in favor of re-elections argue that constituents (voters) should have the freedom to vote in
the best person for the job, even if that person happens to be currently serving in the position.
Another argument is that we would be wasting the valuable experience gained by a politician if
that person was forced to leave after 1 or 2 terms. In short, term limits represent an artificial
barrier that could potentially prevent the best person for the job from being elected.
Game theorist would also argue that re-elections reduce the chances of abuses because reelections are repeating games. The logic being that if it is in the incumbent’s self-interest to be
re-elected then they are more likely to be concerned with satisfying the needs and wants of the
voter.
Additionally, incumbents have developed a reputation and a record thus providing the voter with
more perfect information and reducing the risk of a poor decision.
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This isn’t too much different than a store owner who wants customers to return to their shop.

Others argue that re-election leads to complacency amongst voters and potential abuses by the
official. Additionally, official may be more inclined to provided special favors to those in a better
position to help them be re-elected.
Both Thomas Jefferson and Adam Smith were in favor of governments that supported selfinterest but not special interest. Thomas Jefferson argued that in the absence of a rotating office,
special interest including foreign powers would want to keep a sympathetic incumbent in office.
Jefferson’s strong support for term limits rubbed off on George Washington. At the conclusion of
his 2nd term Washington refused to run for a third term, thus starting a tradition of a 2 term limit.
This tradition became an amendment in 1947.
Did you know? . . . .
Strom Thurmond was a Senator from South Carolina for 48 years!!!!. After losing the 1948
election to Harry S. Truman, Thurmond was elected to the Senate in 1954. He was re-elected 8
times and served until his death in 2003. In was 101 years old.

99

Below is a chart that shows the term length by office and re-election eligibility.
Term Length and Re-Election
Position

1787

Now

House of Representatives

2 year term,
unlimited re-election

same

Senate

6 year term,
unlimited re-election

same

President

4 year term,
unlimited re-election
Impeachment possible

4 year term
2 term limit (22nd Amendment)

Supreme Court

Life
Impeachment possible

Same

Using the information provided, develop logical arguments that explain the decisions of the
founding fathers with regards to the term length and re-election status of each position. 100

Debate:
Write arguments that are Pro and Con to the following statement:
Statement: There should be an amendment written to the Constitution that would limit the
number of terms that members of the House of Representatives and Senate can serve.

Write arguments that are Pro and Con to the following statement:

Statement: The 22nd amendment of the Constitution which limits the President to a two term
limit should be repealed (removed).
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Who appoints who? And why does it matter?
You have already read about the debate on how to elect the President. While the Electoral
College may represent one of the larger compromises during the Convention, it actually
introduces the larger question of who elects who?

Why is the answer to this question so important? Well think about it, if you work and you intend
to keep your job wouldn’t you want to satisfy your boss so that he or she doesn’t fire you? Are
incumbents above such concerns? Probably not, in fact for various reasons it is probably of the
upmost importance to them that they keep their jobs. And just like you, it is within their selfinterest to satisfy those who gave them the job.
There were some delegates in the convention that had unique ideas to answer this question, but if
you breakdown the various positions, three predominate perspectives emerged on who should
have the power to put officials into their positions; the people, state governments, and the
national government i.e. the Congress or the President.
If the assumption that incumbents will act in self-interest to keep their position is true then by
giving each prevailing perspective the power to appoint, the founders were in affect creating a
balance of power. Additionally, the incumbent’s desire to keep their job and the voter’s desire to
appoint a politician to serve their interest created a Nash Equilibrium.
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Arguments for and against the people voting.
Why the People should have the power to vote for their leaders.
Just as in a free market the people should have the opportunity to vote for the candidate that they
feel will best represent their self-interest. The people have the best knowledge regarding their
own needs and wants.
It is the people who will have to pay taxes and give up some of their liberties and it is the people
who should decide what they give up. This is consistent with the ideals of voluntary exchange.
People need their voices heard. If popular sovereignty has any meaning then people must have a
vote on who will lead them.
Why the People should not have the power to vote for their leaders.
Many delegates were wary of the idea of the people voting directly. They fear simple majorities
as much as a dictatorship.
Many founder fathers lacked confidence in the common person’s ability to cast a wise vote. It
isn’t that the common person wasn’t capable, the concern derives from a lack of perfect
information about the candidate or issues. When people vote they impact the lives of others.
Additionally there was a concern that big states and cities would dictate the legislation for the
entire country. To many delegates the people should only have the ability to directly elect
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officials that would have a direct impact on their lives and region.

Arguments for and against State Legislatures electing officials.
Why the State Governments need the power to appoint national government officials.
The framers believed that in electing senators, state legislatures would cement their tie with the
national government, which would increase the chances for ratifying the Constitution. In other
words, the framers believed that the interest of the states needed to be represented if the principle
of federalism was to be recognized. It was argued that if state governments had no say in the
national government then the national government would trample upon the states.
They also expected that senators elected by state legislatures would be able to concentrate on the
business at hand without pressure from the populace. This was a direct response to their fear of
simple majorities. Additionally, it was believed that state legislatures had better knowledge of the
topics and candidates, particularly on a state level.

Finally, if state legislatures could have a say in the national government all states and not just big
states or cities would have a say in national legislation.
Why the State Governments should not have he power to appoint national government
officials.
If state legislature had the ability to elect national representatives the national government would
only work to serve the interest of the states.
If state legislatures elected national representatives elections would become extremely political
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and possibly corrupted.

Arguments for and against National Legislature electing officials
Why the national legislatures should have the power to appoint national government
officials.
Many framers felt to best ensure that the most qualified officials took office it was best to have
the national legislatures appoint positions such as the senate, the presidency, and the supreme
court. The logic being that they know best.
Many felt that in order to limit the power of the executive it would be best if he was choose by
the national legislature. Many framers believed that parliamentary system had proven to be the
most efficient.
Why the national legislatures should not have he power to appoint national government
officials.
The argument against the national legislature appointing the executive or other positions in the
national government stems from the principle of a separation of powers with checks and
balances. If the Congress elects the President and if the President was eligible for re-election,
then he would be at the mercy of the Congress.
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Below is a chart that shows how each branch is elected..
Election Method
Position

1787

Now

House of Representatives

Directly by the people

same

Senate

State Legislatures

Directly by the people
(17th Amendment) passed in 1913

President

Electoral College

Electoral College

Supreme Court

President appoints
Senate approval

Same

Using the information provided, develop logical arguments that explain the
decisions of the framers with regards to the election method of each position.
106

The Legislative Branch
Structure
Established by Article I of the Constitution, the Legislative Branch consists of the House of
Representatives and the Senate, which together form the United States Congress. The
Constitution grants Congress the sole authority to enact legislation and declare war, the right to
confirm or reject many Presidential appointments, and substantial investigative powers.
The House of Representatives is made up of 435 elected members, divided among the 50 states
in proportion to their total population. In addition,
there are 6 non-voting members, representing the
District of Columbia, the Commonwealth of Puerto Rico,
and four other territories of the United States. The presiding
officer of the chamber is the Speaker of the House, elected by
the Representatives. He or she is third in the line of succession
to the Presidency.
Members of the House are elected every two years and must be 25 years of age, a U.S. citizen for
at least seven years, and a resident of the state (but not necessarily the district) they represent.
The House has several powers assigned exclusively to it, including the power to initiate revenue
bills, impeach federal officials, and elect the President in the case of an electoral college tie.
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The Senate is composed of 100 Senators, 2 for each state. Until the ratification of the 17th
Amendment in 1913, Senators were chosen by state legislatures, not by popular vote. Since then,
they have been elected to six-year terms by the people of each state. Senator's terms are staggered
so that about one-third of the Senate is up for reelection every two years. Senators must be 30
years of age, U.S. citizens for at least nine years, and residents of the state they represent.
The Vice President of the United States serves as
President of the Senate and may cast the decisive
vote in the event of a tie in the Senate.

The Senate has the sole power to confirm those of
the President's appointments that require consent,
and to ratify treaties. There are, however,
two exceptions to this rule: the House must also
approve appointments to the Vice Presidency and any treaty that involves foreign trade. The
Senate also tries impeachment cases for federal officials referred to it by the House.
In order to pass legislation and send it to the President for his signature, both the House and the
Senate must pass the same bill by majority vote. If the President vetoes a bill, they may override
his veto by passing the bill again in each chamber with at least two-thirds of each body voting in
favor.
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Use the chart below as a quick reference guide
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The Legislative Process

The first step in the legislative process is the introduction of a bill to Congress. Anyone can write
it, but only members of Congress can introduce legislation. Some important bills are traditionally
introduced at the request of the President, such as the annual federal budget. During the
legislative process, however, the initial bill can undergo drastic changes.
After being introduced, a bill is referred to
the appropriate committee for review.
There
are 17 Senate committees, with 70
subcommittees, and 23 House committees,
with 104 subcommittees. The committees
are not set in stone, but change in number
and form with each new Congress as
required for the efficient
consideration of legislation. Each
committee
oversees a specific policy area, and the
subcommittees take on more specialized
policy areas. For example, the House
Committee on Ways and Means includes
subcommittees on Social Security and
Trade.
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A bill is first considered in a subcommittee, where it may be accepted, amended, or rejected
entirely. If the members of the subcommittee agree to move a bill forward, it is reported to the
full committee, where the process is repeated again. Throughout this stage of the process, the
committees and subcommittees call hearings to investigate the merits and flaws of the bill. They
invite experts, advocates, and opponents to appear before the committee and provide testimony,
and can compel people to appear using subpoena power if necessary.
If the full committee votes to approve the bill, it is reported to the floor of the House or Senate,
and the majority party leadership decides when to place the bill on the calendar for consideration.
If a bill is particularly pressing, it may be considered right away. Others may wait for months or
never be scheduled at all.
When the bill comes up for consideration, the House has a very structured debate process. Each
member who wishes to speak only has a few minutes, and the number and kind of amendments
are usually limited. In the Senate, debate on most bills is unlimited — Senators may speak to
issues other than the bill under consideration during their speeches, and any amendment can be
introduced. Senators can use this to filibuster bills under consideration, a procedure by which a
Senator delays a vote on a bill — and by extension its passage — by refusing to stand down. A
supermajority of 60 Senators can break a filibuster by invoking cloture, or the cession of debate
on the bill, and forcing a vote. Once debate is over, the votes of a simple majority passes the bill.
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A bill must pass both houses of Congress before it goes to the President for consideration.
Though the Constitution requires that the two bills have the exact same wording, this rarely
happens in practice. To bring the bills into alignment, a Conference Committee is convened,
consisting of members from both chambers. The members of the committee produce a conference
report, intended as the final version of the bill. Each chamber then votes again to approve the
conference report. Depending on where the bill originated, the final text is then enrolled by either
the Clerk of the House or the Secretary of the Senate, and presented to the Speaker of the House
and the President of the Senate for their signatures. The bill is then sent to the President.
When receiving a bill from Congress, the President has several options. If the President agrees
substantially with the bill, he or she may sign it into law, and the bill is then printed in the
Statutes at Large. If the President believes the law to be bad policy, he may veto it and send it
back to Congress. Congress may override the veto with a two-thirds vote of each chamber, at
which point the bill becomes law and is printed.
There are two other options that the President may exercise. If Congress is in session and the
President takes no action within 10 days, the bill becomes law. If Congress adjourns before 10
days are up and the President takes no action, then the bill dies and Congress may not vote to
override. This is called a pocket veto, and if Congress still wants to pass the legislation, they must
begin the entire process anew.

The following page provides a very condensed version of how a bill becomes a law
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Powers of Congress
Congress, as one of the three coequal branches of government, is ascribed significant powers by
the Constitution. All legislative power in the government is vested in Congress, meaning that it is
the only part of the government that can make new laws or change existing laws. Executive
Branch agencies issue regulations with the full force of law, but these are only under the authority
of laws enacted by Congress. The President may veto bills Congress passes, but Congress may
also override a veto by a two-thirds vote in both the Senate and the House of Representatives.
Article I of the Constitution enumerates the powers of Congress and the specific areas in which it
may legislate. Congress is also empowered to enact laws deemed "necessary and proper" for the
execution of the powers given to any part of the government under the Constitution.
Part of Congress's exercise of legislative authority is the establishment of an annual budget for
the government. To this end, Congress levies taxes and tariffs to provide funding for essential
government services. If enough money cannot be raised to fund the government, then Congress
may also authorize borrowing to make up the difference. Congress can also mandate spending on
specific items: legislatively directed spending, commonly known as "earmarks," specifies funds
for a particular project, rather than for a government agency.

Both chambers of Congress have extensive investigative powers, and may compel the production
of evidence or testimony toward whatever end they deem necessary. Members of Congress spend
much of their time holding hearings and investigations in committee. Refusal to cooperate with a
Congressional subpoena can result in charges of contempt of Congress, which could result in a
prison term.
114

The Senate maintains several powers to itself: It ratifies treaties by a two-thirds supermajority
vote and confirms the appointments of the President by a majority vote. The consent of the House
of Representatives is also necessary for the ratification of trade agreements and the confirmation
of the Vice President. Congress also holds the sole power to declare war.
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The following Congressional economic powers have been used throughout our history to
increase congressional power.
The Congress shall have Power To lay and collect Taxes, Duties, Imposts and Excises, to pay
the Debts and provide for the common Defense and general Welfare of the United States;
but all Duties, Imposts and Excises shall be uniform throughout the United States;
To borrow money on the credit of the United States;
To regulate Commerce with foreign Nations, and among the several States, and with the
Indian Tribes
To coin Money, regulate the Value thereof, and of foreign Coin, and fix the Standard of
Weights and Measures;
To promote the Progress of Science and useful Arts, by securing for limited Times to
Authors and Inventors the exclusive Right to their respective Writings and Discoveries;
(copyrights and patents)

To make all Laws which shall be necessary and proper for carrying into Execution the
foregoing Powers, and all other Powers vested by this Constitution in the Government of
the United States, or in any Department or Officer thereof..
Explain how the “general welfare” clause and “necessary and proper” clauses could be 116
used
to increase congressional power beyond what the framers may have intended.

The Power of The Purse
The “power of the purse” derives from the Congressional power to determine fiscal policy,
meaning only Congress can raise revenue through taxation and borrowing and then determine
how they spend the money.
Additionally, recall that money bills start in the house. The framers of the Constitution, mindful
of "taxation without representation" suffered by colonists under the British crown, took care to
specify in the Constitution that the ultimate power to tax and spend resides in the hands of the
legislative branch - which is closer to the people - not the executive branch.

Another important component is the fact that Congress also has the ability to determine who
receives those national funds
According to the Center of Congress at Indiana University,
The power of the purse is the most important power of Congress. James Madison in the
Federalist papers called it “the most complete and effectual weapon with which any constitution
can arm the immediate representatives of the people”. It checks the power of the President and
gives Congress vast influence over American society, because federal spending reaches into the
life of every citizen.
The “Power of the Purse” or the power to provide or cut funding has been a powerful unwritten
check that the Legislative branch has had over the other branches and the states.
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Government Oversight
Oversight of the executive branch is an important Congressional check on the President's power
and a balance against his discretion in implementing laws and making regulations.
A major way that Congress conducts oversight is through hearings. The House Committee on
Oversight and Government Reform and the Senate Committee on Homeland Security and
Government Affairs are both devoted to overseeing and reforming government operations, and
each committee conducts oversight in its policy area.
Congress also maintains an investigative
organization, the Government Accountability
Office (GAO). Founded in 1921 as the
General Accounting Office, its original mission
was to audit the budgets and financial
statements sent to Congress by the Secretary
of the Treasury and the Director of the Office
of Management and Budget. Today, the GAO
audits and generates reports on every aspect of
the government, ensuring that taxpayer dollars are spent with the effectiveness and efficiency that
the American people deserve.
The executive branch also polices itself: Sixty-four Inspectors General, each responsible for a
different agency, regularly audit and report on the agencies to which they are attached.
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The Executive Branch
The power of the Executive Branch is vested in the President of the United States, who also acts
as head of state and Commander-in-Chief of the armed forces. The President is responsible for
implementing and enforcing the laws written by Congress and, to that end, appoints the heads of
the federal agencies, including the Cabinet. The Vice President is also part of the Executive
Branch, ready to assume the Presidency should the need arise.
The Cabinet and independent federal agencies are responsible for the day-to-day enforcement and
administration of federal laws. These departments and agencies have missions and
responsibilities as widely divergent as those of the Department of Defense and the Environmental
Protection Agency, the Social Security Administration and the Securities and Exchange
Commission.
Including members of the armed forces, the Executive Branch employs more than 4 million
Americans
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The President
The President is both the head of state and head of government of the United States of America,
and Commander-in-Chief of the armed forces.
Under Article II of the Constitution, the President is responsible for the execution and
enforcement of the laws created by Congress. Fifteen executive departments — each led by an
appointed member of the President's Cabinet — carry out
the day-to-day administration of the federal government.
They are joined in this by other executive agencies such as
the CIA and Environmental Protection Agency, the heads of
which are not part of the Cabinet, but who are under the
full authority of the President. The President also appoints
the heads of more than 50 independent federal commissions,
such as the Federal Reserve Board or the Securities and Exchange
Commission, as well as federal judges, ambassadors, and other
federal offices. The Executive Office of the President(EOP)
consists of the immediate staff to the President, along with
entities such as the Office of Management and Budget and the
Office of the United States Trade Representative.
The President has the power either to sign legislation into law or
to veto bills enacted by Congress, although Congress may override a veto with a two-thirds vote
of both houses. The Executive Branch conducts diplomacy with other nations, and the President
has the power to negotiate and sign treaties, which also must be ratified by two-thirds of the
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Senate.

The President can issue executive orders, which direct executive officers or clarify and further
existing laws. Some argue that this power has been used too often to by-pass Congress and the
lawmaking process outlined in the Constitution. The President also has unlimited power to extend
pardons and clemencies for federal crimes, except in cases of impeachment
With these powers come several responsibilities, among them a constitutional requirement to
"from time to time give to the Congress Information of the State of the Union, and recommend to
their Consideration such Measures as he shall judge necessary and expedient." Although the
President may fulfill this requirement in any way he or she chooses, Presidents have traditionally
given a State of the Union address to a joint session of Congress each January (except in
inaugural years) outlining their agenda for the coming year.
The Constitution lists only three qualifications for
the Presidency — the President must be 35 years
of age, be a natural born citizen, and must have
lived in the United States for at least 14 years. And
though millions of Americans vote in a presidential
election every four years, the President is not, in fact,
directly elected by the people. Instead, on the first
Tuesday in November of every fourth year, the people
elect the members of the Electoral College. Apportioned
by population to the 50 states — one for each member
of their congressional delegation (with the District of
Columbia receiving 3 votes) — these Electors then cast the votes for President. There are
currently 538 electors in the Electoral College.
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President Barack Obama is the 44th President of the United States. He is, however, only the 43rd
person ever to serve as President; President Grover Cleveland served two nonconsecutive terms,
and thus is recognized as both the 22nd and the 24th President. Today, the President is limited to
two four-year terms, but until the 22nd Amendment to the Constitution, ratified in 1951, a
President could serve an unlimited number of terms. Franklin Delano Roosevelt was elected
President four times, serving from 1932 until his death in 1945; he is the only President ever to
have served more than two terms.
By tradition, the President and the First Family live in the White House in Washington, D.C., also
the location of the President's Oval Office and the offices of the his senior staff. When the
President travels by plane, his aircraft is designated Air Force One; he may also use a Marine
Corps helicopter, known as Marine One while the President is on board. For ground travel, the
President uses an armored Presidential limousine.
The Vice President
The primary responsibility of the Vice President of the United States is to be ready at a moment's
notice to assume the Presidency if the President is unable to perform his duties. This can be
because of the President's death, resignation, or temporary incapacitation, or if the Vice President
and a majority of the Cabinet judge that the President is no longer able to discharge the duties of
the presidency.
The Vice President is elected along with the President by the Electoral College — each elector
casts one vote for President and another for Vice President. Before the ratification of the 12th
Amendment in 1804, electors only voted for President, and the person who received the second
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greatest number of votes became Vice President.

The Vice President also serves as the President of the United States Senate, where he or she casts
the deciding vote in the case of a tie. Except in the case of tiebreaking votes, the Vice President
rarely actually presides over the Senate. Instead, the Senate selects one of their own members,
usually junior members of the majority party, to preside over the Senate each day.
Joseph R. Biden is the 47th Vice President of the
United States. Of the 45 previous Vice Presidents,
nine have succeeded to the Presidency, and four
have been elected to the Presidency in their own
right. The duties of the Vice President, outside of
those enumerated in the Constitution, are at the
discretion of the current President. Each Vice
President approaches the role differently — some
take on a specific policy portfolio, others serve simply as a top adviser to the President.
The Vice President has an office in the West Wing of the White House, as well as in the nearby
Eisenhower Executive Office Building. Like the President, he also maintains an official
residence, at the United States Naval Observatory in Northwest Washington, D.C. This peaceful
mansion, has been the official home of the Vice President since 1974 — previously, Vice
Presidents had lived in their own private residences. The Vice President also has his own
limousine, operated by the United States Secret Service, and flies on the same aircraft the
President uses — but when the Vice President is aboard, the craft are referred to as Air Force Two
and Marine Two.
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Roles and Powers of the President
The President must be able to wear many different hats to fulfill his many different roles. Below
is a list and description of each role and some of the powers associated with each role.

Role

Description

Chief Executive

As chief executive the President
acts as the primary enforcer of
congressional laws. The President
is tasked with implementing
policy to support the laws of
Congress.

“Art. II- The executive power
shall be vested in a President of
the United States.

As chief administrator the
President acts as the head of
government or in other words he
acts as the boss. The President is
tasked appointing people to
positions, setting agendas,
creating the budget

Power of appointment (federal
judges, federal positions, supreme
court justices, diplomats, and
white house staff, aids, and
advisors) creates the budget, sets
agendas

JFK and RFK with FBI

Chief
Administrator

President Obama
appoints Justice
Sotomayor

Powers used

Enforcement Powers,
Executive orders, clemency,
pardons, commutations, and
amnesty
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Role
Chief Legislature

Description

Powers used

Although the President is not part Power to appeal,
Power to propose legislation,
of the Legislative Branch he still
veto power but not line item veto
proposes legislation, urges
Congress to pass new bills, and
vetoes bill.

FDR signs GI bill of Rights.

Commander in
Chief

As the Commander in Chief the
President is the head of our
military, he decides to send them
into harm’s way, removes troops,
and what weapons to use. All
generals take their orders from
the President.

War making powers and if the
situation calls for it economic
powers at home such as rationing.

Serving as our Chief Diplomat,
the President’s primary
responsibility is foreign policy.
Working with advisors he
develops our foreign policies.

Power to appoint ambassador and
other foreign officials, creates
treaties and executive agreements,
and the power to recognize other
nations.

GW Bush in Afghanistan

Chief Diplomat

Reagan signs arms
reduction treaty.
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Role
Chief of State

Description

Powers used

The President is the ceremonial
head of the nation both
domestically and abroad. He is
the living symbol of America. He
stands for the highest values and
ideals of our nation.

Power of recognition.

The President is the face of his
political party.

Appointment Power and power to
appeal to the people.

IKE throws out the first
pitch

Party Chief

He will appoint party members to
office and will campaign for
party members in other elections
President Obama and his
cabinet

Since President Washington created the first cabinet, Presidents have appointed people to assist
with the heavy workload. The President has a cabinet that advises him and lead executive
departments. There are 15 executive departments and numerous umbrella agencies. An umbrella
agency is an agency that falls under the direction of the President but the make up does not
change after the President leaves office. As mentioned before, including the armed forces the
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executive branch consist of over 4 million people.

Executive Office of the President
Every day, the President of the United States is
faced with scores of decisions, each with important
consequences for America's future. To provide the
President with the support the he or she needs to
govern effectively, the Executive Office of the President
(EOP) was created in 1939 by President Franklin D.
Roosevelt. The EOP has responsibility for tasks ranging
from communicating the President's message to the
American people to promoting our trade interests abroad.
The EOP, overseen by the White House Chief of Staff, has traditionally been home to many of
the President's closest advisers. While Senate confirmation is required for some advisers, such as
the Director of the Office of Management and Budget, most are appointed with full Presidential
discretion. The individual offices that these advisors oversee have grown in size and number
since the EOP was created. Some were formed by Congress, others as the President has needed
them — they are constantly shifting as each President identifies his needs and priorities, with the
current EOP employing over 1,800 people.
Perhaps the most visible parts of the EOP are the White House Communications Office and Press
Secretary's Office. The Press Secretary provides daily briefings for the media on the President's
activities and agenda. Less visible to most Americans is the National Security Council, which
advises the President on foreign policy, intelligence, and national security.
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The Cabinet
The Cabinet is an advisory body made up of the heads of the 15 executive departments.
Appointed by the President and confirmed by the Senate, the members of the Cabinet are often
the President's closest confidants. In addition to running major federal agencies, they play an
important role in the Presidential line of succession — after the Vice President, Speaker of the
House, and Senate President pro tempore, the line of succession continues with the Cabinet
offices in the order in which the departments were created. All the members of the Cabinet take
the title Secretary, excepting the head of the Justice Department, who is styled Attorney General.
Did you know? . . .
George Washington created the first cabinet. Some historians claim that this changed the
relationship between the President and the Senate, from advise and confirm to only confirm.
Washington’s first cabinet consisted of the following positions:
Secretary of State: Thomas Jefferson
Secretary of the Treasury: Alexander Hamilton
Secretary of War: Henry Knox
Attorney General: Edmund Randolph
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From Left to Right: Washington, Knox, Hamilton, Jefferson, Rando

As you may imagine, the Cabinet is larger today then it was in 1789. Below is the list of the 15
cabinet positions as of 2013. Under each secretary is a department.
Secretary of State
Secretary of Defense
Secretary of the Interior
Secretary of Commerce
Secretary of Health and Human Service
Development
Secretary of Transportation
Secretary of Education
Secretary of Homeland Security

Secretary of the Treasury
Attorney General
Secretary of Agriculture
Secretary of Labor
Secretary of Housing and Urban
Secretary of Energy
Secretary of Veterans Affairs
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Department of State
The Department of State plays the lead role in developing and
implementing the President's foreign policy. Major responsibilities
include United States representation abroad, foreign assistance,
foreign military training programs, countering international
crime, and a wide assortment of services to U.S. citizens and
foreign nationals seeking entrance to the U.S.
The U.S. maintains diplomatic relations with approximately 180 countries — each posted by
civilian U.S. Foreign Service employees — as well as with international organizations. At home,
more than 5,000 civil employees carry out the mission of the Department.
The Secretary of State serves as the President's top foreign policy adviser, and oversees 30,000
employees and a budget of approximately $35 billion.
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Department of the Treasury
The Department of the Treasury is responsible for promoting
economic prosperity and ensuring the soundness and security of
the U.S. and international financial systems.
The Department operates and maintains systems that are critical
to the nation's financial infrastructure, such as the production of
coin and currency, the disbursement of payments to the American
public, the collection of taxes, and the borrowing of funds necessary to run the federal
government. The Department works with other federal agencies, foreign governments, and
international financial institutions to encourage global economic growth, raise standards of living,
and, to the extent possible, predict and prevent economic and financial crises. The Treasury
Department also performs a critical and far-reaching role in enhancing national security by
improving the safeguards of our financial systems, implementing economic sanctions against
foreign threats to the U.S., and identifying and targeting the financial support networks of
national security threats.

The Secretary of the Treasury oversees a budget of approximately $13 billion and a staff of more
than 100,000 employees.
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Department of Defense
The mission of the Department of Defense (DOD) is to provide the
military forces needed to deter war and to protect the security of
our country. The department's headquarters is at the Pentagon.
The DOD consists of the Departments of the Army, Navy, and Air
Force, as well as many agencies, offices, and commands, including
the Joint Chiefs of Staff, the Pentagon Force Protection Agency, the
National Security Agency, and the Defense Intelligence Agency. The DOD occupies the vast
majority of the Pentagon building in Arlington, VA.
The Department of Defense is the largest government agency, with more than 1.3 million men
and women on active duty, nearly 700,000 civilian personnel, and 1.1 million citizens who serve
in the National Guard and Reserve forces. Together, the military and civilian arms of DOD
protect national interests through war-fighting, providing humanitarian aid, and performing
peacekeeping and disaster relief services.
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Department of Justice

The mission of the Department of Justice (DOJ) is to enforce the
law and defend the interests of the United States according to the
law; to ensure public safety against threats foreign and domestic;
to provide federal leadership in preventing and controlling crime;
to seek just punishment for those guilty of unlawful behavior; and
to ensure fair and impartial administration of justice for all
Americans.
The DOJ is comprised of 40 component organizations, including the Drug Enforcement
Administration, the Federal Bureau of Investigation, the U.S. Marshals, and the Federal Bureau
of Prisons. The Attorney General is the head of the DOJ and chief law enforcement officer of the
federal government. The Attorney General represents the United States in legal matters, advises
the President and the heads of the executive departments of the government, and occasionally
appears in person before the Supreme Court.
With a budget of approximately $25 billion, the DOJ is the world's largest law office and the
central agency for the enforcement of federal laws.
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Department of the Interior
The Department of the Interior (DOI) is the nation's principal
conservation agency. Its mission is to protect America's natural
resources, offer recreation opportunities, conduct scientific
research, conserve and protect fish and wildlife, and honor our
trust responsibilities to American Indians, Alaskan Natives, and
our responsibilities to island communities.
DOI manages 500 million acres of surface land, or about one-fifth of the land in the United
States, and manages hundreds of dams and reservoirs. Agencies within the DOI include the
Bureau of Indian Affairs, the Minerals Management Service, and the U.S. Geological Survey. The
DOI manages the national parks and is tasked with protecting endangered species.
The Secretary of the Interior oversees about 70,000 employees and 200,000 volunteers on a
budget of approximately $16 billion. Every year it raises billions in revenue from energy,
mineral, grazing, and timber leases, as well as recreational permits and land sales.
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Department of Agriculture
The U.S. Department of Agriculture (USDA) develops and
executes policy on farming, agriculture, and food. Its aims include
meeting the needs of farmers and ranchers, promoting agricultural
trade and production, assuring food safety, protecting natural
resources, fostering rural communities, and ending hunger in
America and abroad.
The USDA employs more than 100,000 employees and has an annual budget of approximately
$95 billion. It consists of 17 agencies, including the Animal and Plant Health Inspection Service,
the Food and Nutrition Service, and the Forest Service. The bulk of the department's budget goes
towards mandatory programs that provide services required by law, such as programs designed to
provide nutrition assistance, promote agricultural exports, and conserve our environment. The
USDA also plays an important role in overseas aid programs by providing surplus foods to
developing countries.
The United States Secretary of Agriculture administers the USDA.
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Department of Commerce
The Department of Commerce is the government agency tasked
with improving living standards for all Americans by promoting
economic development and technological innovation.
The department supports U.S. business and industry through a
number of services, including gathering economic and
demographic data, issuing patents and trademarks, improving
understanding of the environment and oceanic life, and ensuring
the effective use of scientific and technical resources. The agency also formulates
telecommunications and technology policy, and promotes U.S. exports by assisting and enforcing
international trade agreements.
The Secretary of Commerce oversees a $6.5 billion budget and approximately 38,000 employees.
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Department of Labor
The Department of Labor oversees federal programs for ensuring
a strong American workforce. These programs address job
training, safe working conditions, minimum hourly wage and
overtime pay, employment discrimination, and unemployment
insurance.
The Department of Labor's mission is to foster and promote the
welfare of the job seekers, wage earners, and retirees of the United
States by improving their working conditions, advancing their opportunities for profitable
employment, protecting their retirement and health care benefits, helping employers find
workers, strengthening free collective bargaining, and tracking changes in employment, prices,
and other national economic measurements.
Offices within the Department of Labor include the Bureau of Labor Statistics, the federal
government's principal statistics agency for labor economics, and the Occupational Safety &
Health Administration, which promotes the safety and health of America's working men and
women.
The Secretary of Labor oversees 15,000 employees on a budget of approximately $50 billion.
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Department of Health and Human Services

The Department of Health and Human Services (HHS) is the
United States government's principal agency for protecting
the health of all Americans and providing essential human services,
especially for those who are least able to help themselves.
Agencies of HHS conduct health and social science research, work
to prevent disease outbreaks, assure food and drug safety, and
provide health insurance.
In addition to administering Medicare and Medicaid, which together provide health insurance to
one in four Americans, HHS also oversees the National Institutes of Health, the Food and Drug
Administration, and the Centers for Disease Control.
The Secretary of Health and Human Services oversees a budget of approximately $700 billion
and approximately 65,000 employees. The Department's programs are administered by 11
operating divisions, including 8 agencies in the U.S. Public Health Service and 3 human services
agencies.
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Department of Housing and Urban Development
The Department of Housing and Urban Development (HUD) is the
federal agency responsible for national policies and programs that
address America's housing needs, that improve and develop the
nation's communities, and that enforce fair housing laws. The
Department plays a major role in supporting homeownership for
lower- and moderate-income families through its mortgage
insurance and rent subsidy programs.
Offices within HUD include the Federal Housing Administration, which provides mortgage and
loan insurance; the Office of Fair Housing and Equal Opportunity, which ensures all Americans
equal access to the housing of their choice; and the Community Development Block Grant
Program, which helps communities with economic development, job opportunities, and housing
rehabilitation. HUD also administers public housing and homeless assistance.
The Secretary of Housing and Urban Development oversees approximately 9,000 employees on a
budget of approximately $40 billion
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Department of Transportation
The mission of the Department of Transportation (DOT) is to
ensure a fast, safe, efficient, accessible and convenient
transportation system that meets our vital national interests and
enhances the quality of life of the American people.
Organizations within the DOT include the Federal Highway
Administration, the Federal Aviation Administration, the National
Highway Traffic Safety Administration, the Federal Transit Administration, the Federal Railroad
Administration and the Maritime Administration.
The U.S. Secretary of Transportation oversees approximately 55,000 employees and a budget of
approximately $70 billion.
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Department of Energy
The mission of the Department of Energy (DOE) is to advance the
national, economic, and energy security of the United States.
The DOE promotes America's energy security by encouraging the
development of reliable, clean, and affordable energy. It
administers federal funding for scientific research to further the
goal of discovery and innovation — ensuring American economic
competitiveness and improving the quality of life for Americans.
The DOE is also tasked with ensuring America's nuclear security, and with protecting the
environment by providing a responsible resolution to the legacy of nuclear weapons production.
The United States Secretary of Energy oversees a budget of approximately $23 billion and more
than 100,000 federal and contract employees.
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Department of Education
The mission of the Department of Education is to promote student
achievement and preparation for competition in a global economy
by fostering educational excellence and ensuring equal access to
educational opportunity.
The Department administers federal financial aid for education,
collects data on America's schools to guide improvements in
education quality, and works to complement the efforts of state and
local governments, parents, and students.
The U.S. Secretary of Education oversees the Department's 4,200 employees and $68.6 billion
budget.
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Department of Veterans Affairs
The Department of Veterans Affairs is responsible for
administering benefit programs for veterans, their families, and
their survivors. These benefits include pension, education,
disability compensation, home loans, life insurance, vocational
rehabilitation, survivor support, medical care, and burial benefits.
Veterans Affairs became a cabinet-level department in 1989.
Of the 25 million veterans currently alive, nearly three of every four served during a war or an
official period of hostility. About a quarter of the nation's population — approximately 70 million
people — are potentially eligible for V.A. benefits and services because they are veterans, family
members, or survivors of veterans.
The Secretary of Veterans Affairs oversees a budget of approximately $90 billion and a staff of
approximately 235,000 employees.
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Department of Homeland Security
The missions of the Department of Homeland Security are to
prevent and disrupt terrorist attacks; protect the American people,
our critical infrastructure, and key resources; and respond to and
recover from incidents that do occur. The third largest Cabinet
department, DHS was established by the Homeland Security Act of
2002, largely in response to the terrorist attacks on September 11,
2001. The new department consolidated 22 executive branch
agencies, including the U.S. Customs Service, the U.S. Coast
Guard, the U.S. Secret Service, the Transportation Security Administration, and the Federal
Emergency Management Agency.
DHS employs 216,000 people in its mission to patrol borders, protect travelers and our
transportation infrastructure, enforce immigration laws, and respond to disasters and
emergencies. The agency also promotes preparedness and emergency prevention among citizens.
Policy is coordinated by the Homeland Security Council at the White House, in cooperation with
other defense and intelligence agencies, and led by the Assistant to the President for Homeland
Security.
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Unlike with Congress, the Constitution does not stipulate the size of the Executive branch. It
calls for a President and a Vice President. It does indirectly acknowledge that there will be heads
of executive departments and that the President has the power to create and appoint people to
executive offices but the size of the today’s executive department is staggering.
Today, the executive branch consist of a President, Vice President, Cabinet members,
Departments, Agencies under those departments, independent agencies, boards, commissions,
committees, federal law enforcement agencies, and of course the military. Once again there are
over 4 million members of the executive department and almost all of them are unelected and
unknown to the general public.
Click here to gain access to many of the executive offices.

Relate the structure of the executive branch to the main theme’s of Adam Smith’s,
Wealth of Nations.
Explain why Smith would approve of the structure of the Executive Branch.
Explain why Smith would disapprove of the structure of the Executive Branch.
What do you thing John Locke would say? Why?
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The Judicial Branch
Where the Executive and Legislative branches are elected by the people, members of the Judicial
Branch are appointed by the President and confirmed by the Senate.

Article III of the Constitution, which establishes the
Judicial Branch, leaves Congress significant discretion
to determine the shape and structure of the federal
judiciary. Even the number of Supreme Court Justices
is left to Congress — at times there have been as few as
six, while the current number (nine, with one Chief
Justice and eight Associate Justices) has only been in
place since 1869. The Constitution also grants Congress
the power to establish courts inferior to the Supreme
Court, and to that end Congress has established the United States district courts, which try most
federal cases, and 13 United States courts of appeals, which review appealed district court cases.
Federal judges can only be removed through impeachment by the House of Representatives and
conviction in the Senate. Judges and justices serve no fixed term — they serve until their death,
retirement, or conviction by the Senate. By design, this insulates them from the temporary
passions of the public, and allows them to apply the law with only justice in mind, and not
electoral or political concerns.
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Generally, Congress determines the jurisdiction of
the federal courts. In some cases, however — such
as in the example of a dispute between two or more
U.S. states — the Constitution grants the Supreme
Court original jurisdiction, an authority that cannot
be stripped by Congress.

Federal Courts have jurisdiction in cases involving. . .

The courts only try actual cases and controversies
— a party must show that it has been harmed in
order to bring suit in court. This means that the courts do not issue advisory opinions on the
constitutionality of laws or the legality of actions if the ruling would have no practical effect.
Cases brought before the judiciary typically proceed from district court to appellate court and
may even end at the Supreme Court, although the Supreme Court hears comparatively few cases
each year.
Federal courts enjoy the sole power to interpret the law, determine the constitutionality of the law,
and apply it to individual cases. The courts, like Congress, can compel the production of evidence
and testimony through the use of a subpoena. The inferior courts are constrained by the decisions
of the Supreme Court — once the Supreme Court interprets a law, inferior courts must apply the
Supreme Court's interpretation to the facts of a particular case.
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The Supreme Court of the United States
The Supreme Court of the United States is the highest court in the land and the only part of the
federal judiciary specifically required by the Constitution.
The Constitution does not stipulate the number of Supreme Court Justices; the number is set
instead by Congress. There have been as few as six, but since 1869 there have been nine Justices,
including one Chief Justice. All Justices are nominated by the President, confirmed by the Senate,
and hold their offices under life tenure. Since Justices do not have to run or campaign for reelection, they are thought to be insulated from political pressure when deciding cases. Justices
may remain in office until they resign, pass away, or are impeached and convicted by Congress.
The Court's caseload is almost entirely appellate in nature, and the Court's decisions cannot be
appealed to any authority, as it is the final judicial arbiter in the United States on matters of
federal law. However, the Court may consider appeals from the highest state courts or from
federal appellate courts. The Court also has original jurisdiction in cases involving ambassadors
and other diplomats, and in cases between states.
Although the Supreme Court may hear an appeal on any question of law provided it has
jurisdiction, it usually does not hold trials. Instead, the Court's task is to interpret the meaning of
a law, to decide whether a law is relevant to a particular set of facts, or to rule on how a law
should be applied. Lower courts are obligated to follow the precedent set by the Supreme Court
when rendering decisions.
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In almost all instances, the Supreme Court does not hear appeals as a matter of right; instead,
parties must petition the Court for a writ of certiorari. It is the Court's custom and practice to
"grant cert" if four of the nine Justices decide
that they should hear the case. Of the
approximately 7,500 requests for certiorari filed
each year, the Court usually grants cert to fewer
than 150. These are typically cases that the Court
considers sufficiently important to require their
review; a common example is the occasion when
two or more of the federal courts of appeals have
ruled differently on the same question of federal
law.
If the Court grants certiorari, Justices accept legal briefs from the parties to the case, as well as
from amicus curiae, or "friends of the court." These can include industry trade groups, academics,
or even the U.S. government itself. Before issuing a ruling, the Supreme Court usually hears oral
arguments, where the various parties to the suit present their arguments and the Justices ask them
questions. If the case involves the federal government, the Solicitor General of the United States
presents arguments on behalf of the United States. The Justices then hold private conferences,
make their decision, and (often after a period of several months) issue the Court's opinion, along
with any dissenting arguments that may have been written.
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The Judicial Process
Article III of the Constitution of the United States guarantees that every person accused of
wrongdoing has the right to a fair trial before a competent judge and a jury of one's peers.
The Fourth, Fifth, and Sixth Amendments to the Constitution provide additional protections for
those accused of a crime.
These include:
A guarantee that no person shall be deprived of life, liberty, or property without the due process
of law
Protection against being tried for the same crime twice ("double jeopardy")
The right to a speedy trial by an impartial jury
The right to cross-examine witnesses, and to call witnesses to support their case
The right to legal representation

The right to avoid self-incrimination
Protection from excessive bail, excessive fines, and cruel and unusual punishments
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Criminal proceedings can be conducted under either state or federal law, depending on the nature
and extent of the crime. A criminal legal procedure typically begins with an arrest by a law
enforcement officer. If a grand jury chooses to deliver an indictment, the accused will appear
before a judge and be formally charged with a crime, at which time he or she may enter a plea.
The defendant is given time to review all the
evidence in the case and to build a legal
argument. Then, the case is brought to trial
and decided by a jury. If the defendant is
determined to be not guilty of the crime, the
charges are dismissed. Otherwise, the judge
determines the sentence, which can include
prison time, a fine, or even execution.
Civil cases are similar to criminal ones, but instead of arbitrating between the state and a person
or organization, they deal with disputes between individuals or organizations. If a party believes
that it has been wronged, it can file suit in civil court to attempt to have that wrong remedied
through an order to cease and desist, alter behavior, or award monetary damages. After the suit is
filed and evidence is gathered and presented by both sides, a trial proceeds as in a criminal case.
If the parties involved waive their right to a jury trial, the case can be decided by a judge;
otherwise, the case is decided and damages awarded by a jury.
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After a criminal or civil case is tried, it may be appealed to a higher court — a federal court of
appeals or state appellate court. A litigant who files an appeal, known as an "appellant," must
show that the trial court or administrative agency made a legal error that affected the outcome of
the case. An appellate court makes its decision based on the record of the case established by the
trial court or agency — it does not receive additional evidence or hear witnesses. It may also
review the factual findings of the trial court or agency, but typically may only overturn a trial
outcome on factual grounds if the findings were "clearly erroneous." If a defendant is found not
guilty in a criminal proceeding, he or she cannot be retried on the same set of facts.
Federal appeals are decided by panels of
three judges. The appellant presents legal
arguments to the panel, in a written document
called a "brief." In the brief, the appellant tries
to persuade the judges that the trial court made
an error, and that the lower decision should be
reversed. On the other hand, the party defending
against the appeal, known as the "appellee" or
"respondent," tries in its brief to show why the trial
court decision was correct, or why any errors made
by the trial court are not significant enough to affect
the outcome of the case.
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The court of appeals usually has the final word in the case, unless it sends the case back to the
trial court for additional proceedings. In some cases the decision may be reviewed en banc — that
is, by a larger group of judges of the court of appeals for the circuit.
A litigant who loses in a federal court of appeals, or in the highest court of a state, may file a
petition for a "writ of certiorari," which is a document asking the Supreme Court to review the
case. The Supreme Court, however, is not obligated to grant review. The Court typically will
agree to hear a case only when it involves a new and important legal principle, or when two or
more federal appellate courts have interpreted a law differently. (There are also special
circumstances in which the Supreme Court is required by law to hear an appeal.) When the
Supreme Court hears a case, the parties are required to file written briefs and the Court may hear
oral argument.

The Dual Court System
The United States has a dual court system
meaning that it simultaneously has a national
and a state court system. When the
Constitution was written the states already
had their own court systems and most refused
to relinquish their state laws and systems. As
a result the two systems developed together
and exercise exclusive jurisdiction in some
areas and shared, or concurrent, jurisdiction
in others.
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How do Adam Smith’s views on Division of Labor and specialization and the principle of
Federalism relate to the Dual Court system?
Judicial Review
Judicial review is the idea, fundamental to the US system of government, that the actions of the
executive and legislative branches of government are subject to review and possible invalidation
by the judicial branch. Judicial review allows the Supreme Court to take an active role in
ensuring that the other branches of government abide by the constitution. Judicial review was
established in the classic case of Marbury v. Madison, (1803).

The Supremacy Clause gives Federal Courts the ability to invalidate state law if it the law
violates the Constitution of the United States. Marbury v. Madison in 1803 established Supreme
Court’s ability to invalidate acts of Congress and the Executive branch. Although Judicial
Review has been part of our government for over 200 years and has its roots in the system of
checks and balances, it remains a source of controversy.
According to Thomas Jefferson . . .
"The Constitution... meant that its coordinate branches should be checks on each other. But the
opinion which gives to the judges the right to decide what laws are constitutional and what not,
not only for themselves in their own sphere of action but for the Legislature and Executive also in
their spheres, would make the Judiciary a despotic branch." --Thomas Jefferson to Abigail
Adams, 1804
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Also according to Jefferson. . .
The Constitution on this hypothesis is a mere thing of wax in the hands of the judiciary, which
they may twist and shape into any form they please." --Thomas Jefferson to Spencer Roane, 1819.

Who should make the final decision on interpreting the Constitution?
The Supreme Court in the case of Marbury v. Madison, which was decided during the first
term of President Thomas Jefferson, determined that IT should make the final decision for
all branches of government, and that opinion has remained in force ever since.
Jefferson, however, strongly opposed Judicial Review because he thought it violated the
principle of separation of powers.
He proposed that each branch of government decide constitutional questions for itself, only
being responsible for their decisions to the voters.
What do you think? Why?
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Judicial Activism vs. Judicial Restraint
Judicial Activism
Judicial Activism is a term used to describe a justice that believes that the interpretation of the
Constitution can be adapted to the current day and the needs of the nation. Judicially Active
justices believe that the framers wrote an intentionally vague document to allow for open
interpretation over time. To these justices, the Constitution is a “living document.” This
approach often leads to a broad interpretation and the justice’s consideration of his or her own
beliefs.

Opponents against judicial activism claim that justices may render the Constitution irrelevant by
going beyond their traditional role as only interpreters of the Constitution. They fear that justices
now view themselves as independent policy-makers, often writing subjective policy preferences
into the law as opposed to applying the law impartially according to its original meaning.
Finally, judicially active justices are generally more in favor of judicial review.
Judicial Restraint and Originalism
Judicial Restraint is the opposite of Judicial Activism in the sense that justices who practice
judicial restraint will generally not change or strike down law unless the law is clearly
unconstitutional. Justices that adhere to judicial restraint have a stricter interpretation of the
constitution and generally uphold past precedents (previous court decisions).
Those against Judicial Restraint claim that too narrow of an interpretation prevents necessary
social change from occurring.
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The diagram below illustrates the system of checks and balances within our Government.

Do you think that if the executive does not agree with a law, that they should have the ability
not to enforce that law?
Do you feel that if the Congress is unhappy with an executive or a state that they should have
the power to decide to cut funding?
In your opinion does any branch have more power than the others? If yes, explain which
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branch and provide support. If not, explain which check for each branch is the most powerful.

The Formal Amendment Process
The framers created a system of amending the Constitution when it was deemed necessary.
Below is a diagram of the formal amendment process.

Under this format no changes can be made to the Constitution unless they are agreed upon at both
the national and state levels. Additionally, no changes can be made unless a 2/3rd super majority
of both houses of Congress and a 3/4th super majority of states agree upon the changes. As a
result there have only been 27 formal changes to the Constitution and only 17 since 1789.

Why do you think the founders included both the national government and states governments
in the amendment process?
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Majorities
There are different types of majorities and each type of majority has costs and benefits.
The framers created a system of government where majorities rule. As Thomas Jefferson writes,
"And where else will [we]... find the origin of just powers, if not in the majority of the society?
Will it be in the minority? Or in an individual of that minority?" --Thomas Jefferson
If government decisions always needed a supermajority or every numeric minority received its
way, nothing would get accomplished. This is why the framers were in favor of simple majorities
in the legislative process. In terms of simple majorities, for quick decisions they work well but
they do come with external cost to those who do not agree.

Like private decisions, every governmental decision is a trade-off. Both costs and benefits have
to be taken into account. But unlike private decisions, all federal government decisions impact
everybody in the nation. An individual making a private decision will receive all of the private
benefits and absorb all of the private costs but in terms of federal laws we are all impacted with
social costs.
For smaller issues this may not be a big deal, but for larger matters such as amending the
Constitution, foreign policy, approving appointments, and decisions involving individual rights,
the framers wanted more than just simple majorities.
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Many of the framers feared that majorities could be just as dangerous to individual rights as a
dictator. According John Adams,
If a majority are capable of preferring their own private interest, or that of their families,
counties, and party, to that of the nation collectively, some provision must be made in the
constitution, in favor of justice, to compel all to respect the common right, the public good, the
universal law, in preference to all private and partial considerations... And that the desires of the
majority of the people are often for injustice and inhumanity against the minority, is
demonstrated by every page of history... To remedy the dangers attendant upon the arbitrary use
of power, checks, however multiplied, will scarcely avail without an explicit admission some
limitation of the right of the majority to exercise sovereign authority over the individual citizen...
In popular governments [democracies], minorities [individuals] constantly run much greater risk
of suffering from arbitrary power than in absolute monarchies...
So what does this mean? Should all government decisions necessitate an unanimous (100%
agreement) vote? It was attempted under the Articles of Confederation and it didn’t work. It is
unrealistic to believe that everyone is going to agree on a decision.
The framers embedded some checks on simple majorities such as a separation of powers, a Bill of
Rights, limited government, and the use of supermajorities.
On the next page you will find a list of topics that the American government utilizes the different
types of majorities.
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Simple Majorities
Creating a law in Congress
Approving Appointments
Supreme Court Decisions
Voting for officials
Electoral Votes
Super majorities in Government
Impeachment
Approving treaties
Cloture (ending a filibuster)
Expelling a member of Congress
Overriding a veto
2/3 to suspend rules of either house
Proposing an Amendment
Calling a National Convention
Ratifying an Amendment

Unanimity in Government
In a criminal case

51% in both houses, unless the there is a
*filibuster in the Senate and the 60/100 votes
50 senators, but 60 to avoid a filibuster

270/538

2/3 of the Senate
2/3 of the Senate
3/5 of the Senate
2/3 in either house
2/3 of both houses
2/3 in either house
2/3 of both houses
2/3 of the states
3 /4 of the states

a unanimous vote is require for both a
conviction and an acquittal.

Filibuster- one or more senators can speak for as long as they choose and delay the vote
indefinitely.
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Finally, below are the thoughts of Economist Milton in his book Freedom and Capitalism,

Unanimity is, of course, an ideal. In practice, we can afford neither the time nor the effort that
would be required to achieve complete unanimity on every issue. We must perforce accept
something less. We are thus led to accept majority rule in one form or another as an expedient.
That majority rule is an expedient rather than itself a basic principal is clearly shown by the
fact that our willingness to resort to majority rule, and the size of the majority we require,
themselves depend on the seriousness of the issue involved. If the matter is of little moment and
the minority has no strong feelings about being overruled a bare plurality will suffice. On the
other hand, if the minority feels strongly about the issue involved, even a bare majority will not
do. Few of us would be willing to have issues of free speech, for example, decided by a bare
majority. Our legal structure is full of such distinctions among kinds of issues that require
different kinds of majorities. At the extreme are those issues embodied in the Constitution.
These are the principals that are so important that we are willing to make minimal concessions
to expediency. Something like essential consensus was achieved initially in accepting them,
and we require something like essential consensus for a change in them.
The self-denying ordinance to refrain from majority rule on certain kinds of issues that is
embodied in our Constitution and in similar written or unwritten constitutions elsewhere, and
the specific provisions in these constitutions or their equivalents prohibiting coercion of
individuals, are themselves to be regarded as reached by free discussion and as reflecting
essential unanimity about means.
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Do you feel that bills to increase taxes should necessitate a super-majority vote? Explain Why

In theory, free market exchanges assume that each exchange is a mutual and voluntarily exchange
in which both parties benefit. Can and should the same theory apply to laws? Should each
citizen assume that by exchanging some of their individual liberties they will all receive a benefit
in return?
It is probably unrealistic to make that assumption and even less realistic to believe that everybody
would agree on the proper nature of the “exchange.” But some have made the argument that
when a government decision involves individual rights the closer we get to mutual and
voluntarily exchanges, the better.

Should criminal cases necessitate an unanimous vote to convict or acquit ? Explain your
logic.
Do you feel that bills to increase taxes should necessitate a super-majority vote? Explain your
logic?
Do you feel that if 59 out of 100 senators vote in favor of legislation that the other 41 should
be able to delay the vote indefinitely by using the filibuster.
In 2013, Senator Rand Paul filibustered for 13 hours
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The creation of the Constitution represented another shift in power in America.
For the most part the colonies prior to the French and Indian war enjoyed an acceptable level of
freedom and harmony. Following the French and Indian War the Colonist felt that the British
were increasingly violating their freedoms (step 1). This culminated with revolt and war. After
the revolution the states adopted the Articles of Confederation which result in a weak and
inefficient government (step 2). Shays Rebellion and other official actions by individuals and
states made it clear that a change was needed.
The Constitution that was written in 1787 increased the power of the central government and took
it from the states and individuals (step 3) but was it too much? Starting in September of 1787 the
states and the people would have an opportunity to decide.

1

2

3

Equilibrium
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Although Thomas Jefferson was in France during his convention, he maintained close contact
with his close friend James Madison. In addition to the frequent updates, Madison mailed a
copy of the Constitution as soon as it was printed. Jefferson wasted no time in reviewing the
document and mailing his comments back to Madison.
On the following pages you will find a condensed version of the letter. Portions of the letter
that did not refer to the Constitution have been removed.
Thomas Jefferson to James Madison
December 20th, 1787
A Few Comments on the Constitution

I would like to add a few words on the Constitution proposed by our Convention. I like much the general idea of
framing a government which should go on of itself peaceably, without needing continual recurrence to the state
legislatures. I like the organization of the government into Legislative, Judiciary & Executive. I like the power given
the Legislature to levy taxes, and for that reason solely approve of the greater house being chosen by the people
directly. For tho' I think a house chosen by them will be very illy qualified to legislate for the Union, for foreign
nations &c. yet this evil does not weigh against the good of preserving inviolate the fundamental principle that
the people are not to be taxed but by representatives chosen immediately by themselves.
I am captivated by the compromise of the opposite claims of the great & little states, of the latter to
equal, and the former to proportional influence. I am much pleased too with the substitution of the
method of voting by persons, instead of that of voting by states: and I like the negative given to the
Executive with a third of either house, though I should have liked it better had the Judiciary been
associated for that purpose, or invested with a similar and separate power. There are other good things
of less moment.
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I will now add what I do not like. First the omission of a bill of rights providing clearly & without the aid of
sophisms for freedom of religion, freedom of the press, protection against standing armies, restriction
against monopolies, the eternal & unremitting force of the habeas corpus laws, and trials by jury in all
matters of fact triable by the laws of the land & not by the law of nations. . . Let me add that a bill of
rights is what the people are entitled to against every government on earth, general or particular, & what
no just government should refuse, or rest on inferences.
The second feature I dislike, and greatly dislike, is the abandonment in every instance of the necessity of
rotation in office, and most particularly in the case of the President. Experience concurs with reason in
concluding that the first magistrate will always be re-elected if the Constitution permits it. He is then an
officer for life. This once observed, it becomes of so much consequence to certain nations to have a
friend or a foe at the head of our affairs that they will interfere with money & with arms. A Frenchman or
an Englishman will be supported by the nation he befriends. If once elected, and at a second or third
election out voted by one or two votes, he will pretend false votes, foul play, hold possession of the reins
of government, be supported by the States voting for him, especially if they are the central ones lying in
a compact body themselves & separating their opponents: and they will be aided by one nation of
Europe, while the majority are aided by another. The election of a President of America some years
hence will be much more interesting to certain nations of Europe than ever the election of a king of
Poland…

. . . Legislative Executive & Judiciary by oath to maintain that constitution. I do not pretend to decide
what would be the best method of procuring the establishment of the manifold good things in this
constitution, and of getting rid of the bad. . . constitution for you omitting what you have condemned, &
establishing the powers you approve. Even these will be a great addition to the energy of your
government.'
At all events I hope you will not be discouraged from other trials, if the present one should fail of its full
effect. I have thus told you freely what I like & dislike: merely as a matter of curiosity, for I know your own
judgment has been formed on all these points after having heard everything which could be urged on
them.
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I own (admit that) I am not a friend to a very energetic government. It is always oppressive. The late rebellion in
Massachusetts has given more alarm than I think it should have done. Calculate that one rebellion in 13 states in
the course of 11 years, is but one for each state in a century & a half. No country should be so long without one.
Nor will any degree of power in the hands of government prevent insurrections. France, with all it's despotism,
and two or three hundred thousand men always in arms has had three insurrections in the three years I have
been here in every one of which greater numbers were engaged than in Massachusetts & a great deal more
blood was spilt. . .
[In regards to ratifying the Constitution] it is my principle that the will of the majority should always prevail. If
they approve the proposed Convention in all it's parts, I shall concur in it cheerfully, in hopes that they will
amend it whenever they shall find it work wrong. I think our governments will remain virtuous for many
centuries; as long as they are chiefly agricultural; and this will be as long as there shall be vacant lands in any part
of America. When they get piled upon one another in large cities, as in Europe, they will become corrupt as in
Europe.
Above all things I hope the education of the common people will be attended to; convinced that on their good
sense we may rely with the most security for the preservation of a due degree of liberty. I have tired you by this
time with my disquisitions & will therefore only add assurances of the sincerity of those sentiments of esteem &
attachment with which I am Dear Sir your affectionate friend & servant .
P. S. The instability of our laws is really an immense evil. I think it would be well to provide in our constitutions
that there shall always be a twelve-month between the engrossing a bill & passing it: that it should then be
offered to it's passage without changing a word: and that if circumstances should be thought to require a
speedier passage, it should take two thirds of both houses instead of a bare majority.
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1. What were Thomas Jefferson’s views on . . .
a. How the Convention separated the powers of the Federal Government?
b. Congress’s ability to tax and how it is linked to the people directly voting for their
representatives?
c. The Connecticut Compromise?
2. Make a list of items that Jefferson found concerning.
3. What were Thomas Jefferson’s views on an energetic government?
4. What were his views on the importance of an educated electorate?
5. What were his views on stability of our laws and mutual volunteerism?
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The previous pages outlined some of the major debates and compromises of the convention.
There were countless other negotiations during the convention that resulted in compromises. It is
not far fetched to say that almost every term length, appointment or voting method, powers
provided, and checks and balances were the result of a series of lengthy debates and compromises
throughout the summer of 1787.

Finally, on September 17th 39 of the 55 delegates signed the finished the Constitution. Next they
needed it approved by the Congress and then a supermajority of 9 out of 13 states.

Now we will look at the struggle to ratify the Constitution, the development of our first political
parties, the creation of the bill of rights, and the ongoing debate over unwritten powers.
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Ratification of the Constitution
Before the Constitution could become the law of the land, it would have to withstand public
scrutiny and debate. The document was "laid before the United States in Congress assembled" on
September 20. For 2 days, September 26 and 27, Congress debated whether to censure the
delegates to the Constitutional Convention for exceeding their authority by creating a new form
of government instead of simply revising the Articles of Confederation. They decided to drop the
matter. Instead, on September 28, Congress directed the state legislatures to call ratification
conventions in each state. Article VII stipulated that nine states had to ratify the Constitution for
it to go into effect.
Beyond the legal requirements for ratification, the state conventions fulfilled other purposes. The
Constitution had been produced in strictest secrecy during the Philadelphia convention. The
ratifying conventions served the necessary function of informing the public of the provisions of
the proposed new government. They also served as forums for proponents and opponents to
articulate their ideas before the citizenry. Significantly, state conventions, not Congress, were the
agents of ratification. This approach insured that the Constitution's authority came from
representatives of the people specifically elected for the purpose of approving or disapproving the
charter, resulting in a more accurate reflection of the will of the electorate. Also, by bypassing
debate in the state legislatures, the Constitution avoided disabling amendments that states, jealous
of yielding authority to a national government, would likely have attached.
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Ratification was not a foregone conclusion. Able, articulate men used newspapers, pamphlets,
and public meetings to debate ratification of the Constitution. Those known as Antifederalists
opposed the Constitution for a variety of reasons. Some continued to argue that the delegates in
Philadelphia had exceeded their congressional authority by replacing the Articles of
Confederation with an illegal new document. Others complained that the delegates in
Philadelphia represented only the well-born few and consequently had crafted a document that
served their special interests and reserved the franchise for the propertied classes. Another
frequent objection was that the Constitution gave too much power to the central government at
the expense of the states and that a representative government could not manage a republic this
large. The most serious criticism was that the Constitutional Convention had failed to adopt a bill
of rights proposed by George Mason. In New York, Governor George Clinton expressed these
Antifederalist concerns in several published newspaper essays under the pen name Cato, while
Patrick Henry and James Monroe led the opposition in Virginia.
Those who favored ratification, the Federalists, fought back, convinced that rejection of the
Constitution would result in anarchy and civil strife. Alexander Hamilton, James Madison, and
John Jay responded to Clinton under the pen name Publius. Beginning in October 1787, these
three penned 85 essays for New York newspapers and later collected them into 2 volumes entitled
The Federalist, which analyzed the Constitution, detailed the thinking of the framers, and
responded to the Antifederalist critics.
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They successfully countered most criticism. As for the lack of a bill of rights, Federalists argued
that a catalogued list might be incomplete and that the national government was so constrained by
the Constitution that it posed no threat to the rights of citizens. Ultimately, during the ratification
debate in Virginia, Madison conceded that a bill of rights was needed, and the Federalists assured
the public that the first step of the new government would be to adopt a bill of rights.

P. Henry

G. Clinton

R. Yates

A. Hamilton

J. Madison

J. Jay
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Using the map, answer the questions below.

1. Between rural and urban, what type of area seemed to be more Federalist? Provide a
logical explanation.

2. Determine what you would classify each state from the list below- Federalist or an AntiFederalist. Next, provide a logical explanation as to why each would favor either the
Federalist or Anti-Federalist.
Rhode Island, Georgia, New York, Delaware, New Jersey, and Virginia.
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It took 10 months for the first nine states to approve the Constitution. The first state to ratify was
Delaware, on December 7, 1787, by a unanimous vote, 30 - 0. Delaware's speediness thwarted
Pennsylvania's attempt to be first to ratify in the hope of securing the seat of the National
Government in Pennsylvania.
The first real test for ratification occurred in
Massachusetts, where the fully recorded
debates reveal that the recommendation for a
bill of rights proved to be a remedy for the
logjam in the ratifying convention. New
Hampshire became the ninth state to approve
the Constitution in June, but the key States of
Virginia and New York were locked in bitter
debates. Their failure to ratify would reduce the
new union by two large, populated, wealthy
states, and would geographically splinter it. The
Federalists prevailed, however, and Virginia
and New York narrowly approved the
Constitution. When a bill of rights was proposed
in Congress in 1789, North Carolina ratified the Constitution. Finally, Rhode Island, which had
rejected the Constitution in March 1788 by popular referendum, called a ratifying convention in
1790 as specified by the Constitutional Convention. Faced with threatened treatment as a foreign
government, it ratified the Constitution by the narrowest margin (two votes) on May 29, 1790.
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The Bill of Rights
The Bill of Rights is such an important topic that the majority of unit 6 will be dedicated to the
topic. However, below is a list of the 1st 10 Amendments, also know as the Bill of Rights.

As mentioned, later in unit 6 we will take a closer look at our individual rights, but throughout
the course these rights will be referenced and explained.
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Here are a couple of overall questions to consider for the rest of the course. These questions and
other similar questions will frequently arise when we study political, social, and economic issues
in our society.
1. When if ever should individual rights be limited?
2. If by exercising their private rights an individual is imposing an external cost on a 3rd party
should the government be able to restrict the individual?
3. When the rights of the Individual come in conflict social benefit of the group, who should
yield?
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The debate between the Federalist and the Anti-Federalist resulted in a Bill of Rights, better
clarification on the Constitution, and a recognition of the rights of both the individual and states.
The debate between the need for a stronger national government and the rights of individuals
continues to this day. Like the pendulum the debate is in a perpetual state of motion going back
and forth as the times change.

1

2

3
4

Equilibrium
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The debate over Unwritten Powers
The framers carefully expressed what powers would and would not go to the national
government. But how did they address unwritten powers that may need to go to the national
government in the future?
The framers believed that it would be consistent with human nature for governments to try to
obtain as much power as possible. Using the Constitution and the Bill of Rights the framers
created a system of competition and conflict to create a balanced system between the national
government, states, and the people. The intention was to provide an opportunity for increases in
power while at the same time using the principles and individual freedom to slow down or limit
those opportunities.
As mentioned earlier, in theory by separating the powers in the national government it would be
in the collective self-interest of the Congress to limit the President. The Bill of Rights safe
guards individuals from abuses of the government and the use of supermajorities protects the
numeric minority from the possible tyranny of the majority.
But the founders knew that another effective safe guard against tyranny would be to establish a
system where the national government, state governments, and the people would compete for the
unwritten powers.
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In article section 8 of the Constitution the framers provided an enumerated list of powers to the
National Legislature. The Anti-Federalist and other advocates for a smaller central government
were particularly concerned over a couple of general phrases which they felt could be abused.
For example,
The Congress shall have Power To lay and collect Taxes, Duties, Imposts and Excises, to pay
the Debts and provide for the common Defense and general Welfare of the United States;
but all Duties, Imposts and Excises shall be uniform throughout the United States;
Although some were unhappy with the power for the national government to tax, what was more
concerning was the vague terms “general welfare.”
According to Thomas Jefferson,
"They are not to do anything they please to provide for the general welfare.... giving a distinct
and independent power to do any act they please which may be good for the Union, would
render all the preceding and subsequent enumerations of power completely useless. It would
reduce the whole instrument to a single phrase, that of instituting a Congress with power to do
whatever would be for the good of the United States; and as they sole judges of the good or evil,
it would be also a power to do whatever evil they please.”
Jefferson also added,
"Congress has not unlimited powers to provide for the general welfare, but only those
specifically enumerated."
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But supporters for a stronger nation government saw it differently. For example, Alexander
Hamilton suggested the following,
“The terms “General Welfare" were doubtless intended to signify more than was expressed or
imported in those (words) which Preceded.”
Another contested clause in the Constitution was the “Necessary and Proper” clause. It is also
known as the “Elastic” clause because like elastic it stretches the power of the national
government by providing it with not only expressed powers but also implied powers. This has
led to a loose interpretation of the Constitution.
To make all Laws which shall be necessary and proper for carrying into Execution the
foregoing Powers, and all other Powers vested by this Constitution in the Government of
the United States, or in any Department or Officer thereof.
The fear by those wishing to limit the power of the national government was if Congress adopted
new powers that are “necessary and proper” to promote the “General Welfare” then increases in
Congressional power may be endless. These implied powers would most likely take the form of
a larger government, new programs and taxes, increased borrowing, and restrictions on
commerce. To the framers, the potential abuses of the vocal majority who wanted the
government to “do something” could be over-whelming.
The Federalist countered by arguing that Congress wouldn’t abuse these powers because all
legislation must pass through the Senate and that the Senate represented the interest of the 180
States.
Additionally and more importantly was the 10th amendment in the Bill of Rights.

The 10th Amendment of the Constitution may be the strongest example of federalism in
the entire document.
The powers not delegated to the United States by the Constitution, nor prohibited
by it to the States, are reserved to the States respectively, or to the people.
The following is James Madison’s explanation of the 10th Amendment,
“The powers delegated by the proposed Constitution to the federal government are few
and defined. Those which are to remain in the State governments are numerous and
indefinite. The former will be exercised principally on external objects, as war, peace,
negotiation and foreign commerce. ... The powers reserved to the several States will
extend to all the objects which in the ordinary course of affairs, concern the lives and
liberties, and properties of the people, and the internal order, improvement and
prosperity of the State.”
Those who adhere to the ideas of the 10th Amendment are said to be following a strict
interpretation of the Constitution. The founders anticipated that state legislatures
would fight hard for any unwritten powers and since they elected their Senators, any
Senator who wished to keep their jobs would also follow a strict interpretation.
Explained a different way, the framers put Senators and State Legislatures in a Nash
equilibrium. The Senators would be elected with the understanding that they were there
to represent the state, it would be in their self-interest not to defect since it would cost
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them their jobs.

The diagram below shows the division of power between the national government and the states.

However, in 1913 Congress passed the 17th Amendment which changed the way that Senators are
elected. No longer are Senators elected by the state legislatures, now they are elected directly by
the people.
How might have the 17th Amendment increased the power of the National Government?
Would the Anti-Federalist approve or disapprove the 17th Amendment? Explain your logic.
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Another significant event occurred in 1913 that continues to have a significant impact on our
nation today. In 1913, the Federal Reserve of the United States was established and began
operating. The Federal Reserve has become our central banking agency.
The Federal Reserve is independent from our government but it plays an extremely important
role in our economy. It is important to remember that the Federal Reserve was not created by our
Constitution and no member on the board is elected by the people
What does it do? In short the Federal Reserve is in charge of monetary policy. They determine
the supply of money in circulation by they increasing or decreasing interests rates on federal
loans. It also regulates banks, provides financial services, and stabilizes our banking system.
As stipulated by the Banking Act of 1935, the President appoints the seven members of the Board
of Governors of the Federal Reserve System They must then be confirmed by the Senate and
serve for 14 years. Once appointed, Governors may not be removed from office for their policy
views.
The chairman and vice-chairman are chosen by the President from among the sitting Governors
for four-year terms; these appointments are also subject to Senate confirmation.
In practice the chairman is often re-appointed, but cannot serve longer than one 14-year term as
governor (or, if appointed to fill a position whose previous occupant had not served out their
term, then 14 years plus the time remaining in the previous unexpired term).
.
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By law, the chairman reports twice a year to Congress on the Federal Reserve's monetary
objectives. He or she also testifies before Congress on numerous other issues and meets
periodically with the Secretary of the Treasury.
The following is the structure of the Federal Reserve:
Fed Chairman
Federal Reserve Board (7 members)
Federal open market committee (FOMC)
12 Regional Federal Banks
Privately owned U.S. banks and advisory councils
The FOMC is the committee responsible for setting
monetary policy and consists of all seven members
of the Board of Governors and the twelve regional
bank presidents, though only five bank presidents
vote at any given time.

Ben Bernanke Fed Chairman

The Federal Reserve System has both private and public components, and was designed to serve
the interests of both the general public and private bankers. The result is a structure that is
considered unique among central banks. It is also unusual in that an entity outside of the central
bank, namely the United States Department of the Treasury, creates the currency used.
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According to the Board of Governors, the Federal Reserve is independent from the government in
that "its decisions do not have to be ratified by the President or anyone else in the executive or
legislative branch of government."
However, its authority is derived from the U.S. Congress and is subject to congressional
oversight. Additionally, the members of the Board of Governors, including its chairman and
vice-chairman, are chosen by the President and confirmed by Congress.
The government also exercises some control over the Federal Reserve by appointing and setting
the salaries of the system's highest-level employees.

Thus the Federal Reserve has both private and public aspects. The U.S. Government receives all
of the system's annual profits, after a statutory dividend of 6% on member banks' capital
investment is paid, and an account surplus is maintained. In 2010, the Federal Reserve made a
profit of $82 billion and transferred $79 billion to the U.S. Treasury.
Although the Federal Reserve was not created by the Constitution and nobody in the “Fed” is
elected by the people, it can be argued that they exert as much influence on our lives as does any
elected official.
The ”Fed” controls the supply of money and later in unit 4 we will see the powerful implications
that changes in the money supply mean for a nation. Think about how important the money
supply is and now consider that only a select group of unelected officials are making decisions
that literally change people’s lives.
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To date, the United States has the longest lasting Constitution. The Constitution has endured
war, expansion, and economics crisis. Many attribute its balance of power and the ingenious
manner that it provides and yet limits power. Yet it is up to the people to vigilantly preserve the
underlying principles of the Constitution.
There is an old story claiming that when convention concluded an old woman approach Ben
Franklin and asked, “Do we have a King or the Articles?” He responded with, “A republic” and
then added, “if you can keep it.”
What does this mean?
According to Dr. Richard Beeman, a professor of history at the University of Pennsylvania.
“If there is a lesson in all of this it is that our
Constitution is neither a self-actuating nor a
self-correcting document. It requires the constant
attention and devotion of all citizens. The brevity
of Franklin’s response should not cause us to
under-value its essential meaning: democratic
republics are not merely founded upon the consent
of the people, they are also absolutely dependent
upon the active and informed involvement of the
people for their continued good health.”
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Essential Questions/Tasks
Unit 3
1. Between governments and markets who does a better job of allocating scarce resources to their most
valued purposes? Recognize the trade-offs between free and command economies.

2. To what extent does the free market promote the preferences and interest of all people. Can the
government do better? Should the government create laws that change incentive and influence
actions?

3. How effectively does the free market create a system that incentivizes individuals to consider both
their own preferences and the preferences of other people?

4. What is the best method of coordinating the economic interest of individuals to promote the
following:
•
•
•
•
•

Harmony and balance
economic freedom
dispersed power
growth
improve the standards of living for all?

Unit III: The Individual, The Government, and Mix Markets
Key Understandings:

1. Both economic relations and political relations represent cooperation on the part of two or
more individuals.
2. Voluntarily exchanges have mutual benefits to both parties.

3. All exchanges involve private and social costs and benefits.
4. Collective actions to promote the common good do not benefit all individuals equally nor do
they exert the same private cost on each individual.
5. There are no right or wrong solutions to problems, there are only trade-offs. As long as
resources are scarce there will have to be trade-offs.
6. The concept of scarcity applies to both the private individual and the government.
7. Collective action through government decisions will have an impact on the market.
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Key Terms:
Mix market economy- an economy that is directed by both private individuals and the
government.
Cost- the expenditure of a resource to obtain a goal, cost can be measured in the value of a
resource’s alternative uses.
Opportunity Cost- highest value of the alternative given up.

Marginal cost - is the change in the total cost that arises when the quantity produced changes by
one unit.
Private Cost- Are costs paid only by the private firm or consumer and must be included in
production and consumption decisions.
External Cost- An external cost is a cost that a producer or a consumer imposes on another
producer or consumer, outside of any market transaction between them. "External" means
"outside." Here, "outside" means outside of any buying and selling among people or firms. If
there is an external cost on you, you are giving something up without receiving any agreed-upon
payment. For example if a company pollutes the air.
Social Cost- Social costs include both the private costs and any other external costs to society
arising from the production or consumption of a good or service.
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Key Terms:
Benefits- increasing utility (improving one’s standard of living) or ability to satisfy one’s needs
and wants. In other words the favorable result from the allocation of limited resources for an
economic activity or project.
Marginal Benefits- The additional satisfaction or utility that a person receives from consuming
an additional unit of a good or service. A person's marginal benefit is the maximum amount they
are willing to pay to consume that additional unit of a good or service. In a normal situation, the
marginal benefit will decrease as consumption increases.
Private Benefits- Are benefits enjoyed by only the private firm or consumer and must be
included in production and consumption decisions.
External Benefits- An external benefit is a benefit that someone gains because of someone else's
action, outside of any market transaction between them. Immunizations give external benefits.
When you get a vaccine for a certain disease, you make it less likely that you will contract the
disease. That is the internal benefit. What you also do is make is less likely that other people will
get the disease, because they probably will not catch it from you. That is the external benefit.
Social Benefits- Social benefits include both the private benefits and any other external benefits
to society arising from the production or consumption of a good or service
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Key Terms:
Equilibrium- When marginal benefits equal marginal costs.
Market failure- An economic term that encompasses a situation where, in any given market, the
quantity of a product demanded by consumers does not equate to the quantity supplied by
suppliers. This is a direct result of a lack of certain economically ideal factors, which prevents
equilibrium. Market failures have negative effects on the economy because an optimal allocation
of resources is not attained.

Government failure- Government failure is a situation where government intervention in the
economy creates inefficiency and leads to a misallocation of scarce resources. Government
failures arise when government policy is the root of inefficiency. Additionally, government
failure may refer to a situation where government interaction made existing market failures
worse. Finally, passive government failure refers to situations where the government does not fix
the existing market failure.
Trade- offs- a situation that involves losing one quality or aspect of something in return for
gaining another quality or aspect. It often implies a decision to be made with full comprehension
of both the upside and downside of a particular choice.
decision that involves giving up something to gain something else.
“There are no right or wrong “solutions” to problems, there are only trade-offs.”
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Key Terms:
Private property- property owned by private individuals and not the government.
Eminent domain- The power to take private property for public use by a state, municipality, or
private person or corporation authorized to exercise functions of public character, following the
payment of just compensation to the owner of that property.
Takings clause- located in the 5th Amendment, “nor shall private property be taken for public
use, without just compensation.”
Hold out problem- When an economic exchange requires agreement by multiple independent
parties, the potential exists for an individual to strategically delay agreement in an attempt to
capture a greater share of the surplus created by the exchange. The “holdout problem” is a
common feature of the land assembly literature because development frequently requires the
assembly of multiple parcels of land. Properly understood, it is a form of monopoly power that
potentially arises in the course of land assembly. Once assembly begins, individual owners,
knowing their land is essential to the completion of the project, can hold out for prices in excess
of their opportunity costs."
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Key Terms:
Pareto improvement- an action done in an economy that harms no one and helps at least one
person. The theory suggests that Pareto improvements will keep adding to the economy until it
achieves a Pareto equilibrium, where no more Pareto improvements can be made.
Pareto efficiency- If there is no way of improving the situation of one person, without making
that of another person worse, the solution found is Pareto-efficient
Entrepreneur- one who organizes, manages, and assumes the risks of a business or enterprise. It
is important to note that successful entrepreneurs are innovators that satisfy the wants of the
society.
Risk-is the potential of loss resulting from a given action, activity and/or inaction. Potential
losses themselves may also be called "risks". Any human endeavor carries some risk, but some
are much riskier than others. The market penalizes those who take unnecessary risks.
Incentive- An incentive is something that motivates an individual to perform an action. The study
of incentive is central to the study of all economic activities.
Creative destruction- According to Joseph Schumpeter, process of industrial mutation that
incessantly revolutionizes the economic structure from within, incessantly destroying the old one,
incessantly creating a new one." In other words, old dated methods of using resources are
replaced with newer more efficient methods.
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Key Terms:
Demand- principle that describes a consumer's desire, willingness and ability to pay a price for a
specific good or service
Supply- amount of a product that is available to customers.
Equilibrium Price- the Price where the quantity demanded is equal to the quantity supplied.
Price ceiling- government mandated limit on how high a price can rise.
Price floor- government mandated limit on how low a price can fall.
Surplus- when quantity supplied is greater than the quantity demanded, naturally the market will
eventually return to equilibrium but it won’t due to man made restrictions such as price floors.
Shortages- when quantity supplied is less than the quantity demanded, naturally the market will
eventually return to equilibrium but it won’t due to man made restrictions such as price ceilings
and regulations.
Economic regulations- Regulation consists of requirements that the government imposes on
private firms and individuals to achieve government’s purposes and centrally planned goals.
Monopoly- When a single supplier owns all or nearly all of the market of a product or service.
the absence of competition often results in high prices and inferior products.
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Outside Readings:
The Government and the Economy
I pencil
How the Price System Works
Abundance vs. Scarcity
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Video Lessons
Unit 3
COSTS BENEFITS MARGINALISM
http://www.youtube.com/watch?v=B11eyt8PPOA&feature=youtu.be

EXTERNAL COST AND SOCIAL COSTS
http://www.youtube.com/watch?v=WvAFBkO6HKs&feature=youtu.be
EXTERNAL BENEFITS, SOCIAL BENEFITS, FREE RIDING
http://www.youtube.com/watch?v=tyBfNR5-ous&feature=youtu.be
PARETO IMPROVEMENT AND EFFICIENCY
http://www.youtube.com/watch?v=yBCENYXT5Lg&feature=youtu.be
PRIVATE PROPERTY RIGHTS
http://www.youtube.com/watch?v=uKD3rrg46xA&feature=youtu.be
EMINENT DOMAIN AND HOLDING OUT
http://www.youtube.com/watch?v=GG-gxKibOJM&feature=youtu.be

TYPES OF GOODS
http://www.youtube.com/watch?v=Q2HAttJx-mk&feature=youtu.be
TRAGEDY OF THE COMMONS
http://www.youtube.com/watch?v=x03fIhwAqyQ&feature=youtu.be
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Video Lessons
Unit 3 (Cont.)
CIRCULAR FLOW
http://www.youtube.com/watch?v=2qeoxq99_RI&feature=youtu.be
CIRCULAR FLOW AND GOVERNMENT
http://www.youtube.com/watch?v=fd08h-LjEa8&feature=youtu.be
THE LAW OF DEMAND
http://www.youtube.com/watch?v=gxDT-lcbFyc&feature=youtu.be
LAW OF SUPPLY
https://vimeo.com/77645357
EQUILIBRIUM
https://vimeo.com/77649361
PRICE FLOORS AND SURPLUS
https://vimeo.com/77645941

PRICE CEILINGS AND SHORTAGE
https://vimeo.com/77645489
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Introduction:
The economy of the United States can be described as a mixed market. In mixed market
economies there is a combination of free market principles with central planning by the
government. Another way of looking at mixed markets is the idea that the American economy
consist of individual choices and collective choices.
Both economics and governing necessitate cooperation between multiple individuals. The
differences arise in how the multiple individual self- interests arrive at equilibrium points.

Economically the individual is the smallest unit of decision making. Free market advocates claim
that only the individual knows what is best for themselves. Individuals will not engage in
exchanges if they don't feel that they are benefitting. Individuals will compete and cooperate
with other individuals and these interactions allocate scarce resources to their most useful places.
In short, individual decision making based on competing self-interest is the foundation of free
market equilibrium.
The foundation of government decision making comes from collective action in the name of the
public good or the common good. Government decisions take the form of laws, regulations,
programs that are intended to help the majority of individuals. But does collective action exert
the same cost to each individual? And does each individual benefit from the collective action?
When the answer is no, that is when the debate begins.
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In unit 3 we will study each free market principle, first through the scope as an individual
decision maker and next through the scope of collective decision making i.e. government.
Although a person, can at the same time value individual freedoms while he also recognizes the
need for collective action, in many cases people tend to favor one approach over the other. There
are some free market advocates that deem any amount of government interaction no matter how
small, to be unacceptable. To them government interaction only hinders society’s progress.
At the same time others just as firmly believe that only through the government can we as a
society ever hope to achieve our collective goals. To them individual self-interest is an evil
notion that has prevented our nation from fully reaching its creed that all men are created equal.
Who is right? That may be an impossible question to answer. There are too many variables, too
many unique situations, and too many diverse perspectives to even be able to say without bias
that they may both be right. In other words, it might not be proper to take a look at society as a
whole and claim that overall both perspectives should meet somewhere on the middle.
Instead, it may be more beneficial to look at each situation on a case by case nature. Often as
voters we are forced to make a decision between two candidates, neither of which we 100% agree
with, however if we looked at the composition of each voter we would find that the
combinations of interests is infinite. We may be locked into two choices in some elections but
the same constraints need not apply to developing your own ideas about the government’s role in
the market.
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People develop their own ideas and perspectives based on their own set of priorities, morals, and
experiences. When an individual is fixed to a dogmatic point of view of only one way or the
other, inconsistencies and intolerance tend to arise. As Milton Friedman once jokingly pointed
out, its only the other guys’ program that is a waste of money.
Prior to investigating the specific free market principles it may be beneficial to once again re-visit
the fundamental economic concepts of scarcity, trade-offs, costs and benefits.
As a review, all resources are scarce (limited) and have alternative uses. The purpose of any
economic system is to allocate scarce resources that have alternative uses, to the their most useful
place.
There is no right or wrong way to allocate these resources, there are only trade-offs that involve
both costs and benefits. The goal is that each additional cost equals each additional benefit.
We can view cost as the expenditure of a resource to obtain a goal, cost can be measured in the
value of a resource’s alternative uses. If a factory is built next to a river, the cost of that factory
can be measured in the alternative uses of the lumber, glass, concert, steel, time, labor, land, and
knowledge that it took to build the factory.
How did society know to direct the resources to the factory? Price.
When deciding to build a factory next to the river the firm had to consider its private costs.
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Private cost are costs imposed only on the firm and they had to be included in production and
consumption decisions.
The firm also will factor in the benefits of its decision to build a factory next to the river.
Economically a benefit can be explained as the increase in utility after resources have been
allocated.
As with private cost, the private benefits are benefits that are only enjoyed by the decision maker,
in this case the firm.

Economist agree that most decision makers think at the margin, meaning they look at how the
next action will impact them. In the case of building a factory by the river, the firm needs to take
into account the marginal (additional) cost and the marginal (additional) benefits of their decision
to build.
In this course our discussion on trade-offs, costs, and benefits does not end with simply
evaluating the marginal private costs and marginal private benefits of a decision. More often than
not additional costs and benefits of an exchange between two individuals “spill over” and impact
other individuals who were not part of the exchange. Economist call these “neighborhood”
effects or externalities. An externality is a cost or benefit which results from an activity or
transaction and which affects an otherwise uninvolved party who did not choose to incur that cost
or benefit.
Continuing with our example, imagine if the new factory begins polluting the river.
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The factory is now imposing an external cost on the local residents or anybody else who relied
on the river for fresh drinking water or good fishing.
By adding the private cost and the external cost together we can get the social cost of the factory,
because of external costs, the social cost is always higher than the private cost.
There are also external benefits. Perhaps the factory produces flu shots. Maybe only a quarter of
the community receives the flu shot, but because the flu virus cannot travel as quickly others
benefit even though they did receive the shot.

Once again if you add together private benefits and external benefits we get the social benefit.
Externalities represent market failures because the price does not take into account the entire
costs and benefits and therefore the product may be over or under produced. Many people feel it
is the government’s job to correct for externalities by taxes, regulations, laws, or subsidies.
Although it is admirable for the government to desire to limit social costs and to promote social
benefits it is very difficult and often government action makes the situation worse. Additionally,
it is unrealistic to believe that once politicians are in office that they will lose their desire to
promote their own self-interest. This self-interest often leads to exchanges between politicians
and other self-interested folks resulting in new legislation and programs that benefits some while
costing other.
Although individual actions in the market differ than the collective actions of the government
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one area where they are similar is externalities. According to Milton Friedman, “there's a
smokestack on the back of every government program.” Friedman argued that it was a failure of
government to impose costs on individuals for programs that did not benefit them.
Decisions made in the market and government are also similar in the sense that the decisions are
made by humans beings and no human is perfect. Additionally, in most cases the government is
also restricted by the same limitations as the market.
Because governments can create policies and programs that also lead to inefficiencies and the
misallocating of scarce resources, government failure is just as possible as market failure.
Therefore when we study problems in our economy it cannot be considered a complete study to
only look at the market failure without investigating for the possibility of government failure.
Finally, the most important similarity between market decisions and government decisions is the
fact that all decisions are trade-offs. These trade-offs involve both costs and benefits.

What message do you think Milton Friedman was trying to convey about government
programs when he stated, “there is no such thing as a free lunch.”
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Supplemental Reading: The Economic Principles of America’s Founding Fathers

Mixed markets attempt to balance free market principles and government intervention and
planning. Below are two list, on the left are the established free market principles and on the
right are the common economic roles assumed by the government. Although the ideas of the two
list often conflict with each other, they can also augment each other to improve standards of
living.
Government Economic Roles
Free Market Principles
System of Limited Government
Private Property
Freedom of Enterprise and
Choice
Motive of Self Interest
System of Markets and Prices
Competition

205

System of Limited Government
Free Market supporters maintain that a competitive market economy promotes the efficient use of
its resources. As a self-regulating and self-adjusting economy, no significant economic role for
government is necessary. However, a number of limitations and undesirable outcomes associated
with the market system result in a need for an active, but limited economic role for government.
There is a misconception by many people that governments cannot and should not interfere with
free markets. But limited governments that create laws and layout the ground rules are an
essential component of successful economies. In order to work, markets needs to be navigable.
Put differently, market participants need to be able to feel that the can accurately assess risk and
future rewards before engaging in exchanges.
So what is an acceptable level of government involvement in the economy? Of course answers to
this question are as diverse as the different perspectives on the role of government. But some
generally acceptable government actions include, the defining and protection of property rights,
enforcing contracts, promoting an environment of free exchange, creating a system of courts,
creating a monetary system, and defending the country.

The 19th century English economist and philosopher
John Stuart Mill, put it even more simply, "The only
purpose for which power can be rightfully exercised
over any member of a civilized community, against his
will, is to prevent harm to others."
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What is important to note is that even the strongest advocates for free economic choice
understand the need for a limited government. According to Charles Wheelan in his book Naked
Economics,
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If we no longer had a government in this country how do you think it would impact the
following?
Safety on the roads, the downloading of music on the internet, providing loans, inspection
of food safety, high stakes business transactions.
Pick one more topic of your choice and brainstorm how the absence of government would
impact your topic.
Is it possible that there wouldn’t be any impacts to how exchanges are conducted? Explain
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your logic.

In terms of government economic powers, the Constitution does provide the national government
with both specific and implied powers. The power of the federal government to intervene in the
economy comes straight out of Article I of the U.S. Constitution. Among the economic powers
that this article grants to Congress are:
to lay and collect taxes
to provide for the general welfare
to borrow money
to regulate interstate and foreign commerce
to establish uniform bankruptcy laws
to coin money and regulate its value
to fix the standards of weights and measures
to protect the writings and discoveries of authors and inventors
Necessary and Proper
The government exercises its constitutional powers to establish laws and rules intended to
influence economic behavior to produce desirable outcomes. Regulation powers all derive from
the Constitution. Combining these powers with individual protections outlined in the
Amendments the American mixed
economy receives its legal structure.
But over time these powers have been expanded
resulting in a continuous debate over the proper
of government’s role in the economy.
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Private Property:
In free markets, labor resources, natural resources, capital resources (e.g., equipment and
buildings), and the goods and services produced in the economy are largely owned by private
individuals and private institutions rather than by government. This private ownership combined
with the freedom to negotiate legally binding contracts permits people, within very broad limits,
to obtain and use resources as they choose.
The previous paragraph focuses on material things but to the founding fathers private property
rights applied to more than just possession, they also applied to a person’s ideas, body, and skill.
Additionally, the founding fathers believed that property rights also included the right to acquire
property and to use it to make your life better.
In his paper titled, The Economic Principle of the Founders, Thomas West, a professor of politics
at the University of Dallas, explains,
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Frederic Bastiat, a 19th century French economist and free market philosopher was a strong
believer in individual property rights. He argued that we have laws because we have property,
not that we have property because we have laws. In his book Property and the Law, Bastiat
writes,

Do you agree or disagree with Bastiat’s understanding of property? Give an example to
support your position.
How does Bastiat’s definition of property make it a universal right to all people?
As a summary what are our property rights?
First, we have the right to acquire property to make our lives better. Second, we may possess
and use our property in a manner that increases our utility but does not infringe upon the rights of
others. Next we may dispose of the property in a manner that best suits our needs.
So how does the Constitution protect our property right?
Although private property is not mentioned in the Constitution it is still protected by specific
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clauses in the Constitution.

First, lets consider what might happen to an individual’s property if there were no Constitutional
protections. We can probably all sit down and brainstorm a list of possible violations such as
unfair taxes, the seizure of property without a warrant, just cause, or just compensation.
Additionally the government may create programs that grant some individuals the opportunity to
gain property at the expense of other individuals. Finally the government may forcefully take
one person’s property so that it can be given to another. To Bastiat and other free market
supporters all of these actions represent legal plunder.
In free markets, nobody engages in an exchange of property unless they are mutually benefitted.
But in government, exchange will occur regardless if that exchange benefits the individuals
incurring the cost. To limit the opportunities for “legal plunder” the founders embedded
important clauses in the Constitution and the Bill of Rights.
Below is a list of a few of those protections :
1. In terms of taxation, in theory taxes need to be uniform and the revenue must be used for the
defenses and the general welfare. In other words, we all need to pay taxes and we all should
benefit from the programs. Taxation is not meant to raise revenue from one specific group and
give it to a different group.
2. The Commerce clause in theory may be interpreted as a call for government to create an
environment that supports free exchanges of property. Government interaction may not have
been necessary at the local levels, but interstate and international trade may have needed an
umpire. It was not intended to force individual decision makers to purchase a product.
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3. The power to coin money and to set the value of it. Advance economies rarely use barter in
exchanges (trading goods for goods) instead money is used to measures the value of production.
Money does not have value it only represents property. For example, if a farmer needed a new
transmission for his tractor he would trade money, not corn for the job. Why?
First he would have to find a mechanic who liked corn and it would take many earns of corn to
pay for the new transmission so that mechanic better really like corn. It would be difficult and
time consuming for the famer to seek out willing traders. Instead the farmer can trade his corn
for money and then trade the money for the transmission. Money plays an important role because
it is used as a medium of exchange.
As mentioned before, money does not have value, it sets value. How many ears of corn would it
take to buy a new transmission, a 100? 500? a 1000? And who in their right mind would want to
trade for 1000 ears of corn? Instead, the farmer trades his corn to numerous people in exchange
for money and that money can be exchanged for a new transmission. Money is considered a unit
of account . A unit of account is a standard monetary unit of measurement of value/cost of
resources, goods, services, or assets.
If Johnny worked for 10 dollars an hour mowing grass and he wanted to by a $15 dollar c.d. isn’t
he really trading an 1 hour and ½ of mowing for the c.d.? Yes.
Finally money is important because it is a store of value. Think of it like this, if our farmer only
grew corn wouldn’t he only be able to trade when his corn was ready to eat? And
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wouldn’t the mechanic only be able to eat corn if the farmer needed work done on his tractor or
truck? That doesn’t sound like a functional economy. Money’s third purpose is a store of value,
meaning although corn will eventually go rotten the money won’t. It allows the farmer to trade
property now for something that he may want in the future.
Money measures the value of your production and
therefore serves as a method to measure the value
of your property.
Think about it. . .
Why is it important that only the federal government
has the power to coin money?
How could the federal government manipulate the value of your property?

4. By providing copyright and patent laws, the Constitution also protects your ideas and
inventions.
If there were no copyright or patent laws would companies still be willing to invent? explain
5. Amendment 4 of the Constitution protects you from unwarranted searches and seizures of
your property.
6. And the “takings clause” of amendment 5 prevents the government from taking private
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property for the use of public property without just compensation.

These and other parts of the Constitution have been created to insure fairer exchanges between
the individual and the state. Or in other words, these clauses have been intended to foster a
relationship where an individual’s marginal private cost is equal to their shared portion of
the marginal social benefit.
Should the government have the power to take private property for a public use?
Although the term is not mentioned in the Constitution, the Supreme Court has upheld the
government’s power of Eminent Domain. Eminent Domain is the power of the government to
take an individual’s private property without their consent.
Eminent domain has been around for 1000’s of years, probably since the establishment of the first
government. The overall rationale for eminent domain is to provide the government with the
power to prevent a private individual from “holding-out.” The hold –out problem refers to a
situation where the individual strategically delays an agreement in an attempt to capture a greater
share of the surplus created by the exchange. This will be explained in detail later, but to put it
more simply imagine a situation where the collective group needs a road but one person refuses
to give up his house so that the road can be completed. The person holds-out until he receives a
price that exceeds the property’s value.
The possibility of an individual holding-out is not the only threat of abuse. Abuses can come in
the form of an overly aggressive government. Therefore the founding fathers provided a twist to
the American version of eminent domain. That twist comes in the form of the necessary and
proper clause and the “takings clause” of the 5th amendment.
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In the United States, for the government to exercise its power to condemn (take) a property it
must demonstrate the following:
First, consistent with article 1 section 8, the government must prove that the condemnation of the
private property is both “necessary and proper.” Additionally, the government must satisfy the
requirements outlined in the “takings clause” of the fifth amendment.
According the takings clause. . .
Private property shall not be taken for a public use, without just compensation.
The takings clause specifies two criteria that must be met.
First, private property can only be condemned if that property is going to have a public use. In
the past “public use” has been interpreted as a road,
railroad tracks, or other types of public projects
that the government may be working on the help the
public.

Since the second half of the 20th century, the Supreme
Court has broaden its interpretation on the phrase
“public use,” now public use has come to mean public
purpose. Both government and private individuals meet public purposes. Later in this book you
will read that anybody who starts a business, better do so only if they are meeting a public 216
purpose.

A private business that does not fulfill a public purpose will not be in business long. Do you
think it is acceptable for a local government to force the sale by one private owner to another?
Please explain your logical.
According to the “takings clause” the government must award the owner just compensation for
the property. The phrase “just compensation” is fairly broad but traditionally it has come to mean
fair market value.
But the court does not take into account the owner’s sentimental value. It does not matter if the
private lot has remained vacant for years or if the owner’s great grandfather built the house and
all the children were born in it, the court will not included feelings as a factor for compensation.
Before we get into greater detail as to how eminent domain eliminates the “hold-out” problem,
lets first look at how the takings clause creates a Pareto improvement.
You may recall that a Pareto improvement involves a situation where an action is done in an
economy that harms no one and helps at least one person. The theory suggests that Pareto
improvements will keep adding to the economy until it achieves a Pareto equilibrium, where no
more Pareto improvements can be made without hurting someone.
Lets look at the creation of the 202 bypass. Many people had portions of their property taken
from them and in some cases people had their entire homes bought from them by the government.
In most cases those private owners probably did not want to move from
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their houses, if they had they probably would have already done so or not lived there in the first
place. With the creation of the new road we have all benefitted. We benefit by having less traffic
congestion on the roads, which means less time on the roads and more time doing things that we
want to do. We all benefit, including those who had to give up a portion of their property.
We also had to absorb some social costs in the form of detours, increased run off, and perhaps
higher taxes. But along with the social costs of the projects some individuals by giving up their
homes had to absorb a larger private cost. Without just compensation their marginal private cost
would exceed their shared portion of the marginal social benefit.

MPC > shared portion of the MSB - this is by definition is not a Pareto improvement.
By awarding the owners the property’s fair market price
the government can close the gap between the owner’s
marginal private cost and their shared portion of the
marginal social benefit. Additionally, in the name of
keeping the project’s price down this forces governments
to select strategies to complete projects that inflict as little
private costs as possible. Just compensation creates Pareto
improvements out of situations when the government uses
eminent domain.
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If the founding fathers were concerned about abuses by the government then why would they
even allow for the government to maintain the power of eminent domain? As mentioned, one of
the main reasons was to prevent an individual from “holding-out” and preventing necessary
projects from being completed or even started. In this situation the private owner is assuming
monopolistic power over the use of the land. Hold-out situations also result in Pareto
inefficiencies because in this situation only one individual or a small group of individuals are
benefitting while others suffer.
How do hold out problems occur? Study the diagrams below and then read the narrative for the
explanation:

If there was no eminent domain the following scenario would happen often. A developer in this
case the government approaches a private owner and offers a price to buy the private land. If the
owner says yes, the exchange occurs because the owner valued the money more than the property
and the government valued the property more than the money.
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But more likely the owner would say no. In the absences of eminent domain the

government would have no choice but to either give up on the project and swallow all of the
previous costs or come back and offer more money. The developer and the community have to
suffer the cost of delay while the private owner experiences little to no cost. As the process
continues, the developer is forced to absorb larger and larger costs or finally pay a price on the
property that exceeds its market value.
Without eminent domain the situation becomes even more difficult as you add more owners into
the scenario. Study the diagram below and then read the narrative below.

Each time an individual owner accepts the developer’s offer the developer becomes more
entrenched in the project and therefore becomes increasingly vulnerable to hold-outs in future
negotiations. The final owner can hold-out and name his price. This Pareto inefficient situation
harms the other owners, the developer, and the public.
Additionally, if each owner looks forward and reasons backwards the deal will never be
completed because every owner will want to be the last owner offered and thus automatically
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hold out for a better deal.

So how does eminent domain and the takings clause help solve the hold-out problem?
Eminent Domain is intended to serve as a balance between Equity (value) and Efficiency. It
recognizes the private owners right to a fair exchange while also allowing for efficiency in
collective decisions. Furthermore, eminent domain is Pareto efficient because economically
speaking, someone (community) is improving but nobody is worse off.
The law forces a mutually beneficial exchange therefore it is in the self-interest of both parties to
both offer and accept a mutually beneficial exchange or risk legal expenses.

Eminent Domain puts both the developer and the owner in a Nash Equilibrium where it is in the
interest of both parties to settle out of court.
The Developer should look forward and reason backwards, “If I don’t offer a fair market price
and the owner rejects, I will have to go to court, end up paying fair market price and pay
additional court cost.”
If the developer has offered fair market price then the owner should look forward and reason
backwards, “If I reject this offer, I will go to court, only to receive just compensation and still
have to pay court costs.”
Knowing how the other will react it is best for the parties to make and accept fair offers in order
to avoid court cost.
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Thus far we have focused on the purpose of eminent domain and the use of just compensation to
eliminate hold-out problems. We will now shift our focus to the first part of the “taking clause”
namely the phrase “pubic use.”
Public use is the only purpose for which private property can be taken (condemned) by the
government under its power of eminent domain. Public use includes: schools, streets, highways,
hospitals, government buildings, parks, water reservoirs, flood control, slum clearance and
redevelopment, public housing, public theaters and stadiums, safety facilities, harbors, bridges,
railroads, airports, terminals, prisons, jails, public utilities, canals, and numerous other purposes
designated as beneficial to the public.
Originally eminent domain was used only to force the transfer of private property from a private
individual to the government for the purpose of a broad public use. However, over the years the
Supreme Court has broaden its definition of public use to public purpose and as a result we have
now observed situations where the government has force the transfer of private property from one
private citizen to another. This shift in interpretation did not occur overnight, instead it has
evolved from a series of court cases that culminated with a 2005 Supreme Court ruling in case
titled Kelo vs. New London.

In 2002, the city of New London, Connecticut forced some of its citizens to sell their land to
Pfizer for the purpose of economic development. The case was appealed all the way to the
Supreme Court where the court ruled in favor of the city. Although this case dealt with the
transfer of land from one private owner to another private owner, the Court held that the social
benefits a community enjoyed from economic growth qualified private redevelopment plans
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permissible "public use.”

Is that right? The government can force one private owner to sell his or her property to another?
How did we get to this point? Below is a timeline of previous cases that serve as precedent for
Kelo. The slippery slope refers to how previous decisions led to unintended outcomes in the
future.
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The court’s ruling in Kelo cited the social benefits of economic growth. How could the court’s
ruling actually inhibit economic growth, particularly in states and cities that have a reputation
of using eminent domain frequently?
The Kelo decision may go down as one of
the most unpopular Supreme Court
decisions in a very long time. As the cartoon
on the right depicts, many people felt that
local governments could use the Kelo ruling
to justify the taking of private property.
Supreme Court Justice Sandra Day O’Connor
wrote in her dissenting opinion.
“Today the Court abandons this long-held, basic limitation on government power. Under the
banner of economic development, all private property is now vulnerable to being taken and
transferred to another private owner, so long as it might be upgraded–i.e., given to an owner who
will use it in a way that the legislature deems more beneficial to the public–in the process.”

Did you know? . . .
Pfizer never developed the land and as a result it is now an empty field.
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Justice John Paul Stevens added,
"Any property may now be taken for the benefit of another private party, but the fallout from this
decision will not be random. The beneficiaries are likely to be those citizens with
disproportionate influence and power in the political process, including large corporations and
development firms. As for the victims, the government now has license to transfer property from
those with fewer resources to those with more. The Founders cannot have intended this perverse
result.“

As a result of this decisions many states reformed their eminent domain laws to protect the
individual property rights.

Susette Kelo had her home taken in 2005
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Types of Goods:
What are public goods and how are they different than private goods? To answer those questions
you first need to understand how goods and property are classified. Goods are classified in two
basic ways; consumption rivalry and excludability.
One way to classify goods is to determine the good’s level of consumption rivalry. A good is
subject to consumption rivalry if it can be used up by an individual and by using it up it is no
longer available for someone’s use. If I go to McDonalds and eat a hamburger, that hamburger is
no longer available for someone else’s consumption. The hamburger is a rivalrous good.
Rivalrous goods must be rationed. There are many methods that ration, free markets use price
and risk, while non-free markets uses other methods.
A good can also be non-rivalrous meaning that it cannot
be used up. For example, lighthouses are non-rivalrous
because it doesn’t matter if one person sees the light or if a
million people see it, the light cannot be used up.
Another classification is the level excludability. A good is
excludable if you can prevent someone from using it. A car
is excludable, it has to be bought before it can be used. But
street lights are non-excludable. Street lights shine on everybody
whether or not they those people paid taxes.
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A private good is defined in economics as "an item that yields positive benefits to people" that is
excludable, i.e. its owners can exercise private property rights, preventing those who have not
paid for it from using the good or consuming its benefits; and rivalrous, i.e. consumption by one
necessarily prevents that of another. A private good, as an economic resource is scarce, which can
cause competition for it. Private goods are generally rationed by price.
Congestion Goods or Club goods (also artificially scarce goods) are a type of good in
economics, sometimes classified as a subtype of public goods that are excludable but nonrivalrous, at least until reaching a point where congestion occurs. These goods are often provided
by a natural monopoly. Club goods have artificial scarcity meaning producing additional units
does not increase the marginal cost. For example, providing cable television. to another customer
does not create any additional cost for the supplier.
The free market will produce these goods because they are excludable. For example, you have to
pay for a ticket to attend a movie in the theaters or a paying a toll to use the turnpike.
Although technically non-rivalrous, people
will still compete and use up these resources.
For example, a movie theater can get sold out
and there can be traffic jams caused by excessive
traffic.
Try to convince someone heading to the Jersey Shore on a
Friday night in the summer that highways are non-rivalrous
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In economics, a public good is a good that is both non-excludable and non-rivalrous in that
individuals cannot be effectively excluded from use and where use by one individual does not
reduce availability to others. Examples of public goods include fresh air, knowledge,
lighthouses, national defense, flood control systems and street lighting. Public goods that are
available everywhere are sometimes referred to as global public goods.
It is important to note that people will still compete for the use of some public goods. As a result
many public goods may at times be subject to excessive use resulting in negative externalities
affecting all users; for example air pollution and traffic congestion. Public goods problems are
often closely related to the "free-rider" problem, in which people not paying for the good may
continue to access it, or the tragedy of the commons, where consumption of a shared resource by
individuals acting in their individual and immediate self-interest diminishes or even destroys the
original resource. Thus, the good may be under-produced, overused or degraded. Public goods
may also become subject to restrictions on access and may then be considered to be club goods or
private goods.
Because of their non-excludable nature the free market will not produce public goods. Or in
other words if the government does not provide the public good it will not be produced. Due to
free-riding the supplier in the free market would experience all of the costs without receiving any
benefits.
One method that has encouraged private investors to fund public goods has been sponsorship or
advertising. We see this a lot with free websites, libraries, and schools. But for the most part the
market will not produce goods that are non-excludable.
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Common goods are defined in economics as goods which are rivalrous and non-excludable.

A classic example of a common good are fish stocks in international waters; no one is excluded
from fishing, but if people withdraw fish without limits being imposed, the stocks for later
fishermen are potentially depleted. To describe situations
in which people withdraw resources to secure short-term
gains without regard for the long-term consequences, the
term tragedy of the commons was coined. For example,
overfishing leads to a reduction of overall fish stocks which
eventually results in diminishing yields to be withdrawn
periodically.
Common goods which take the form of a renewable resource, such as fish stocks, grazing land,
etc., are sustainable in two cases:
As long as demand for the goods withdrawn from the common good does not exceed a certain
level, future yields are not diminished and the common good as such is being preserved. This
scenario has lead many to believe that privatizing is the best method to avoid the tragedy of the
commons. This would be considered a free market solution.

If access to the common good is regulated at the community level by restricting exploitation to
community members and by imposing limits to the quantity of goods being withdrawn from the
common good, the tragedy of the commons may be avoided. Common goods which are sustained
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thanks to an institutional arrangement of this kind are referred to as common-pool resources.

The Lorax And The Tragedy of the Commons
The Lorax illustrates a very important economic concept that eludes
most people: the tragedy of the commons. It is when no one owns
the things, said things are usually destroyed because no one has an
incentive to take care of them. On the flip side, if one does own the
land and the resources there, one usually puts forward more effort
to actually take care of it, and allowing it to grow and prosper. As the
Econ Library which I just linked to says:
In 1974 the general public got a graphic illustration of the “tragedy
of the commons” in satellite photos of the earth. Pictures of
northern Africa showed an irregular dark patch 390 square miles in
area. Ground-level investigation revealed a fenced area inside of
which there was plenty of grass. Outside, the ground cover had been
devastated.
The explanation was simple. The fenced area was private property,
subdivided into five portions. Each year the owners moved their
animals to a new section. Fallow periods of four years gave the
pastures time to recover from the grazing. The owners did this
because they had an incentive to take care of their land. But no one
owned the land outside the ranch. It was open to nomads and their
herds. Though knowing nothing of Karl Marx, the herdsmen followed
his famous advice of 1875: “To each according to his needs.” Their
needs were uncontrolled and grew with the increase in the number
of animals. But supply was governed by nature and decreased
drastically during the drought of the early 1970s. The herds exceeded
the natural “carrying capacity” of their environment, soil was
compacted and eroded, and “weedy” plants, unfit for cattle
consumption, replaced good plants. Many cattle died, and so did
humans.
The rational explanation for such ruin was given more than 170
years ago. In 1832 William Forster Lloyd, a political economist at
Oxford University, looking at the recurring devastation of common
(i.e., not privately owned) pastures in England, asked: “Why are the
cattle on a common so puny and stunted? Why is the common itself
so bare-worn, and cropped so differently from the adjoining
inclosures?”

Lloyd’s answer assumed that each human exploiter of the common
was guided by self-interest. At the point when the carrying capacity
of the commons was fully reached, a herdsman might ask himself,
“Should I add another animal to my herd?” Because the herdsman
owned his animals, the gain of so doing would come solely to him.
But the loss incurred by overloading the pasture would be
“commonized” among all the herdsmen. Because the privatized gain
would exceed his share of the commonized loss, a self-seeking
herdsman would add another animal to his herd. And another. And
reasoning in the same way, so would all the other herdsmen.
Ultimately, the common property would be ruined.
You wouldn’t think this is a complicated concept, but somehow,
many on both the right and the left just don’t get it.
Property rights are the foundation of a free and prosperous society,
and they are also be the foundation for a society that respects the
environment. Let’s face it, folks: if we screw over our planet, it’s
game over. We’re dead, and there are no respawns. Perhaps in 500
years when we have orbital habitats and colonies on Mars and
maybe a scientific outpost in the Tau Ceti system, massive ecological
damage would be something we could deal with. We are nowhere
near that time yet.
The problem, though, is that the left—who really, really care about
the environment, or so they say—want to turn it all over to the
government, and as we can see from the tragedy of the commons,
that will only bring on more ruin. “Government property” is really
“common property,” meaning it’s “no ones property.” If you vest
property to a group, who will take care of it? Everyone will just point
to another, and eventually it will just degrade. The answer, then, is
not to put control of the environment into committees and distant
bureaucrats—who care more about their own careers than anything
else—and let private property rights maintain our planet.
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In the Lorax’s case, if the Onceler had bothered to put up a fence to
stop his rapacious relatives and friends from coming in and cutting
down the rest of the Truffula trees, and established property rights
over those trees, he would have had an incentive to make sure they
kept going so as to prolong his profit. But, alas, the Onceler is not a
libertarian theorist. Nor, apparently, is he a good businessman.
So next time you read your kid The Lorax, make sure what he or she
gets out of it is not just an appreciation for the environment, but also
one for strong property rights.
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By creating a matrix economist have developed 4 categories of goods.
Excludable

Non- Excludable

Private Goods

Common Goods

Cars, Houses, electronics, IPhones,
food, clothing, or any product on the
free market

Rivalrous
Rationed by price

Fishing waters, grazing lands,
Renewable resources
Rationed by quotas, licenses, seasons, laws,
and regulations

Watch of for Tragedy of the Commons
Is privatizing the answer?

Club Goods

Public Goods

Cable TV, swimming pools, mail,
movie theaters

Tornado warning sirens, lighthouses,
street lights, national defense

Artificial scarcity because in many
cases supply additional goods doesn’t
add to cost

Rationed by congestion price, patents
and copyrights, laws

Non-Rivalrous

Watch out for Free Riders
Rationed by congestive pricing

What type of goods are roads? Explain your logic
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Freedom of Enterprise and choice:
Entrepreneurs transform innovations into new economic goods and/or growth. Sometimes
entrepreneurs develop their own ideas but often they will finance the ideas of others or improve
upon existing ideas. Additionally, entrepreneurship can also refer to those who create new
methods of production that reduce cost, increase efficiency, and lower prices. In short,
entrepreneurs change entire industries.
Entrepreneurs perceive opportunities and fulfill a public purpose by producing products that are
wanted by society.
Entrepreneurs are also risk takers. Free enterprise deals with profit and loss. Entrepreneurs are
certainly driven by the incentive of profit but they must equally be aware of risk.
Risk is an extremely important concept in economics. If the venture is too risky, then it probably
shouldn’t be done. Resources are scarce and the market punishes those who waste those
resources. Remember the wooden vultures. The market is brutally honest and people go out of
business and loss money all of the time.

To summarize, entrepreneurs are innovative, opportunistic risk-takers that experience success
when they introduce new goods or services that fulfill the wants of the people.
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Contrary to myth, entrepreneurs are not islands unto themselves. Nobody acting in markets is
self-sufficient; markets, by their nature, incentivize cooperation among people. Indeed, markets
pull individuals to arrange themselves into interactive patterns of connectivity, trade, and
production that go beyond traditional, cultural and national boundaries. In pursuit of their
individual interests, people who are strangers to each other—who might even hate each other if
they ever met—unwittingly work in collaboration. This collaboration makes possible products
that would otherwise be impossible. And every day, new interactions seed new markets
worldwide.
Nobody can make a pencil by themselves. It sounds crazy
but think about each part of the pencil, how is it made, where
do the raw materials comes from? How do we get each resource?
Make a list of all of the people and places that had to work together
to make the pencil. What brought these people together?
Supplemental Reading: I Pencil

Individuals are both suppliers and demanders. And each individual has incentive to maximize
their utility. It is important to note that individuals react predictably to incentives. As mentioned
numerous times before, when people trade both parties benefit or they wouldn’t make the trade.
Free markets create wealth, free markets are not zero sum games.
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The Story of Blue Jeans
In 1853, the California gold rush was in full swing, and everyday items were in short supply. Levi
Strauss, a 24-year-old German immigrant, left New York for San Francisco with a small supply
of dry goods with the intention of opening a branch of his brother's New York dry goods
business. Shortly after his arrival, a prospector wanted to know
what Mr. Levi Strauss was selling. When Strauss told
him he had rough canvas to use for tents and wagon
covers, the prospector said, "You should have brought
pants!," saying he couldn’t find a pair of pants strong
enough to last.
Denim Blue Jeans
Levi Strauss saw a need so instead of making tents
he had the canvas made into waist overalls.
Miners liked the pants, but complained that
they tended to chafe. Levi Strauss substituted a
twilled cotton cloth from France called
"serge de Nimes." The fabric later became known
as denim and the pants were nicknamed blue jeans.
What characteristics of an entrepreneur did Levi Strauss embody?
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Levi Strauss & Company
In 1873, Levi Strauss & Company began using the
pocket stitch design. Levi Strauss and a Reno
Nevada-based Latvian tailor by the name of Jacob
Davis co-patented the process of putting rivets in
pants for strength. On May 20, 1873, they received
U.S.Patent No.139,121. This date is now considered
the official birthday of "blue jeans.” Levi Strauss asked
Jacob Davis to come to San Francisco to oversee the
first manufacturing facility for "waist overalls," as the
original jeans were known as.
The two-horse brand design was first used in 1886. The red tab attached to the left rear pocket
was created in 1936 as a means of identifying Levi’s jeans at a distance. All are registered
trademarks that are still in use.
How do Adam Smith’s ideas of division of labor and specialization relate to the creation of
Levi Strauss and Company?
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What happens to those who do not produce what the market wants? They fail.
It may sound harsh but it is the reality of the market. If a firm continues to produce something
that the market does not want, it is a waste of scarce resources. In a way the economy is like an
ever-changing environment..
When the natural environment changes species have to adapt to survive. The economy is the
same way. Remember entrepreneurs change entire industries in much the same way that the
introduction of a new species changes the environment. Successful businesses adapt, those that
do not adapt go extinct. Economist Joseph Schumpeter coined the phrase creative destruction.
Creative destruction refers to the idea that as the wants and needs of the people change new
products emerge and old ones disappear. As new inventions such as the car are introduced to the
market, old ones like the horse and buggy are no longer needed . This may sound like a harsh
concept especially if you owed a horse and buggy shop but the new inventions free up labor and
resources to now make cars and other products that people value.
Creative Destruction is how the market destroys obsolete and useless businesses and makes
room for the new firms. The Ipod is replacing CDs, the CD replaced the tape cassette, the tape
cassette replaced vinyl records. Within four years there will be something on the market to
replace the Ipod. But more importantly, it would be a waste of resources for a company to
continue to make vinyl records just to have them collect dust on the shelf.
Make a list of products that have gone the way of the dinosaur.
In your opinion are there any businesses that are too big to fail? Explain your logic.
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If so what can be done?

The diagram below shows the circular flow of the economy. The first thing to notice is that there
are firms (businesses) and individuals (households), and secondly both firms and households
participate in two different markets, the product market and the resource market.
As mentioned before we are at once both producers and consumers.
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Its is easy for most people to understand the product market. Firms supply the goods and
services that the people want. If you have ever bought something at a store you have been a
participant in the product market.
When you buy a pair of jeans you spend your money. The store trades the jeans to you for your
money. To them your money is revenue.
As individuals we seek to maximize our utility, we work so that we can live. If all things are
equal we will always try to spends less. But of course we will compete with other consumers and
the consumer who is willing to spend more will buy the product. And businesses seek to
maximize their profits, all things being equal businesses will always try to sell at higher prices.
But businesses compete with each other and the business that lowers its prices gets the sale.
Eventually the market will settle on an equilibrium price. At the equilibrium price the amount
that the consumers are able and willing to buy will equal the amount that the suppliers are able
and willing to produce. Both parties benefit.
The other market is the resource market. In the resource market it is the individual who
supplies or produces the factors of production. The factors of production include land
(resources), labor, and capital. In free markets, the factors of production are privately owned.
In the resource market the firm buys the factors of production from the private citizens,
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the purchasing of the factors of production by the firms is called costs. When the private
individual receives the money from the firm it becomes income for the individual. It may not
seem like it but we all produce. For example, a student who works at the local grocery store may
produce re-stocked shelves, available shopping carts, and clean floors.
Businesses use marginal analysis to determine their profit maximizing points and how much to
produce and how much to hire.
Look at the chart below. Who is the last worker that the firm should hire? Why

MP= marginal
production
MRP= Marginal
revenue product
MRP= MP (price)
MRC= Marginal
resource cost
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If you answered worker 4 your are correct. Here is the reason. When the firm hired workers 1
through 3 their marginal revenue product exceeded their marginal resource cost. At worker 4 the
MRP=MRC. After worker 4 the cost exceeded the revenue.
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The free enterprise system allows for freedom of choice. In theory resources are not wasted,
desired goods and services are produced, wealth is created, standard of livings rise, and we all
benefit. But what is the government’s role?
Is Government Necessary?
Free market advocates say no, that reputation and the desire for repeat business is enough
incentive to provide safe and reliable products. Free markets advocates would cite numerous
examples where the media and other publications
such as Consumer Reports have exerted enough
pressure on businesses to change their ways to
meet the customer’s wants and standards.
Those who favor less government also claim that it is
the buyer’s responsibility to gather the available
information and make the right decisions. Additionally,
not all decisions are going to be correct, information isn’t always accurate and products are not
perfect, there is always a risks when you spend your money. Caveat Emptor, Latin for “let the
buyer beware” is a long standing warning in the free market.
Others would disagree, claiming that the incentive to make a profit will always motivate
companies to cut cost including those cost that may keep customers and workers safe and the
environment clean. To them the government must regulate the behaviors of companies and
provide information to customers.
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In the early 1900’s the government began assuming regulatory roles in the name of protecting
the consumer. In 1906, Upton Sinclair wrote his famous book The Jungle, the book described in
nauseating detail what went on in meatpacking plants,
“There was never the least attention paid to what was cut up for sausage; there
would come all the way back from Europe old sausage that had been rejected, and
that was moldy and white--it would be dosed with borax and glycerine, and dumped
into the hoppers, and made over again for home consumption. There would be meat
that had tumbled out on the floor, in the dirt and sawdust, where the workers had
tramped and spit uncounted billions of consumption germs. There would be meat
stored in great piles in rooms; and the water from leaky roofs would drip over it,
and thousands of rats would race about on it. It was too dark in these storage places
to see well, but a man could run his hand over these piles of meat and sweep off
handfuls of the dried dung of rats. These rats were nuisances, and the packers
would put poisoned bread out for them; they would die, and then rats, bread, and
meat would go into the hoppers together. This is no fairy story and no joke; the meat
would be shoveled into carts, and the man who did the shoveling would not trouble
to lift out a rat even when he saw one-- there were things that went into the sausage
in comparison with which a poisoned rat was a tidbit.” – The Jungle 1906

The Jungle and other stories like it put pressure on Congress to pass the Meat and Pure food Acts
of 1906 and opened the door for the establishment of the Food and Drug Administration. The
FDA test all drugs and enforces safety regulations on food before they hit the shelves.
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Other regulatory agencies have been established including the Environmental Protection Agency
(EPA) which makes rules to protect the environment and the Department of Transport which
makes rules to increase car safety such as mandating the installation of airbags.
In 1972, Congress created the Consumer Product Safety Commission to protect American
consumers against undue risk associated with the products that they buy. Just about everything
you buy has had to pass a series of safety standards mandated by an agency. As a result, there is
hardly any product in the store that doesn’t have a label outlining the ingredients of the product
and the potential risks of its use.

Although most Americans feel better about what they are buying and this is important for an
economy, it must be understood that regulations do come with a cost. As economist Thomas
Sowell has pointed out, you can always make a car safer or the environment cleaner but at what
cost? There is a real trade-off between safety and affordability.
Other regulations such as Federal Deposit Insurance
Corporation and the Securities Exchange Commission
were created to protect your savings banks and to
provide investors with information in the market.
Similarly to other agencies, these agencies are intended
to reduce risk. These agencies create confidence which
encourages future business, but again reduced risk does
not come without a cost.
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Agencies have also been created to protect workers and to ensure that they are working in a safe
and fair environment. The Department of Labor enforces minimum wage laws, worker’s rights,
and anti-discrimination laws.
The Occupation Safety and Health Administration sets safety standards to protect the physical
well-being of workers. OSHA mandates safety equipment, automatic shut-offs on machinery,
and now mandated health insurance.
It has already been pointed out that the benefits of regulations come with a cost. Pretend that
the E.P.A. has written a new rule that mandates that every new house installs energy saving
windows. Create a T chart that list both the marginal cost and marginal benefits of the new
rule. As you are doing so remember the concept of opportunity cost.
Most regulations are rules that are created by unelected bureaucrats working in agencies and not
by Congress. Remember bureaucrats welcome regulation to them its job security. There may be
benefits but do we have too much regulation?
There are cost to regulations, but hopefully the benefits of necessary regulation offset the costs.
But what about unnecessary or outdate regulations? They can crush progress and economic
development. If the rules are too difficult or too costly to navigate the job just won’t be
completed- its that simple.
There needs to be a balance between the costs and benefits of regulation, the proper balance takes
knowledge. Who has the best knowledge of the industry?
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It makes sense to think that those who have the best knowledge of the industry are the ones who
work in the industry. Agencies often hire those who work in the industry to advise and write the
rules. Agencies would argue that this makes sense and perhaps to a degree it does. But it can
lead to a very predictable outcome- capture.
Capture refers to a situation where the regulatory agencies are dominated or “captured” by the
very industry that it is suppose to regulate. More specially, the agency is dominated by only a
small segment of companies in the industry that is to be regulated. As a result, new rules are
written that reflect the self-interest of those specific companies and not in the best interest the
public.
Often larger more established companies are
represented in the agencies. They are entrusted
to create new regulations that have costs.
Due to their economies of scale they can absorb
the new cost but smaller new competition gets crushed.
Capture leads to an dilemma in society. On one hand it
may make sense to have those in the industry write the
rules, who would know better then those involved in the
industry? And what is the alternative? Do we want
politicians who don’t know anything about the industry
make the rules?

Jeffery Immelt is the CEO of General Electic
which owns NBC, additionally President
Obama appointed him to chairman of the
Council on Jobs and Competitiveness, a
newly named panel that President Obama
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is created.

On the other hand, wouldn’t it be in the self-interest of the rule-makers to prevent entrepreneurs
from entering the industry?
Remember entrepreneurs change industries and successful entrepreneurs may make some
politicians and established businesses uncomfortable. Think about it for a moment, a new
innovative business leads to creative destruction where there are both winners and losers. The
new successful business leads to growth and employment while at the same time causing
unemployment in the outdated companies.
The capture theory also occurs in Congress. Although industries do not have the rule-making
power that they are given in the executive agencies, they do lobby for legislation and provide
campaign money to candidates that favor their positions. Once the candidate is in office, the
companies will sit down and lobby for new laws, tax breaks, and subsidies.
Free Market supporters claim that there are only two ways to acquire wealth, you can either make
it or take it. In free markets, products are produced and then traded. Because of the mutual
benefits gained by trade our economy grows as does the standard of living. As stated before, free
markets are not zero-sum.

Free market supporters would continue by explaining that in a free market if you take wealth
without making it or trading for it is called theft.
Governments on the other hand do not produce wealth, the take it. Government is not business or
an industry, they govern, they don’t produce. So where does the wealth come from?
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Government receives its money from tax revenues and borrowing. Many if not most American’s
understand the need for taxation, however what about subsidies?
If you recall from unit 2, the government has the power of the purse. They raise revenue and then
distribute it as they see fit.
In terms of regulations it sometimes feels as if the government is the umpire and the market is the
game. Nobody likes the umpire especially when they rule against your team. But what would
happen if the umpire played favorites? What would happen to the game?

Should the government pick the winners and losers by taxing what they don’t like and
subsidizing (give money) to what they do like? For example, is it right that they government
creates more taxes and tougher regulations on the coal industry while subsidizing solar panels.
Some say yes!!! Claiming it’s the government’s job to make the public’s needs and wants into
public policy. Others claim crony capitalism.
According to investopedia, crony capitalism is a description of capitalist society as being based
on the close relationships between businessmen and the state. Instead of success being
determined by a free market and the rule of law, the success of a business is dependent on the
favoritism that is shown to it by the ruling government in the form of tax breaks, government
grants and other incentives.
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For example, imagine a situation where there are 4 companies that make identical products. But
only one company in the entire industry was given a special tax break by the government to make
their product. Additionally, the government awarded citizens stimulus money to buy that
company’s products but no stimulus money to buy the products created by the other companies.
To top it off, two very well known politicians publicly endorsed the company by name but made
no mention of the other companies. You might wonder what’s up? What is so special about this
one company?
Now imagine if the company’s V.P. of policy was married to the government official who
oversees the agency that regulates the industry. Additionally, executives of the company gave
thousands of dollars to the election campaigns of the politicians that gave them the glowing
endorsements.
You might ask is this legal? The answer is YES!! Its an example of crony capitalism.
Situations like this and other prompted Milton Friedman to make the following statement,
“You must separate out being “pro free-enterprise” from being “pro-business.” The two greatest
enemies of the free enterprise system in my opinion have been on one hand my fellow
intellectuals, and on the other hand, the big businessmen – for opposite reasons.
Almost every businessman is in favor of free enterprise for everybody else, but special privilege
and special government protection for himself. As a result, they have been a major force in
undermining the free enterprise system. Stop kidding yourself into thinking you can use the
business community as a way to promote free enterprise. Unfortunately, most of them are not
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friends in that respect.”

Crony Capitalism results in unfair competition and increased regulations. But it also reduces
wealth creation. Crony Capitalism is an example of a zero sum game in that government takes
from some and gives to the others. Unfortunately big governments have more to give, and
companies compete with each other for the money. This creates opportunity cost in that
companies become more concerned with receiving money from the government and less
concerned about actually producing wealth and allocating scarce resources to their most useful
places.

Should the government play a role in market outcomes?
There are profits and losses in the free market. As explained earlier in this unit, both the
incentive for profits and the fear of loss are essential motivators to allocate scarce resources
efficiently. Is it the government’s responsibility to regulate outcome?
If a firm uses scarce resources to produce something that the people want, they will be rewarded
with profits. Additionally , firms make profits when they lower the resource cost or in other
words produce more of want people want while simultaneously using less resources. The
incentive for profit is essential for a market to work, profits matter.
Anybody in business will tell you that all years are not the same. If a business has been around
long enough they will experience both good years and bad years. Profits serve as a rainy day
fund for future lean years. Additionally, profits allow for reinvestments. But most importantly
profits encourage others to join the industry thus providing more of what is wanted and 250

increasing competition. Increase competition in turn leads to lower prices, reduced cost, and
better quality.
If profits are good then why are they demonized? Why do politicians who make statements such
as “now is not the time for profits,” get applauded? And why do successful businesses get
labeled as greedy? How many times have you heard in the news about some company or
industry that is enjoying record profits while the rest of us are made suffer.
Some would argue that businesses succeed by taking
advantages of others, that they took the money from
someone else. How many times have you heard in the
news about some company or industry that is enjoying
record profits while the rest of us are made suffer?
But is this how really works? When have you ever bought
something, not because you wanted it, but instead you
wanted to support some big greedy fat cat.? Probably
Never.

Yet, even though it may be horrible economics, it is great
politics to heavily tax “unacceptable” profits. The idea of
income redistribution sounds appealing to some but it is
based on a fallacy (falsehood), income is not distributed in the first place it is earned by people
who produce what others want.
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Brainstorm as list of cost and benefits for heavily taxing profits.
Reports of Exxon Mobile’s record profits are often in the news, using your knowledge about
cost and price, make a list of factors that may have contributed to the record profits.
What about losses? It can be heart breaking to see “going out of business” signs on store front
windows. Or to hear a story of someone who risked their wealth and time to create a business or
product that the people didn’t want.
But it is important to note, that losses also come with a valuable lesson. First for those who care
to learn from those lessons they come back stronger, efficiently producing what people want. For
those who don’t learn and change they are eventually force out of the market. This frees up
scarce resources for those who are producing what people want.
Some lessons are tougher than others to learn. What if we are dealing with a huge company that
provides employment to 100’s of 1000’s of people? There are entire communities, cities, and
nations that are built around one company or industry. Should the government provide those
inefficient companies with a “bail out?”

Those who argue yes, claim that bailouts provide companies time to refit. Another argument may
be that the cost of doing nothing would be much larger than the cost of the bailout.
Those who say no, claim that bailouts reduce risk and lead to poor decisions in the future. This
leads to what economist call a moral hazard. A moral hazard refers to when people take 252

unnecessary or reckless risks knowing that someone else will incur the cost.
Lastly, while the market doesn’t play favorites, government may by providing one
one company or industry a bailout, while letting others fail.
Research the auto bailouts of 2009.
List five pro-bailout arguments and
five anti-bailout arguments.
You decide. . .
You are a member of Congress in 2009,
would you vote in favor of bailing out
Chrysler and General Motors.? Explain your reasoning.
System of Markets and Prices:
Prices convey realities, you can manipulate prices but you cannot change the underlying
realities.- Dr. Thomas Sowell.
How do prices work? And why are prices more like little pieces of news that convey
information?
How do farmers know where to sell their chickens? How does a first-time tennis player know
what is a good racket, an average racket, and a poor racket? How will an increase in the demand
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for ice cream have an impact on the price of baseball gloves?

There are millions of decision makers in the market and there are countless decisions being made
everyday. Each decision has an impact on some other unseen decisions. Markets can get very
complex, and with all of the information available how is any person able to sort out all of the
information to make a good decision? The task would be daunting it if wasn’t for price. Price is
the most important piece of information. Price conveys reality and the reality is that we live in a
world where resources are scarce.
Remember all resources are scarce. And scarce resources will be rationed. The question is by
who and by using what rationing mechanisms.

In free price systems, scarce resources are rationed by price, price is determined by the
interchange between the market forces of supply and demand. The prices that result from the
interchange between supply and demand are considered signals that serve to guide the production
and allocation of resources. The price system rations supplies, distributes income, and allocates
resources.
Don’t misunderstand, you will not always be happy with the price of things, its not in our nature.
Don’t customers always complain about prices? Don’t they always look for a better bargain?
And don’t store owners and companies believe that they are selling their products at an
unbeatable price?
But prices do not discriminate, they are not personal, nor can they be viewed as fair or unfair.
Market forces determine prices. This is a tough lesson. When we are talking about the price of
apples, it no big deal. But when we are talking about medicine and other life or death
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topics the lessons get tougher.
Often in the name of “fairness” or because “it’s the right thing to do” governments will interfere
with pricing. In fixed-price systems the government sets the prices and controls the market. In
mixed-price systems there is a combination of both free-pricing and fixed pricing. Regardless of
the level of interference strong caution must be taken when fixing prices. There is always the
potential for contrived prices to have devastating impacts on the economy.
It is impossible for any one person or group to understand all of the complexities of the market.
Therefor it becomes imperative that all government policies including price fixing are evaluated
on their results and not their intentions. Additionally, it must be understood that all government
policy and in particularly price have unintended consequences.
How does price work?
In free markets price is a reflection of the quantity demanded and the quantity supplied. When
the quantity demanded is equal to the quantity supplied also know as equilibrium, the market
produces an equilibrium quantity at an equilibrium price. Both the quantity supplied and the
quantity demanded reflect the marginal utility of the assets to the different buyers and sellers. In
theory, at equilibrium the market efficiently allocates resources. In reality, price can be distorted
due to taxes, regulations, and price controls.
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Supply and Demand are the most fundamental concepts of economics and the backbone of
market economics.
Demand refers how much (quantity) of a good or service that people are able or willing to buy.
Quantity demanded (the amount people wish to buy) refers to how much of a good or service
is desired by buyers at a specific price.
The Law of Demand- Price and quantity demanded have an inverse relationship. When price
increases the quantity demanded decreases, and as price decreases the quantity demanded
increases.

Notice that price is depicted on the y axis while quantity is depicted on the x axis.
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As you can see the demand curve is a downward sloping curve.
Price 2 is higher than price 1 and as a result the quantity demanded
for the widget has dropped.
Think about it, if you were interested in purchasing a new pair of
jeans and assuming all things are the same would you be more or
less able/willing to buy a pair of jeans at $40 or $80? The answer
is most likely $40 but why?

An absolute key assumption in the law of demand is that nothing else that could have an
impact on the demand for the product has changed expect for its price.
Reasons that explain the law of demand.
1. Substitution effect- we all have choices. Perhaps a person was planning on buying a pair of
jeans for $40 and they saw the price was $80 and as a result they bough a pair of khaki pants
instead.

2. Income effect- Change in purchasing power. - Maybe you thought the price was $40, and
you only brought enough money to buy a pair of $40 jeans, now you can’t buy any.
Conversely, maybe you brought enough money to buy 1 pair of $80 jeans and to your delight
you saw that the jeans were on sale for $40. Now you are able or willing to buy 2 pairs.
3. The law of diminishing maximum utility- see next page
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Demand is a measure of the buyer’s marginal utility or marginal benefit.
Law of Diminishing Marginal Benefits- A law of economics stating that as a person increases
consumption of a product - while keeping consumption of other products constant - there is a
decline in the marginal utility that person derives from consuming each additional unit of that
product.
Imagine you spent the entire day swimming and playing on the Ocean City beach. It is now
dinner time and you are absolutely starving. You decide to stop at Mack and Manco’s and get a
slice of pizza. You buy a slice for $2.00. As you are eating your slice you think to yourself,
“wow this is so good I would have paid $3.00 for this slice.” You decide to go back and buy
another slice. As you are enjoying you second slice you think, “This wasn’t as good as the first
slice but it was worth $2.00.” You head back to buy one more slice you think, “I’m full and I
don’t want to spend more money on a slice, maybe I would if it was a only dollar.”

1st slice > $2.00

2nd slice = $2.00

3rd slice < $2.00
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We can graphically depict the law of diminishing marginal utility. Notice the downward slope.

Price

$3
Marginal Cost
$2
$1
Marginal Benefit

Slice 1

Slice 2

Slice 3

Quantity

Brainstorm a list of businesses that consider the diminishing marginal utility of the customer
when determining their pricing a portion size.
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Inelastic and Elastic Demand
Inelastic demand- Quantity demanded is insensitive to changes in price. Examples: Life-saving
Drugs, Gas, Milk, other essentials.
Notice that even though price increased, the
quantity demanded did not see a significant drop.

Elastic demand- Quantity demanded is sensitive to changes in price. Examples: Soda, CDs, and
candy.
Notice that even a small price change will have a
significant impact on the quantity demanded.
Determining Elasticity
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To summarize, the law of demand states that price and quantity demanded (the amount people
wish to buy) have an inverse relationship. As price increases the amount that people wish to buy
drops and as price decreases the amount that people wish to buy increases. This produces a
downward curve and is caused by three things; the substitution effect, the income effect (changes
in purchasing power), and the law of diminishing marginal utility.
Supply represents how much the market can offer.
The quantity supplied refers to the amount of a certain product that producers are able and
willing to supply at a certain price.
The law of supply states that price and the quantity supplied (amount producers want to produce
at a certain price) have a direct relationship. As the price for the good or service increases,
suppliers are more willing to supply it. And as the price for the good or service drops, less
suppliers want to produce it.
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Quantity supplied is a trade-off between labor and leisure. Additionally it’s a measure of
opportunity cost in the sense that when a supplier use resources to produce one product they give
up on producing another.
Consider for a moment that someone plans on paying someone to cut their grass. He decides to
put an ad in the paper. Of the two ads which will generate more interest? Why?

Mow my lawn for $10

Mow my lawn for $40

$40 dollars of course!! Because there are more people who are willing to give up their leisure or
another job for $40 dollars as opposed to $10.
Time and Supply
Unlike the demand relationship, however, the supply relationship is a factor of time. Time is
important to supply because suppliers must, but cannot always, react quickly to a change in
demand or price. So it is important to try and determine whether a price change that is caused by
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demand will be temporary or permanent.

Inelastic and Elastic Supply:
Inelastic supply- Quantity supplied is insensitive to changes in price.
Examples: Electricity, water, and concert tickets
Examples of goods that are difficult to produce more of are given
as examples of inelastic supply.
The time is the key fact determining the elasticity of supply. In the
short run, the supply is more inelastic because it is not easy for the
firms to change production plan and size of factory. In the long
run, the supply is more elastic.
Elastic Supply- Quantity supplied is sensitive to changes
in price. Examples: Super bowl shirts and pizza. Examples
of easily produced goods are examples of elastic supply
Determining Elasticity:

.
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Up to this point we have looked at the relationship between price and demand and also price and
supply. Now let’s consider the relationship between supply and demand.
If the supply is greater than the demand - prices will drop.
If the supply is less than the demand - prices will rise.
If the supply is equal to the demand - the prices will remain steady at equilibrium.
Consider for a moment a C.D. was just released by a new rock group. Based on information from
previous sales and other factors in the market, they decided to produce 10 C.D.s and at the price
of $20.
It turns out that the C.D. was a hit and 20 people demanded the C.D. Because the supply is less
than the demand the price will rise. Because the price rises the law of supply kicks in, as price
rises the quantity supplied rises as well.
Now the C.D. company produces 30 C.D.s to meet the demand. Now that the 20 people have
bought their CD, there are still 10 more C.D.s that nobody seems to want. Remember when price
increases suppliers want to supply more but at the same time as the price increases buyers want to
buy less. Now the supply is greater than the demand and the price begins to fall. As price falls
suppliers a want to supply less and buyers want to buy more.
If this sounds like a seesaw, well it sort of is, but the price will eventually stabilize and balance.

Supplemental Reading: How the Price System Works
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Think about water for a moment. Water
always seeks its own level. What does that
mean? Consider the water of a lake. By
itself, with no other forces besides gravity
acting on it, the water would be completely
flat-like a sheet of glass. Price is the same
way, it is always seeking it own levelequilibrium.
Equilibrium
When supply and demand are equal (i.e. when the supply curve and demand curve intersect) the
economy is said to be at equilibrium. At this point, the allocation of goods is at its most efficient
because the amount of goods being supplied is exactly the same as the amount of goods being
demanded. Thus, everyone (individuals, firms, or countries) is satisfied with the current
economic condition. At the given price, suppliers are selling all the goods that they have
produced and consumers are getting all the goods that they are demanding.
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As you can see on the chart, equilibrium occurs at the intersection of the demand and supply
curve, which indicates no allocation inefficiency. At this point, the price of the goods will be P*
and the quantity will be Q*. These figures are referred to as equilibrium price and quantity.
Similarly to perfectly level water, in the real market place equilibrium can only ever be reached
in theory, so the prices of goods and services are constantly changing in relation to fluctuations in
demand and supply.
Besides water what else can you think of that is naturally seeking balance? Would you
consider balance a natural state? Would you consider equilibrium price to be natural?

Disequilibrium:
Disequilibrium occurs when price or quantity are not equal to the equilibrium price or
equilibrium quantity.
Excess Demand- Excess demand occurs when prices are set lower than the equilibrium price. As
a result the lower price increases the quantity demanded while lowering the quantity supplied.
Resulting an in inefficient outcome where the quantity demanded exceeds the quantity supplied.
The result is a shortage.

Shortages are man-made, they are a result of pricing. Shortages should not be permanent
because the lowered prices will result in consumers competing with each other by offering higher
prices to buy the products. The resulting higher prices will incentivize suppliers to increase the
quantity supplied bringing the market closer to equilibrium. Shortages are not permanent IF
prices are allowed to adjust. But what happens if prices are not allowed to adjust?
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If the government sets a price ceiling, below the equilibrium price, then the price will not be
able to reach its equilibrium point. A price ceiling is a price control that prevents prices from
rising above a set price.
Price ceilings are intended to keep prices
lower and more affordable but those who
create controls often fail to realize that
price ceilings are not immune to the laws
of supply and demand.

The quantity that consumers demand (Q d) exceeds the
amount that suppliers want to supply (Q s).= shortage

When the price is lower than the
equilibrium price, the quantity demanded
will increase, while the quantity supplied
will decrease resulting in a shortage.

Consider for a moment how you would react to hearing the news that the government is placing a
ceiling on gas prices. For the foreseeable future gas prices will be no higher than $3.00 per
gallon. You would probably fill up all of your family’s cars, the lawn mower, and any container
that would hold gas. But so would everybody else. No big deal except for one problem.

The gas companies knowing that they cannot make as much money will send their gas someplace
else. Why would they sell it here for $3.00 when they can get more money someplace else. Now
there is a shortage of gas.
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Price ceilings and resulting shortages are not a new phenomena. For example,
In the sixteenth century price controls decided the fate of Antwerp, the most important city of
today's Belgium. In1584, it was besieged by Spanish forces led by the Duke of Parma. For a
year smugglers risked their lives to get food into the city. Why? The prices were high and the
incentive for wealth was worth the risk. But as the prices rose the public became angry and
insisted that the leaders “do something!!”
The City Fathers of Antwerp answered the call by fixing maximum prices for food, with severe
penalties. The people of the city celebrated but the enforced low prices didn't force anybody to
economize. The unintended outcome was devastating, at first the city lived in high spirits but
soon all of the provisions were depleted.
The new price ceiling had an additional unintended outcome, predictably now that smugglers
couldn’t receive the just compensation for their risk, nobody was willing to bring in food to the
city.
Ironically, the price ceiling was more effective than
the blockade at preventing food from entering the city.
Within weeks of the creation of the price ceiling the
city surrendered.
What was worse for the people of Antwerp? Expensive food or no food?
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Why are goods with inelastic demand likely to have price controls?

The story teaches us three lessons.
1. Both intended and unintended consequences must be considered when creating any policy
and especially price controls.
2. Policy must be judged on its outcomes and not on its intentions or the rhetoric of the policy
maker.
3. History has proven that a price control often harms the very group of people that it was
intended to help.
Investigate. . .

Investigate a more recent price ceiling and report on its intended consequences and its
outcomes.
One another note:
Students are often confused that price ceilings are drawn
below the equilibrium. Think of it like this, if a boy was
holding a helium balloon and he let it go outside, it would
go up, up, and up. But if he let that balloon go inside, it
would naturally rise until it was stop by the ceiling. If that
ceiling disappeared the balloon would instantly rise. Price
isn’t any different.
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Excess Supply
If the price is set too high, the quantity that suppliers wish to supply will exceed the amount that
consumers wish to buy. The result is a surplus.
Surpluses
Like shortages, surpluses are man-made, they are a result of pricing. Surpluses should not be
permanent because the higher prices will result in suppliers competing with each other by selling
their products at lower prices. The resulting lower prices will increase the quantity demanded by
the customers bringing the market closer to equilibrium. Surpluses are not permanent IF prices
are allowed to adjust. But what happens if prices are not allowed to adjust?
The quantity that consumers demand (Q d) is less than the amount
that suppliers want to supply (Q s).= surpluses

Price floors are government mandated
price controls which keep prices above
the equilibrium price. Like price ceilings
the result is an inefficient allocation of
resources. This time the quantity supplied
is greater than the quantity demanded.
When prices are keep artificially higher than
they would naturally occur in the free market,
the law of demand and the law of supply make the
outcomes easy to predict. Higher prices lower the
quantity demanded, and higher prices increase the quantity supplied. Resulting in a surpluses.
270

What public purpose does a price floor serve? Who wants the customer pay higher prices? The
suppliers of course.
Often price floors are created to help a specific group of suppliers. Price floors are most often
associated with agriculture products and other goods and services where competition could result
in significantly lower prices. Of course that is good for the customer, but unified interest groups
that lobby the government pay vast amounts of money to influence government to create the
floors.

The best example of price floors is minimum wage. In this case the worker is the supplier and
the firm is the customer.
On another note: Why are price floors drawn above equilibrium? Think about it like this, if
you are outside and you drop something gravity will naturally force it to the ground. If you are
on the second floor of a building, the floor will prevent something dropped from hitting the
ground. If the floor vanished, the object would instantly drop to the ground. If price floors are
lifted, prices would immediately fall to equilibrium.
Investigate:
Research Minimum wage laws in the United States.
Research intentions and outcomes- both intended and unintended.
How have minimum wage laws impacted the employment levels of unskilled workers?
What do you think would happen if minimum wage laws were eliminated?
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It is also important to note that the government can impact the price of a product in other ways
without using price controls.
To increase the price of a product the government can increase taxes on that specific product.
Taxes can take the form of consumption tax, excise tax, sales tax, value-added taxes or tariffs.
The additional tax raises the price thus lowering the amount that consumers will wish to buy
(quantity demanded).
Additionally, knowing that less people will buy the product, suppliers will wish to produce less
(quantity supplied).
Removing taxes and tariffs or providing tax breaks on some products will have the opposite
effect.
The government may lower cost on consumers by providing tax credits, tax breaks, or rebates.
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Up to this point we have looked at how a change of price impacts the quantity
demanded and supplied. Changed in price create movement up and down the supply
and demand slopes.
P
P
D
S
e
u
m
p
a
p
n
l
d
y
Q
Q
As price changes the amount
As price changes the amount that
that suppliers wish to produce
people wish to buy changes.
changes.
Remember the terms quantity demanded and quantity supplied refer to a single
point or price-quantity combination. Quantity demand/supply refers to a specific price.
Changes in price result in movements along the curve.
Law of Demand- Price
Price
Law of Supply:

: Quantity demanded (the amount people wish to buy)
: Quantity demanded (the amount people wish to buy)

Price : Quantity supplied (the amount people wish to sell)
Price : Quantity supplied (the amount people wish to sell)
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Shifts in Demand:
The word demand always refers to the whole schedule or curve. Demand reflects the quantities
consumers would be willing to purchase at alternative prices. Demand refers to a whole array of
price- quantity combinations.
There are factors besides price that impact total demand.
For example, imagine it was reported in the newspaper that the local pizzeria uses rat’s milk to
make its cheese. Most likely the total demand for the pizza will drop. It wouldn’t matter if the
price was $1.00 or $5.00 per slice. To represent this change we shift the entire demand curve.
P

P

D1

D2

Q
Total demand at all prices lowers

D1

D2

Q
Total demand at all prices increases

Because the shift depicts increases and decreases on the Quantity axis, when we shift
curves we lower to the left and rise to the right
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When there is an increase in the
demand and supply remains constant
there will be an increase in price.

When demand decreases and supply
remains constant price will fall.

There are five demand shifters:
1. Change in Taste:
As people receive more information their demand may increase or decrease. This is regardless of
price. For example if the public found out that cheese causes cancer the demand for cheese
would drop. By contrast, recent studies have found that blueberries help prevent cancer and as a
result there has been an increase in demand for blueberries.
Think about and make a list of ways that the government can change a total demand for a
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good or service by changing people’s taste.

2. Change of Income:
A person’s income has an impact on their demand for certain goods and services. We will
consider two types of goods, normal and inferior. Normal goods don’t necessarily refer to the
good’s quality. A normal good is any good where the demand for the good has a direct
relationship with the change in people’s income. Demand for normal goods increases as people’s
incomes increase and demand for the normal good drops and people’s income decreases.
An inferior good is any good where the demand for the good has an inverse relationship with the
change in people’s income. Demand for inferior goods increases as people see a drop in their
income, and the demand for inferior goods decreases as people see an increase in their income.
Any good can be considered an inferior or normal good. It really depends on each individual.
For example, maybe when Johnny was in college all he ate was Ramen noodles. Now that he has
a job he no longer eats Raman noodles and instead eats hamburgers. In this case the Ramen
noodles are the inferior good and the hamburger is the normal good.
On the other hand, before he lost his job, Leonard ate steak. Now he eats hamburgers. To
Leonard, the steak was the normal good and the hamburger was the inferior good.
How can the government have an impact on a person’s income?
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3. Change in Market Size:
Changes in market size and demand have a direct relationship. When more customers enter the
market there will be an increase in demand and when there are less customers the demand will
drop. When the size of the market increases the demand and the price increase because
customers will compete with each other.
How can the government impact market size?
4. Future Expectations of Customers:
The customer’s predictions on the future price of the product, the product’s availability in the
future, and the customers future income will impact the demand for the product today.
For example, some people wait until the spring to buy their winter clothes because they believe
that stores will eventually put winter close on sale in the early spring. People may demand
tickets for a future game now knowing that they will be unavailable during the day of the game.
And if someone feels that they may get a raise in the near future, their current demand will be
higher.
In the winter of 2013, there was a lot of discussion in Congress regarding laws to make it more
difficult to purchase a firearm. Predictably gun dealers reported record sales of weapons during
that period.
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5. Price of related goods:
As you may expect different goods are to related to each other. A substitute is a good that you
would buy instead of another good. For example, if the price of steak is too high, a buyer may
buy chicken instead. A complementary good is a good that goes with an another good. Grape
jelly for instance, is a complementary good to peanut butter.
As the price of a good increases, the demand on the substitute increases, and the demand for the
complementary good decreases. As the price of a good decreases, the demand on the substitute
decreases, and the demand for the complementary good increases.
For example, Jason goes to the store to buy hamburgers for a cook out. He finds that the price of
hamburger is too high. He decides to buy only hotdogs. As a result his demand for hamburger
buns (complementary good) decreases, and his demand for hotdogs (substitute) increases.
How can the government impact the demand of a good by influencing the price of another
good?
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Shifts in Supply
The word supply always refers to the whole schedule or curve. Supply reflects the quantities
suppliers would be willing to sell at alternative prices. Supply refers to a whole array of
price- quantity combinations.
There are factors besides price that impact total supply.
For example, imagine if Congress passed a law that increased minimum wage from $7.25 per
hour to $15.00 per hour. Because there would an increase in resource cost some suppliers may
decide to leave the market. To represent this change we shift the entire supply curve.
P

P

S2
S1

S1

Q
Total supply at all prices lowers

S2

Q
Total supply at all prices increases

Because the shift depicts increases and decreases on the Quantity axis, when we shift
curves we lower to the left and rise to the right

279

When supply decreases while demand
remains constant, price will increase.

When there is an increase in the
Supply and demand stays constant
there will be a decrease in price.
S

S1

S1
S

1. Change in resource cost- wages and raw materials
When the cost of resources increases whether it is wages, raw materials, and even time the supply
drops. And when resource costs drop supply increases.

How can the government impact resources cost? Provide an example
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2. Alternative output price changes- inverse
When the price of one product increases, resources will be directed to that product resulting in
lower supplies of another product.
For example, imagine a pizzeria that only makes pizzas and calzones. If the price of pizza
increases past the price of calzones, the owner will supply more pizzas and less calzones.
Or if the price of corn increases, farmers will dedicate more land to growing corn and as a result
the supply of other crops will decrease.
3. Changes in technology
Changes in technology can have a significant impact on supply. Technology usually results in
lower resource cost and an expansion of the economy.
4. Number of Suppliers- direct
An increase in the number of suppliers will increase the supply and a decrease in the number of
suppliers will decrease the supply.
How can the government impact the amount of suppliers in a market?
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5. Producer expectations about the future.
The current supply can be impacted by the producers’ expectations about the future.
Whether it is future price, future ability to produce, or future status of resource costs,
expectations about tomorrow will impact the supply of today.
For example, if producers feel that the government is going to pass a new law that will increase
resource costs they may be less likely to get involved in the market or to expand.
If producers feel that the prices will be lower in the future then they may increase the supply
today while the market is experiencing higher prices. Or if prices are expected to rise, producers
may hold off supplying the good or service until the prices raise.
6. Subsidies
If the government gives money to producers to supply there will be an increase in supply. If the
government removes a subsidy then you can expect producers to supply less.
Give an example of a good or service that the government subsidizes.
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7. Taxes
Taxes on business will reduce the supply and the removal of taxes on business will increase the
supply. The same holds true for tariffs.
Brainstorm specific examples where the government uses taxation to reduce the supply of the
specific good or service.
As a review

Single Shifts

If demand increases and supply remains unchanged, then it leads to higher equilibrium price and
higher quantity.
If demand decreases and supply remains unchanged, then it leads to lower equilibrium price and
lower quantity.

If supply increases and demand remains unchanged, then it leads to lower equilibrium price and
higher quantity.
If supply decreases and demand remains unchanged, then it leads to higher equilibrium price and
lower quantity.
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Government influence on demand

Quantity Demanded due to price change

Government influence
Price Controls, Tax credits, Tax, Rebates,

Shifts in demand
Change in Taste

Laws, public service ads, research, speeches

Change in income

Changes with income tax laws, minimum
wage la.ws

Change in market size

Licenses to consume, age limits, artificial
restrictions, quotas, etc.

Future expectations of customers

Government plans for future have changes
on today’s demand

Price of Related goods

Price controls/tax/subsidies/rebated on the
related goods
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Government influence on supply

Quantity Supplied due to price change

Government influence
Price Controls, Tax credits, Tax, subsidies

Shifts in Supply
Change in Resource Cost- wages and raw
materials

Minimum wage laws, laws regarding the use of
raw materials, price controls on the raw materials

Alternative product’s price change

Government influence on price of the alternative
product

Changes in Technology

Laws that either advance or inhabit research,
funding

Number of suppliers

Licenses, certifications, quotas, start-up cost,
regulations, tariffs, etc.

Producer expectations

Expectations about the future action of the
government will impact today’s supply.

Subsidies

Government subsidies industries and products
that it approves.

Tax and tariffs

Government taxes industries and products that it
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disapproves.

Recall the concept of externalities. Externalities are a market failure because the Marginal Social
Benefits do not equal the Marginal Social Cost.
S1

Negative Externalities:
A negative externality (also called
"external cost" or "external
diseconomy") is an action of a product
on consumers that imposes a negative
effect on a third party; it is "external
cost".

B

S

A

Examples include pollution, second
hand smoke, and a barking dog.

The graph on the right depicts a
negative externality.
S1- represents the private cost of the supplier and S2 represents the total cost to society
Point A represents the equilibrium price and quantity at the free market. But by producing the
free market quantity there is an extra cost on the public (pollution is the classic example). Point
B represents the true cost to society. The MSC exceeds the MSB.
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Point c represents the socially optimal
level and a new equilibrium point that
takes into account both the private cost
and the social cost. The socially
optimal level is less than the market
equilibrium quantity.

S1
B

S

C
A

To get to a point where MSC=MSB we
need to lower the quantity that is being
supplied. Or account for the external
cost.
The question is how?
Government answers:
The Government can impose a tax on the producer to reduce the equilibrium quantity to the
socially desirable quantity.
They can pass laws and regulations to reduce the production.
Market based solutions like creating a market for tradable permits.
Free Market answers:
Government action is not always needed. The following is a list of free market methods, 287
Reputation, moral codes, social sanctions, organizations, combining businesses, and contracts.

Not all solutions to negative externalities are supplyside solutions. Many negative externalities result
from excessive demand. For example, cigarette
smoking. Besides limiting producers, government
can limit those who are able to smoke.
A change of taste can occur by mandating that all
packs have health warnings. A change in market
size can be accomplished by making and enforcing
laws on age limits and by designating smoke free
areas.
If the government is successful in lowering the demand but the supply stays the same, we will
see a lowering of price. This benefits the smokers who wish to continue to smoke. The
government can counter by imposing additional taxes on purchases or mandating price floors.
Cigarette smoking isn’t the only example of limiting the demand for products in order to reach
an equilibrium point between the marginal social cost and the marginal social benefit.
Other examples:
Speed limits, curfews, blood alcohol levels, age limits, quotas, legal levels for emissions
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Positive Externalities:
Not all externalities are negative. Positive
externalities refer to situations where 3rd parties
are benefited from the decisions of other people.
This is an external benefit.
Examples:
Flu shots, immunizations, deodorant, well
maintained property.

B
C

A

D1
D

The graph on the right depicts a positive
externality.

Lets assume the graph on the right is depicting flu shots. An individual’s decision to receive a flu
shot doesn’t only benefit that person but all of the other people who that person cannot infect.
At the free market price the MSB>MSC. Because some members of the population receive the
benefit without incurring the cost there is a potential free-rider problem. Ideally, there will be an
increase in the demand for flu shots. But as you can see from the graph, if the demand increases
while supply remains constant there will be an increase in price. The increase in price will lower
the demand. What can be done?
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The government can do a couple of things to increase the demand.
The government can offer the buyer a rebate or a tax credit which will lower the price. Lower
prices increase the quantity demanded. Additionally, government can offer the producers a
subsidy to produce more.
The government can create laws that mandate that individuals purchase the product. This of
course is a bit controversial but it has been done in the past.
Finally, the government can shift the amount of supply which will lower prices.
The government’s ability to create or remove barriers of entry has proven to be one of its most
effective methods of influencing the economy.
Competition:
Competition is the opposite of cooperation and it is a very natural state. Competition is also a
major tenet in the market economy and business is often associated with competition as most
companies are in competition with at least one other firm over the same group of customers.
Additionally, competition inside a company is usually stimulated for meeting and reaching higher
quality of services or products that the company produces or develops.
Competition in the market often leads to lower prices, improved quality of goods and services,
lower cost, better efficiency, and an allocation of resources to their most useful place.
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Additionally, competition often results in new cutting edge technology and products. For this
reason and the others competition amongst economic actors grows the economy. We all win.
Merriam-Webster defines competition in business as "the effort of two or more parties acting
independently to secure the business of a third party by offering the most favorable terms".
The 4 market structures:

Perfect Competition:
This market is very uncommon in the real world.

In this market there are many producers of identical products.
There are very few if any barriers of entry. In markets with
perfect competition the suppliers have no control over prices,
prices are a result of supply and demand. Suppliers are said
to be price takers.
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Examples: There are very few examples of this market, however some stock and commodities
are said to be in perfect competition. A commodity is a good that is exactly the same, no matter
who makes it, raw materials are examples. Fish and fruits vendors selling at the same market,
commercial fishing, wood pulp, paper industry and oil are all examples.
In terms of demand, it appears to the firms that their goods are perfectly elastic due to their
sensitivity to price changes.
Monopolistic Competition:
Monopolistic markets are the most common. Don’t be confused by the name, this market does
not have monopolies. Called Monopolistic because brands seem to be unique- brand loyalty.
The company “monopolizes” its brand.
In monopolistic markets there are many producers that supply similar
yet differentiated products. There are few barriers entry or exit.
Producers have some control over prices.
Examples: Most common form and extremely common in service
industry. A company may own its brand but they don’t own the
industry. An example would be fast food restaurants, sneakers, gas
stations and clothing.
Monopolistic competition results in a lot of non-price competition such
as physical/style, service, location, status symbol and promotions.
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Oligopoly:
Oligopoly exits where few large firms producing a homogeneous or differentiated product
dominate a market. The rule of thumb is that 2 to 4 companies supply 60% of the outputs.
Examples are the automobile, gasoline, soda, airplane, and tennis ball industries. This market
represents imperfect competition.
As mention before there are few producers in this market. The producers supply similar
products. There are high barriers of entry that arise due to start up cost and economies of scale.
It is easier for the larger established businesses to lower their cost per unit of output. Oligopolies
have some control over prices and but they will compete with themselves.
To prevent the possibility of collusion or cooperative pricing between two firms laws have been
written making this practice illegal in the United States. Some would argue that it is more natural
for two companies to engage in a price wars which benefits the customers.
Two companies often find themselves in a prisoner’s dilemma. If they cooperated with each
other they would see larger profits, but the moment they agree to keep prices high they are urged
to defect and lower prices.
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Monopolies:
Monopolies occur in the absence of competition. The firm is the industry there is no other
competition.
Pure monopoly exists when a single firm is the sole producer of a product for which there are no
close substitutes. Examples are public utilities and professional sports leagues.
This market has a single seller: the firm and industry are synonymous. The product is unique and
no close substitutes for the firm’s product. The firm is the price maker: the firm has considerable
control over the price because it can control the quantity supplied. Barriers block entry or exit
from the market.
Some historical examples include; Standard Oil, AT&T, Microsoft, and Major League Baseball.
There Anti Trust laws (laws created to prevent monopolies) but there are also legal monopolies
for example:
Resource monopolies- controlling one resources

Government created monopolies (copyrights and patents, public franchise, Licenses)
Natural Monopolies- when a firm can supply a good or service more efficiently and at a lower
cost- gas, water, electricity, and cable TV- they can take advantage of economies of scale.
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Monopolies result in market failures due to the lack of competition. Competition is essential for
a free market to flourish and the government plays an important role in maintaining competition.
Most people recognize this important governmental role as long as the laws and regulations are
intended to protect competition and not competitors.
The justice department enforces anti-trust laws and investigates potential violations and practices
that may give a firm or firms a competitive advantage.
As mentioned earlier price-fixing if illegal. Price fixing is when multiple firms agree on a set
price. It can take many forms including adopting common formulas for calculating price and
setting minimum fees for service.
Bid-rigging occurs when competing firms agree on the lowest bid. The lowest bid for the job is
still higher than it would have been in the free market. Firms agree to take turns on who offers
the bid.
Market division occurs when firms agree to divide the markets. Markets may be divided by
geography or by type of customers.

The justice department will monitor the mergers of two companies. If the merger significantly
lowers competition the government may break up or prevent the merger.
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By the mid 1900’s AT&T developed a
natural monopoly over telephone
communications. But by the 1970’s
the government began to take action to
break up the monopoly.
AT&T argued that it had a natural
monopoly but the government realized
that the product was too inelastic to
leave it to one company.
By the mid 1980’s AT&T was broken
into 8 smaller companies.

As diagram to the right shows, over the
past 25 years many of these companies
have merged together and now the
market is an oligopoly.
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Contrary to popular opinion monopolies do not have total control over price. The consumer
makes the final decision on whether or not the exchange if mutually beneficial. Of course the
more inelastic the demand the more power the monopoly has to determine price.
AT&T is an example of a monopoly in recent history but if AT&T charged “unfair” prices the
current alternative forms of communication such as email would have been developed much
sooner.
Prior to railroad and later trucking, shipping on waterways was the most reliable method of
moving products. The lack of competition led to abuses of power and high prices until the
railroad was developed as an alternative.
Once people began shipping and
traveling by railroad the cost of
shipping by water began to drop.
Later, trucking and airplanes
forced prices down in the rail
industry.
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Barriers of entry are the leading to contributor to level of competition. Some barriers are
natural while other are man-made. Barriers of entry are a key reason for market control and the
inefficiency that results. In particular, monopolies and oligopolies often owe their market control
to assorted barriers of entry. By way of contrast, perfect competition, monopolistic competition
have few if any barriers of entry and thus little or no market control.
Barriers of entry enable market control by limiting the number of competitors and thus the
availability of close substitutes. Barriers that limit entry into the supply side of market mean that
buyers have fewer buying alternatives, which give the sellers greater market control. Barriers that
limit entry into the demand side of market means that seller have fewer seller options which give
the buyers greater market control. The four primary barriers to entry are: (1) resource
ownership, (2) start-up cost, and (3) patents and copyrights and (4) additional government
restrictions.
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Resource Ownership:
One of the most fundamental barriers to entry is resource ownership, the ownership and control
over a critical input used in the production of a good.
Limiting ownership of this input effectively limits entry into the corresponding industry. The
petroleum industry provides an excellent example. If, for example, ten firms own and control all
petroleum reserves world-wide, then the entry of an eleventh firm into the industry is extremely
difficult.
To enter this industry, the eleventh firm must acquire ownership over petroleum resources. This
could be accomplished in a couple of ways.
(1) It could purchasing existing resources from any of the ten firms currently in the industry. An
easy option, but if the original ten are unwilling to sell, then number eleven faces a sizeable
entry barrier.
(2) It could seek out as of yet undiscovered petroleum resources through exploration and drilling.
The expense of such an endeavor also imposes a significant barrier to entry for firm number
eleven.

Would you support a government decisions to force people share their property? Why or
why not?
299

Start-Up Cost
One start up cost is acquiring productive capital. Many industries use a large amount of
expensive capital, such as a factory. To be competitive with existing firms, a new entrant needs
this capital. The more capital that is needed and the more expensive the capital is, then the higher
the entry barrier.
A related start-up cost is initial operating losses generated by high average cost. If plant size and
the large quantity of capital generate significant long-run economies of scale and/or short-run
decreasing average total cost, then the existing firms with larger production quantities incur lower
average cost than newer firms with smaller initial production quantities. The new entrant is likely
to incur significant operating losses until it is established enough and produces enough to benefit
from lower average cost.
Another start-up cost involves advertising and brand-name recognition. An industry with several
well-established brand names forces a new entrant to spend a great deal on advertising just to
reach an equal footing. Once again, this is a significant start-up cost that can limit the entry of
new firms.
Finally, the government may pass laws that exert expensive start up cost on a new business.
Speaking to an owner of a business in Chalfont, he claimed that he was charged over $50,000
dollars in regulation fees and start up costs by the borough of Chalfont. Have you seen Chalfont
lately? Have you seen how many commercial buildings have been left vacant?
Think about nature why are the young so vulnerable? Relate to startup cost.
How can the government make it easier or more difficult to start a business?
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Patents and Copyrights
In some cases a key productive input or even the output itself involves a patent or copyright. A
patent is the exclusive right to use, sell, or market an invention for a specified period. In the
United States, patents give inventors exclusive rights for a given number of years. A copyright is
the exclusive right to reproduce, copy, and sell written materials.
In the United States, copyrights also are awarded for a given number of years. Patents and
copyrights impose barriers of entry. If, for example, a drug Company holds a patent on a drug
that cures boldness, then other companies, such as another drug company are prevented from
producing the same drug.
Another drug company, of course, might patent its own form of boldness medicine, but the need
to develop the technology and acquire a patent imposes a barrier of entry. And there is no
guarantee that the new company will be able to develop a product or acquire a patent.
While copyrights work in much the same way, they tend to create less of a barrier of entry. A
patent on the technology behind a drug company’s research is a severe barrier of entry. In
contrast, the copyright on a book is much less restrictive. Another author could write and
copyright a book about a similar topic. Each is a relatively close substitute for the other.
Because companies usually invest more money on research and development than they do on
manufacturing it is important that other companies are prevented from free-riding. If other
companies could simply copy the product after is was created nobody would spend money
researching and developing new products, they would just wait for someone else.
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Government Restrictions
Government is the source of barriers to entry that are created by patents and copyrights. But these
are not the only barriers to entry enabled by government.
Government is, after all, the entity that establishes the rules of the game. It literally has the power
to determine who can or cannot participate in a given market. If government says Comcast is the
only company that can legally provide cable television services to the residents of Doylestown,
then Comcast is the only legal participant in this market.
Any other firm that seeks to provide residents of Doylestown with cable television is breaking the
law.
Governments frequently erect barriers of entry by legally limiting the number of participants in a
market. Some of the more common examples are public utilities that provide cities with
electricity, natural gas, telephone services, and garbage collection. Such legal restrictions for
public utilities are usually designed to make the most effective use of natural monopoly markets
that can create serious inefficiency problems.
Other legal restrictions, such as licenses or charters, are generally intended to pursue other goals,
but create barriers to entry nonetheless. For example, many professions, including physicians,
nurses, hair stylists, plumbers, and electricians, are licensed to maintain quality standards for
consumers. However, they also create artificial scarcity that lowers competition and increase
prices for the consumer.
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Why are taxi rides so expensive in New York
but not in Washington D.C.? It is because in
New York City you need a medallion and the
city issues only a small amount. As a result the
medallions are bought and sold by cab drivers
at extremely high prices. Who benefits most
from the small amount of medallions? The taxi
companies benefit from the artificial scarcity of
taxis in New York City.

When you drive around the roads of Bucks County and see the signs claiming that certain areas
are preserved. Who is hurt? Future homeowners because the limited supply of land is sold at
higher prices. Who is benefited? The current homeowners benefit from the artificial scarcity of
land.
Examples of artificial barriers of entry created by the government include but are not limited to;
Laws and regulations limiting participation, Licenses or Permits, Tariffs and Quotas, Taxation,
Price Controls, and laws that increased start up cost.
Supplemental Reading : Abundance vs. Scarcity
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Competition is also found in politics. In democracies, an election is a competition for an elected
office. In other words, two or more candidates strive and compete against one another to attain a
position of power. The winner gains the seat of the elected office for a predefined period of time,
towards the end of which another election is usually held to determine the next holder of the
office.
To win elections politicians have to appeal to the voters. Because a successful candidate has
appealed to the voter’s wants it can be reasoned that competition in politics improves the
condition of the majority of people.

In addition, there is inevitable competition inside a government. Because several offices are
appointed, potential candidates compete against the others in order to gain the particular office.
Departments may also compete for a limited amount of resources, such as for funding. Finally,
where there are party systems, elected leaders of different parties will ultimately compete against
the other parties for laws, funding and power.
With regards to funding and laws, special interest groups will also compete for government
subsidies and favorable legislation. Whether it is between governmental departments or special
interest groups competition between these groups often results in a zero sum game. The
“winners” receive the funding and laws at the expense of the “losers.” And because government
does not produce, the only way to give to one is by taking from another.
Why do bureaucrats look for more regulation? It makes their job bigger, necessitates bigger
budgets and provides them with more job security.
304

As we conclude unit 3,
consider the circular flow
diagram that was presented
earlier in unit. Perhaps the
diagram on the right is
incomplete and in order to
complete the diagram
government must be factored
into the flow.

A more accurate depiction of
our economy must include the
government as a participant in
the market.
The use of tax, subsidies, and
regulation in the name of the
free market or to adjust for
failures of the free market has
made the government an
important player in specific
markets. In the next unit we
will see how government has
increased its role in the total
economy.
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Essential Questions/Tasks
Unit 4
1. What are the limitations and trade-offs of an economic policy.
2. Should national economic policies promote the preferences and interest of all citizens?
3. How effective is the government at creating policy that considers preferences of all people
4. To what extent do national economic policies promote and/or prevent the following:
•
•
•
•
•

Harmony and balance
economic freedom
dispersed power
growth
improve the standards of living for all?

Unit IV. Economic Policy Making (Measuring and Managing the Economy)
Key Understandings:
1. Government actions affect economic activity. What is unseen is just as important as what is
seen.
2. The are no free lunches, governments must evaluate all of the costs and benefits of their
decisions.

3. Government actions and decisions must be evaluated on their outcomes and not their
intentions.
4. The true measure of a successful economy is production and standards of living.
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Key Terms:
Macroeconomics - The field of economics that studies the behavior of the aggregate economy.
Macroeconomics examines economy-wide phenomena such as changes in unemployment,
national income, rate of growth, gross domestic product, inflation and price levels
Economic Indicator- a statistic about an economic activity. Economic indicators allow analysis
of economic performance and predictions of future performance. One application of economic
indicators is the study of business cycles. Economic indicators include various indices, earnings
reports, and economic summaries.
Gross Domestic Product (GDP)- is the market value of all officially recognized final goods and
services produced within a country in a given period of time. GDP per capita is often considered
an indicator of a country's standard of living.
Unemployment Rate- Unemployment (or joblessness) occurs when people are without work
and actively seeking work. The unemployment rate is a measure of the prevalence of
unemployment and it is calculated as a percentage by dividing the number of unemployed
individuals by all individuals currently in the labor force.
Inflation rate- a rise in the general level of prices of goods and services in an economy over a
period of time. When the general price level rises, each unit of currency buys fewer goods and
services. Consequently, inflation reflects a reduction in the purchasing power per unit of money –
a loss of real value in the medium of exchange and unit of account within the economy. 309

Key Terms:
Business Cycle- the term refers to economy-wide fluctuations in production, trade and economic
activity in general over several months or years in an economy organized on free-enterprise
principles.
The business cycle is the upward and downward movements of levels of GDP (gross domestic
product) and refers to the period of expansions and contractions in the level of economic
activities (business fluctuations) around its long-term growth trend

Nominal vs. Real values- a nominal value is an economic value expressed in monetary terms
(that is, in units of a currency). By contrast, a real value is a value that has been adjusted from a
nominal value to remove the effects of general price level price changes over time. In other
words, nominal is a value that has not been adjust for inflation and real is the value after it has
been adjusted for inflation. For example, you will read about nominal GDP and real GDP.
Per Capita- per individual. For example, income per capita or income per person. Per capita
statistics yield more realistic result because one person is one person, always has been and always
will be.
Households/ Per family- The household is often used as the basic unit of analysis in many
social, economic and government models. The term refers to all individuals who live in the same
dwelling. The term is misleading because unlike per capital, the size of households have changed
over time.
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Key Terms:
Aggregate Demand- The total amount of goods and services demanded in the economy at a
given overall price level and in a given time period. It is represented by the aggregate-demand
curve, which describes the relationship between price levels and the quantity of output that firms
are willing to provide. Normally there is a negative relationship between aggregate demand and
the price level. Also known as "total spending".
Aggregate Supply- The total supply of goods and services produced within an economy at a
given overall price level in a given time period. It is represented by the aggregate-supply curve,
which describes the relationship between price levels and the quantity of output that firms are
willing to provide. Normally, there is a positive relationship between aggregate supply and the
price level. Rising prices are usually signals for businesses to expand production to meet a higher
level of aggregate demand. Also known as "total output".
Fiscal Policy- the use of government revenue collection (taxation) and expenditure (spending) to
influence the economy. The two main instruments of fiscal policy are changes in the level and
composition of taxation and government spending in various sectors

Monetary Policy- the process by which the Federal Reserve controls the supply of money, often
targeting a rate of interest for the purpose of promoting economic growth and stability. The
official goals usually include relatively stable prices and low unemployment.
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Key Terms:
Fallacy- an argument that uses incorrect logic. These arguments sound plausible but are often
misleading and deceptive.

Deficit Spending- When annual government spending exceeds annual government revenue.
Surplus- when annual government revenue exceed annual government spending.
Debt- When the government runs deficits, they must pay for the shortfall by borrowing. The
accumulation of deficit spending leads to debt.
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Key People/Groups:
Congress- Fiscal Policy is the responsibility of Congress.
The Federal Reserve- Established in 1913, the Federal Reserve is responsible for developing
and administrating the nation’s monetary policy.
John Maynard Keynes- English economist that favored government interaction in the economy.
Although he passed away in the 1940’s his ideas and writing have been extremely influential on
how governments view their role with regards to economic issues. Considered the father of
modern Macroeconomics.
F.A. Hayek- Austrian born economist, was a key member of the Austrian School of Economics
and opponent to Keynes. He believed that individual voluntarily decision and not force
government decisions was the best way to allocate scarce resources to their most useful place.
Milton Friedman- An economist and advocate of reduced government. Economic best known
for his money-supply rule.
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Important Documents and outside readings:
Keeping Score
What is seen and What is not Seen
Keynes vs. Hayek raps
Websites:

Bureau of Economic Analysis

http://www.bea.gov/

Bureau of Labor Statistics

http://www.bls.gov
http://www.bls.gov/bls/inflation.htm
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Video Lessons
Unit 4
GDP
https://vimeo.com/78657460

PHASES OF THE LRAS
https://vimeo.com/79817490

UNEMPLOYMENT TYPES AND RATE
https://vimeo.com/78763148

FISCAL AND MONETARY POLICY DURING
RECESSIONARY PERIODS
https://vimeo.com/80006891

MONEY'S 3 FUNCTIONS
http://www.youtube.com/watch?v=29wWdiTdf
H0&feature=youtu.be

INFLATION
https://vimeo.com/79325051
THE BUSINESS CYCLE
https://vimeo.com/79327254
THE AGGREGATE MARKET
https://vimeo.com/79712182
CLASSICAL LRAS MODEL
https://vimeo.com/79814570
KEYNESIAN LRAS MODEL
https://vimeo.com/79816173

FISCAL AND MONETARY POLICY DURING
INFLATIONARY PERIODS
https://vimeo.com/80006076
KEYNES VS HAYEK ROUND 1
https://www.youtube.com/watch?v=d0nERTFo
-Sk
KEYNES VS HAYEK ROUND 2
https://www.youtube.com/watch?v=GTQnarz
mTOc
MACRO FOLLIES
https://www.youtube.com/watch?v=7uKnd6IEi
O0
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Introduction:
Every night we turn on the news and we get reports on the status of our economy. Some say our
economy is growing while others say it is stagnant. We hear politicians debate about what needs
to be done and who should do it. On one news station we hear that a proposed economic
program is just what the doctor ordered while on another station we hear that if the same program
was implemented it would lead to an economic disaster. The various ideas and positions can lead
to an extremely unclear picture of what is truly going on.
Up to this point we have looked at the economy through scope of the individual, firm, or specific
markets (called microeconomics), now we will take a step back and look at the entire economy
also know as the aggregate market (called macroeconomics). Just as the government can
influence individual markets, the government can also influence the macro economy or the total
economy. But as with all trade-offs there are cost and benefits that must be considered. As with
other decisions nothing acts in isolation, the unseen is just as important as the seen.
So, how would you assess the strength of our economy today? Is it healthy? Is it weak? Is it
growing or is it shrinking? Maybe you don’t know. But how would you find out?

Think about when someone goes to the doctor for their annual healthy check-up. The doctor
checks the patient’s blood pressure, listens to their breathing, checks their height and weight and
conducts other tests. Do these test tell the doctor everything about the patient? Of course not,
but they do serve as indicators or signs that give the doctor a sense of the patient’s general health.
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Economist also use indicators to assess the over-all health of the economy. There are many
indicators that help economist develop an understanding of the economy but the three that we
will focus on are; Gross Domestic Product, Unemployment rate, and Inflation rates.
Gross Domestic Product (GDP):
Gross Domestic Product is the market value for all final goods and services produced within a
country during a given period of time. G.D.P. is the number one indicator that economist speak
about when they discuss the health of the economy. As with any statistic, GDP can be a little
misleading but generally speaking a growing GDP is a sign of a healthy economy and a higher
standard of living and a shrinking GDP is an indicator of a weak economy.
As mentioned, GDP counts all final goods, a final good is a good that is ready for consumption
such as a car, cereal, and houses. An intermediate good is a good that is used in the product of
final goods such as wood, steel, and rubber. Intermediate goods are not counted so that double
counting can be avoided. For example, we wouldn’t count the sale of steel to a car manufacture
because later when that steel is part of the produced car, we would be counting it twice.
In addition to intermediate goods, financial assets are not counted because they don’t reflect
current production. Also second hand goods are not counted because they also don’t reflect
current production.
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"Gross" or total means that GDP measures production regardless of the various uses to which
that production can be put. Production can be used for immediate consumption, for investment
in new fixed assets or inventories, or for replacing depreciated fixed assets. "Domestic" means
that GDP measures production that takes place within the country's borders.

How do we calculate GDP?
There are various methods that economist use to calculate GDP. In this course we will focus on
the expenditure method. The thought process behind the expenditure method is that products are
created to be sold. By adding together spending throughout a year we can get a sense of the total
production of the nation.
GDP is the sum of the following components.:
GDP = C + I + G + (X-M)
(C) Private Consumption: this is usually the largest component of GDP. This is the total
expenditures of households. They include both durable goods (last longer such as a car) and
non-durable goods (short term such as food). Housing is not included.
(I) Business Investments: this includes building a new factory or purchasing new equipment. It
does not mean buying stock, that is classified as savings. Additionally, buying a new home is
also included in investments
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(G) Government Spending: includes government purchases of final goods and services such as
weapons, roads, and salaries for public officials. It does not include spending on programs such
as unemployment benefits or social security.
(X-M) Exports – Imports: X (exports) represents gross exports. GDP captures the amount a
country produces, including goods and services produced for other nations' consumption,
therefore exports are added. M (imports) represents gross imports. Imports are subtracted since
imported goods will be included in the terms G, I, or C, and must be deducted to avoid counting
foreign supply as domestic.
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When GDP is measured in today’s prices it is called the nominal GDP. Due to inflation nominal
GDP’s are often higher than real GDP measurements. Below is a map from the CIA that shows
the nominal GDPs of different nations.

Nominal GDP may give us a sense of how different nations compare to each other but there are
other variables such as population that need to be considered. For example, compared to Israel,
India has a much higher GDP yet the poverty rate is much higher in India than it is in Israel.
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By dividing a nation’s GDP with its population we get the GDP per capita. This gives us a better
sense of how the standard of living of individuals in each nation compare.
Below is a map from 2012 that shows the nominal GDP per capita
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If we want to compare a nation with itself, a better indicator than nominal GDP is real GDP.
Real GDP has been adjusted for inflation. Economist do this by using a base year’s value of the
dollar.

The chart above shows both the nominal and real GDPs of the United States. The base year is
2005. Notice after 2005, both real and nominal increased however the real GDP did not grow as
fast as the nominal. The difference can be attributed to inflation.
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Here is a different way of looking at nominal GDP vs. real GDP. In 1939, the classic movie Gone
with the Wind earned $32 million dollars in the box office. To many it is considered the number
1 film of all-time. Jump ahead to 2012, Silver Lining Playbook (a pretty good film) earned over
$100 million dollars. The point being that inflation (which you’ll read about later) can have a
significant impact on numbers.
There are some important correlations involving GDP. Correlation does not mean causation but
it is interesting to note that nations with higher GDPs tend to have higher literacy rates, lower
infant morality, better health and longer life spans.

However, there are some flaws to GDP. For example,
GDP does not account for all production such as unpaid work, informal exchanges, and illegal
activity. It counts negatives such as war and hurricanes as positives. It does not take into account
externalities such as pollution.
Additionally, GDP does not take into account the time it may have taken to create the product.
Or in other words, it accounts for benefits but not cost.

Others claim that it is too simplified and that it cannot possibly measure real standards of living
because it does not take into account income distribution.
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Another concern about GDP is the fact that governments may have an incentive to increase the
GDP by increasing their spending. But of course the money comes from taxpayers. Some argue
that to gain a more accurate picture of the economy any GDP statistic must include the percent of
government spending.

Economist Frank Shostak argues in his paper, “What’s up with the GDP?” that GDP is an empty
abstraction devoid of any link to the real world, and, therefore, has little or no value in economic
analysis. According the Shostak,
“The GDP framework cannot tell us whether final goods and services that were produced during
a particular period of time are a reflection of real wealth expansion, or a reflection of capital
consumption. For instance, if a government embarks on the building of a pyramid, which adds
absolutely nothing to the well-being of individuals, the GDP framework will regard this as
economic growth. In reality, however, the building of the pyramid will divert real funding from
wealth-generating activities, thereby stifling the production of wealth.
So what are we to make out of the periodical pronouncements that the economy, as depicted by
real GDP, grew by a particular percentage? All we can say is that this percentage has nothing to
do with real economic growth and that it most likely mirrors the pace of monetary pumping. We
can thus conclude that the GDP framework is an empty abstraction devoid of any link to the real
world.”
Please summarize Shostak’s argument.
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According to Milton Friedman,
“Spending isn’t good, what is good is producing. What we want to have is more goods and
services. Government spending is ok for those things, those services that we believe that we can
get more usefully and more effectively through government. If people are getting their money’s
worth- fine. That’s why it is very desirable to have government expenditures occur as much at
the local level as possible, because you as a citizen of a local community can judge if you are
getting your money’s worth and you can decide if you want to spend it. But when it comes to the
federal government you tend to think that you are spending someone else’s money. In a way you
are, but he is spending yours.”

It is important to note that standards of living
only improves when there is real wealth
production.
Other methods of calculating GDP may take
this into account.
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And according to Senator Robert Kennedy in 1968,
"The Gross National Product includes air pollution and advertising for cigarettes, and
ambulance to clear our highways of carnage.
It counts special locks for our doors, and jails for the people who break them. GNP includes the
destruction of the redwoods and the death of Lake Superior.
It grows with the production of napalm and missiles and nuclear warheads... And if GNP includes
all this, there is much that it does not comprehend.
It does not allow for the health of our families, the quality of their education, or the joy of their
play. It is indifferent to the decency of our factories and the safety of our streets alike.
It does not include the beauty of our poetry or the strength of our marriages, or the intelligence
of our public debate or the integrity of our public officials...
GNP measures neither our wit nor our courage, neither our wisdom nor our learning, neither our
compassion nor our devotion to our country.
It measures everything, in short, except that which makes life worthwhile; and it can tell us
everything about America - except whether we are proud to be Americans."
Please summarize Senator Kennedy’s critique of GDP.
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On another note, you may have noticed that Senator Kennedy used the term GNP and not GDP.
GDP refers to production within a nation’s borders. Gross National Product (GNP) refers to
production based on ownership and is not restricted by borders. So if an American company
produced a product in Thailand it would not count toward GDP of the United States, but it would
count toward the GNP of the United States.

Please use only 6 words to summarize GDP.

Additionally use the site below to look up the GDP of our last 4 quarters.
http://www.bea.gov/

Supplemental Reading
Keeping Score by Charles Wheelan
Pay close attention to the paragraphs about GDP.
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Unemployment rate:
The unemployment rate is another key indicator of the health of the economy. High employment
rates signify an unhealthy economy. The bureau of labor statistics conducts random surveys to
acquire the unemployment rate.
In terms of employment status there are three classifications:
1. Employed- members of the labor force who have jobs.

2. Unemployed- members of the labor force who do not have jobs but are looking for jobs.
3. Not in the labor force- those who are eligible to be in the labor force but don’t have jobs and
are not looking for jobs. This includes full time students, disabled, retired, and those
prevented by family responsibilities.
The labor force is found by adding all employed and unemployed workers together.

To find the unemployment rate the BLS divides the unemployed by the labor force and multiples
the number by 100.
number unemployed
Unemployment rate = ______________________________
number in labor force

X

100
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In June of 2013 there were 155, 835,000 in the U.S. labor force.
144,058,000 were employed and 11,777,0000 people who were unemployed.
What was the unemployment rate in United States in June of 2013?

11,777,000 unemployed
Unemployment rate = ________________________ =

7.6%

155,835,000 in the labor force

In June of 2011, the
unemployment rate was above
9.0%, since then it has been
steadily dropping
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Economic downturn is a major contributor to the unemployment rate, however economist
recognize that there are other reasons beside a weak economy that may cause a person to be
unemployed. For example, economist claim that some unemployment is a natural consequence
of changing economies.
The natural rate of unemployment (NRU) is about 4.5%, so when a nation’s unemployment
rate falls to 4.5% the economy is said to be operating at full employment.
Reasons for natural unemployment:

1. Frictional unemployment- When a person
first enters the workforce after graduation or if
a person leaves a job to find a better job that
person is said to be frictionally unemployed.
2. Structure/Technological unemploymentSome products or skills become obsolete and
as a result the jobs needed to create those
products or that utilize those skills also become
obsolete. Therefor the supply of labor exceeds
the demand for that labor. Workers leave the
field to develop new skills so that they can
enter new fields that are more useful to society.
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3. Seasonal unemployment- is an extension of
structural unemployment in the sense that there
are some jobs that have higher demand during
specific periods of the year. For example,
there really isn’t much demand for a life guard
on the Ocean City beach in the dead of winter.
And most shopping malls don’t employ a Santa
in the middle of August.

There are other reasons for unemployment that can be attributed to struggling economies.
1. Cyclical (Keynesian) unemployment- occurs when there
is less demand for products. People lose their jobs,
consequently they have less money to spend resulting in
lower aggregate demand and more job loss. Often
governments intervene to try to stop the downward spiral.
2. Classical unemployment- Although debatable, classical
economist believe that some unemployment results from
inflexible wages that exceed the equilibrium price
resulting in more labor being supplied than demanded.
Additionally unemployment benefits remove the incentive
to quickly find new work thus extending periods of
unemployment.
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As mentioned before the natural rate of unemployment is 4.5% to 5% any number above that is
most likely attributed to cyclical reasons. By looking at the unemployment rates over a period of
years we can trace the health of the economy over time.
Another way that economist
classify unemployment is
voluntary or involuntary.
Friction unemployment is
considered voluntary and to a
degree so is structural.
Structure in the sense that some
people opt to stay in field that
they know will be outdated.
Seasonal can also be viewed as
voluntary unemployment.
Cyclical is involuntary and this
is where the government directs
its attention.

When we experience unemployment rates above 4.5% it can be a sign of current or past
struggles.
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Economic cost of Unemployment
Lost of potential output.- labor is a natural
resource, and when we have a lot of people not
working we are wasting an important natural
resource. According to economist Melvin Okun,
as a rule of thumb a 1 percent increase in
unemployment will result in a 2 percent decrease
in GDP.

Later in this unit we will see how economic policies are developed based on the premise that
employment and GDP growth are tied together.
Loss of income by workers- Unemployed
workers experience a loss of income and as a
result the economy sees a reduction in both
spending and savings. Additionally, long
periods if unemployment take from potential
retirement nest.
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There are additional negative economic outcomes of unemployment.

The loss of government revenue- The
unemployed do not contribute to taxes and in
fact usually collect unemployment insurance.

Economic drag- If the number of unemployed
becomes too large, money from other programs
must be shifted to unemployment programs or
taxes are raised on those who have jobs.
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As with GDP, unemployment gives us a good indication of the health of the economy but it is not
perfect, it also has its flaws. For starters, unemployment does not count discouraged workers or
in other words those who have given up looking for work. Some say that if we counted these
people in the unemployment calculations the our real unemployment rate is 17%.
It also doesn’t count marginally attached people who are not working, not looking for jobs, but
have indicated that they would like a job.
Additionally, involuntary part-time workers are not counted as part of the unemployment rate.
These are the people who would like full time jobs but can only get part-time hours. They are
partially employed.
For example, lets say a former salesman who made over $100, 000 a year, loses his job. To make
ends meet and to stay busy he picks up 2 part time jobs that pay him just above minimum wage.
To that individual he is not better off but according to the data , he lost one job but gained 2, a net
of plus 1 in the job creation tally.
Regardless of length, citizens are also counted as “employed” if they did any work for pay or
profit during the survey week. Also unpaid family workers are also considered employed.
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The 2012 chart below show the number of unemployed workers but it takes into account
alternative measures of labor underutilization.

How does labor underutilization hurt of economy? What would you do to lower the
unemployment rate?
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Another issue with unemployment rates is that generally when we hear about the unemployment
rate it is the national unemployment rate. This rate may prompt the government to “do
something” but the unemployment rate is not uniform.
Employment rates vary across states, cities, and professions. This is natural, if one state is
suffering from a large unemployment rate then they should look to see what other successful
states are doing. All professions experience ups and downs, but not all at the same time.
The fallacy of composition refers to the error of thinking that what is true for individual parts
must be true for the whole. Blanket laws used to lower unemployment in one sector of the
economy or area of the nation can have adverse effects on other. Caution must be used.
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Another common error that politicians utilize is to simply create jobs to lower unemployment but
not to be productive. For an economy to grow production matters. Below is an idea that Bill
Clinton and the mayor of New York City both support.

Would you pay to have someone paint your roof white? Why or why not?
What percent of your neighbors do you think would pay to have their roofs painted white?

Would you support legislation to have the government create a “paint your roofs white”
program? Why or why not.
To solve unemployment why doesn’t the government just give people $10,000 and a shovel and
tell them to dig ditches and then fill them back in.?
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Inflation rate:
Before we get into inflation rates, lets review money.
Remember, anything can serve as money.
The following items have served or continue to serve as money today in specific places.

Gold

Salt

Brass Rings

Tobacco

Toys

Crocodile

Sea Shells

Remember money serves as a. . .
1. Medium of exchange- transactions are easier to conduct
2. Store of value- you can trade money at anytime. You can sell your crops now and buy
something a year later- long after your crops have rotted.
3. Measure of value- Money does not have any intrinsic value it only measures value.
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Use what you know about money to answer the following questions.
1. If tobacco served as money predict how tobacco farmers would respond.
2. Joe is stranded on an island made of gold. Joe dies in a week- why?
3. You live in a society where there is no money. You mow lawns in the summer,
would it be more or less difficult to trade a mowed lawn for a book bag? Why?

4. "they are taking our money" is a common argument from anti-trade advocates.
What is the flaw of this argument. Hint: what is the answer for question 2.
5. You are stranded on a deserted island and a brief case of a million dollars falls
from the sky, are you now richer? Why or why not?
6. Imagine if the mythical cities of gold did in fact exist and the Spanish
conquistadors were able to find these cities and ship all of the gold back to Spain.
What would have happened to prices in Spain and in Europe? Would the Spanish
have been richer?
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Inflation Rate:
Inflation rate refers to the rate at which the general level of prices for goods and services is rising,
and, subsequently, purchasing power is falling. Since money itself has no intrinsic value its
purchasing power can fluctuate. The inflation rate is the percent of increase in the average price
level of goods and services from one month or year to the next. In general prices and wages rise
usually at rate of about 2-4%. Since 1914 the average annual rate of inflation has been about
3.4%. But why do prices rise?
There are 3 basic explanations for an increase is price
1. Demand-Pull: This occurs when the demand becomes larger than the current supply. If
prices don’t rise the supply will sell out. Consumer competition leads to higher prices. There
are various causes of demand pull.

a. A growing economy- As people work more and have more money they spend
more. Additionally, there is an expectation of future inflation (future higher prices)
so consumers are incentivized to buy more now.
b. Government fiscal policy- When the government lowers taxes they create more
able and willing consumers and when the government increases spending they also
increase demand
C. New Technology- can change markets
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2. Cost – Push: This occurs when the cost of resources increases. There are various causes of
cost-push.
a. Price of Resources- When the resource price increases suppliers must raise prices
to stay in business. The price of oil is an example of a resource that can have a large
impact on the economy. Other argue that labor wages increases inflations.

is

Some economist argue that the cost-push does not exist, that instead the cost-push
merely a reaction to the demand pull and changes in monetary supply.

b. Government involvement- Regulations, price controls such as minimum wage,
tariffs, and taxes and subsidies all have an impact on cost
3. An over-expansion of the money supply: According to Milton Friedman, “Inflation is
always and everywhere a monetary phenomenon.” To Friedman and others, inflation occurs
because there is excessive money supply created by the federal reserve. The money supply is
not just cash, but also credit, loans and mortgages. When loans are cheap, then there will be
too much money chasing too few goods, creating inflation. The prices of just about
everything will increase, even though neither demand nor supply has changed. Or in other
words, when the quantity of money exceeds the quantity of goods and service that are
produced.
The truth is inflation in the United States is made in one place and
one place alone, the printing presses of the federal reserve. 342
Milton Friedman

Economist who believe that excessive money supply is the main cause of inflation use the
following equation to support their claim.

MV= PQ
M- Money Supply
V- Velocity of Money (how many transactions are made.)
P- Price level
Q- Quantity of goods and services (output)
If the money supply increases and velocity and Quantity produced (output) have
stayed the same, then what must happen to price in order for the equation to
remain equal?
If the money supply increases at a rate that is higher than the increase in GDP, we
will see an increase in price.
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How is inflation measured?
Inflation is measured by using a price index. A price index measures the average change in
price of a type of good over time. The Consumer Price index (CPI) is a price index for a
“market basket” of consumer goods and services. The CPI is determined by consumer and store
surveys.

After the current average price is determined it is compared to a base period. The based period
that is used is 1982-1984. Changes in the average prices of these items approximate the change
in the cost of living. Therefore CPI is also known as the Cost of living index.
Research theories that attempt to
explain why inflation rates seem
to have skyrocketed starting in
the early 1970’s.
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The following is a hypothetical example of how CPI is determined.
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Limitations of CPI as a measure: As with any statistic there are limitations to using CPI to
measure inflation.
1. Substitution Bias- People buy substitutes if prices are too high. CPI doesn’t take this into
consideration.
2. Outlet/Discount store bias- CPI doesn’t take into account that people may buy goods at a
discount store.
Acme- average price of a chicken fryer (small whole Chicken)- $7.41
Bottom Dollar – same item or similar item- $4.00
3. New Product bias
Mobile phones in 1983- $3995, 1998 $200- but mobile phones were not included in the CPI
until 1998.
4. Quality change bias- technological improvements make items better and last longer.
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Inflation and Standard of Living:
In its most basic sense, time is a measurement of value.
Inflation results from an increase in prices and wages. And price and wage is a measure of time.
But, how does that impact us and our standard of living? As French economist Frederic Bastiat
pointed out, “we work to live not live to work.” The opportunity cost of work is leisure.
Think about the following scenario:

Johnny works as a landscaper in 1996 and he makes $10 per hour. He decides to buy a movie
ticket for $5.00. We can say that he traded a half hour of his time for the movie ticket.
If in 2013, Johnny still makes $10 per hour but the movie ticket now cost $10. He now has to
trade a full hour of his time for the movie ticket.
When we speak about cost of living we generally speak in terms of the nominal cost of living
which is the cost in current dollars of the basic good and service that people need. But when we
attempt to compare different time periods we need to speak in terms of the real cost of living.
The real cost living is the nominal cost of basic goods and services that have adjusted for
inflation.
.
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The same holds true for wages, nominal wages are wages based on current prices, while real
wages are nominal wages that have been adjusted for inflation.
We often hear about the good old days when prices were significantly lower. We have all heard
an elder say, “back in my day it only cost 10 cents to go to the movies.” That is true but how
much money did people make?
Wages need to keep up with the cost of living if the standard of living is to remain the same.
“The cost of living is indeed going up—in money terms. What really matters, though, isn't
what something costs in money; it's what it costs in time. Making money takes time, so
when we shop, we're really spending time. The real cost of living isn't measured in dollars
and cents but in the hours and minutes we must work to live.” – Report of the Dallas
Federal Reserve 1997
American essayist Henry David Thoreau (1817-62) noted this in his famous book, Walden:
"The cost of a thing is the amount of. . .life which is required to be exchanged for it,
immediately or in the long run."
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Thankfully, our standard of living is
improving. Take a look at the 1897 prices of
products offered by Sears. Wow!!! Imagine
only paying $13.50 for a telephone. But if
you take a look at the 1997 equivalent price a
telephone would cost $1,202.23.
That means the amount of time that it would
take to make $13.50 to buy a phone in 1897
is equal to the amount of time that it would
have taken to make $1,202.23 in 1997. For
our landscaper Johnny it would take about
120 hours or 3 full-time work weeks.
Look at other examples,
Would you spend $66.00 dollars on scissors?
Or $11.58 for one pair of socks?

If you take a look at the bike it is possible
that someone may spend $2000 on a bike but
how do you think the quality would compare
to a bike make in 1897?
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Wages need to keep up with the cost of living if the standard of living is to remain the same.
But what happens if they don’t?
Lets take a look at some former and current salaries of Presidents.

Presidential salaries are not linked to increases in inflation. Imagine an extreme case. As you
can see from the chart, Washington’s $25,000 salary in 1789 was equivalent to $321,863 in 2011.
Imagine if there was constitutional amendment outlawing an increases to the President’s salary
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starting with Washington. Obviously, $25,000 has less purchasing power today.

Excessive inflation hurts everybody, but who is hurt the most by inflation?
Lenders- When they get the their money back it isn’t worth as much, therefore they must charge
interest to adjust for inflation. But inflation rates are hard to predict.
Those on fixed incomes.- What someone receive in Social Security in 1990 doesn’t go as far in
2014. If incomes don’t adjust, their standard of living will fall.
People who save their money. I’ll save today to buy tomorrow but tomorrow’s prices are higher
than today.
The uncertainty over higher prices makes efficient economic decisions more difficult to make.
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If wages don’t keep up with inflation rates than there will be a problem!!!
Wages usually don’t produce inflation, they usually try keep up with inflation. As a result
inflation takes from everybody until their wages adjust.
Extreme cases such as hyperinflation (inflation where increases are severe and quick) can
destroy entire nations.
Imagine living in a country where if you ate breakfast at a café your second cup of coffee would
cost more than the first cup. Or living in a nation where people insisted on being paid in the
morning so they could shop during lunch, because they knew that prices would double by dinner
time.
Excessive inflation can and has sent nations into a tailspin.
Inflation rates can speed up and slow down but they are always a positive number. Deflation is
when average prices drop. This sounds good but it can actually be worse than inflation, in fact
depressions usually follow deflationary periods. The reason being that when prices drop,
suppliers stop producing and layoff workers.
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Use what you know about inflation to answer the following questions:
Inflation scenarios
1. Larry borrowed $5000 from Ronnie in 1955. Ronnie pays it back in 2005.. Why has inflation
benefitted the borrower or in other words why has it hurt the lender?
2. Jan is retired and receives a monthly check of $2000 dollars from social security. How will
inflation impact her life in the future?

3. Sally makes 50,000 dollars in her first year of work and is scheduled to make $51,000 the
next year. During that period of time the inflation rate was 4% , has her standard of living
improved? Why or why not?
4. In 1960, Mark bought a house for $16,000. He made no improvements but sold it in 2013 for
$300,00, how did this happen?
5. Perhaps a better way of looking at inflation is to ask how much time does it cost to make
a chicken dinner? Why?
6. Why do some economist consider inflation that is caused by an increase in money supply a
hidden tax?
7. Individually we are all responsible for inflation. Agree or disagree?
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The business cycle:
The business cycle is the pattern of expansion, contraction and recovery in the economy.
Generally speaking, the business cycle is measured and tracked in terms of GDP and
unemployment – GDP rises and unemployment shrinks during expansion phases, while reversing
in periods of recession. Wherever one starts in the cycle, the economy is observed to go through
four periods – expansion, peak, contraction and trough.
Recession is typically used to mean a downturn in economic activity, but most economists use a
specific definition of "two consecutive quarters of declining real GDP" for recession. By
comparison, there is no formal definition of depression. While recessions have averaged around
10 months in length since the 1950s, the recovery/expansion phases have a much wider range of
lengths, though around three years is relatively common.

The movement of the economy through business cycles also highlights certain economic
relationships. While growth will rise and fall with cycles, there is a long-term trend line for
growth; when economic growth is above the trend line, unemployment usually falls. One
expression of this relationship is Okun's Law, an equation that holds that every 1% of GDP above
trend equates to 0.5% less unemployment.
The relationship between inflation and growth is not as clear, but inflation does tend to fall during
recessions and then increase through recoveries.
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Look up the following data for the United States over the last 4 quarters. GDP,
Unemployment rate, and inflation rate. Where are we on the spectrum?
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The name business cycle makes it sound like the cycle is very predictable but the opposite is true.
Peaks and Trough are extremely difficult to predict. The leading indicators are GDP,
Unemployment, and Inflation but there other indicators such as housing construction. It is also
sometimes hard to know exactly where we are on the cycle because some indictors such as
unemployment rates are what economist call lagging indictors. Lagging indictors are indictors
that manifest themselves after the economy has already begun to change.
But what causes contraction and what causes growth?
What causes the dip?
1. A Negative shock to the economy such as rapidly rising oil prices, stock market crash,
uncertainty with regards to government actions, terrorist attacks
2. Increase in interest rates making it more difficult to borrow money.
3. When supply is prevented from meeting demand – natural or man-made
4. Some say an increase in savings leads to an increase in inventories. Increased inventories
force firms to cut back production and layoff workers.
5. Other claim that irresponsible actions during the boom such as irresponsible lending and
borrowing, increased money supply, and misallocation of resources cause dips that are more
severe.
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What causes Growth?
1. Confidence in market caused by knowledge- uncertainty is the worst enemy.
2. Increased production causes firms to hire, which then increases demand
3. New technology- think 1990’s internet.
4. Increases in supply- supply creates its own demand.
5. Government??????
While the business cycle is a relatively simple concept, there is great debate among economists as
to what influences the length and magnitude of the individual parts of the cycle, and whether the
government can (or should) play a role in influencing this process. Keynesians, for instance,
believe that the government can soften the impact of recessions (and shorten their duration) by
cutting taxes and increasing spending, while also preventing an economy from "overheating" by
increasing taxes and cutting spending during expansion phases.
In comparison, many monetarist economists disagree with the notion of business cycles
altogether and prefer to look at changes in the economy as irregular (non-cyclical) fluctuations. In
many cases, they believe that declines in business activity are the result of monetary phenomena
and that active government inflation is ineffective at best and destabilizing at worst.
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Imagine for a moment that a patient named Johnny isn’t feeling very well. He decides to go to
the doctor’s office for a check up. After conducting a series of tests it is determined that Johnny
is unhealthy and that he is suffering from an illness.
Johnny is ushered into a room with a panel of 3 doctors. The first doctor explains to Johnny what
is wrong with him and that he has the correct medicine and treatments for him. If Johnny follows
his treatments and takes his prescriptions he will be cured sooner and in fact he will be even
stronger than he was before he came down with the illness.
The next doctor begins to speak and tells Johnny not to follow the first doctor’s advice. He
continues by saying that if he follows the first doctor’s advice that he will become more sick
because the first advice will not fix him and in fact the medicine that he was prescribed will make
him worse. He finishes by telling Johnny that he in fact has the correct cure.
The third doctor disagrees with the first two, he claims that the first two doctors are over-reacting
and that Johnny just needs to let the illness run its course.
By this point Johnny is terribly confused so he figures he will ask a couple of clarifying questions
about his illness. Johnny begins by asking what caused his illness. Unfortunately for Johnny he
once again gets three different answers. The first doctor says that he has been unhealthy for a
while and now he is noticing it, another says it was due to his life style when he was healthy, the
third doctor says it just naturally happens but also adds that the illness was made worse because
of some of the other medicine that Johnny is taking for a different illness.
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Extremely frustrated by this point Johnny asks what he should do after he regains his health to
make sure that the illness doesn’t occur again. Once again the doctors disagree with each other.
One says that he will need to be monitored by health professionals and that his diet and lifestyles
need to be regulated. The next doctor says his diet has nothing to do with his illness, it is due to
his lack of exercise. The third doctor says, don’t change anything but also adds that he needs to
get off the previous medicine because it is the previous intervention that has made a minor illness
into something far worse.
Johnny becomes discouraged, how can he possibly know the correct course to take? All doctors
are experienced and knowledgeable, they all speak with authority. They have all written
countless books and run their own medical schools. If Johnny went to any of these doctors
separately he would have taken each one’s advice, but together they have just made things
extremely difficult to understand.
Hopefully you would never find yourself in Johnny’s scenario but unfortunately for all of us this
exact scenario plays out every time economists speak about what the government should or
should not do to influence the business cycle.
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So what role if any should the government take to “fix” the economy? This is a question with no
simple answers, a question that has been debated for over centuries. This course is not intended
to answer this question, instead the purpose of this unit is to merely introduce various and
conflicting ideas presented by different economists and adopted by politicians. An additional
goal of this unit is to provide to you an account of what the varying economic philosophies state
to be the costs and benefits of each economic plan. There are no perfect solutions and certainly
there has never been a proposed solution that everybody agrees on.
When you start to read about the various ideas, like the patient Johnny, each one will sound very
convincing and correct but when countered by a conflicting idea that is equally convincing you
will begin to see why there are no simple answers.
As we explore these various positions it is important to remember a couple of core lessons that
cannot be altered or conveniently pushed off to the side while economic policy is being created.
1. Resources are scarce and economics is intended to allocate scarce resources with alternative
uses to their most useful place.
2. Money measures wealth but is not wealth.
3. True wealth creation comes from producing what others want. This is the only true way to
grow the economy and to increase standards of living.
4. You can only acquire wealth two ways – making/trading for it or taking it from someone
else.
5. What is unseen is just as important as is seen.
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And lastly and most importantly, #6 comes from
economist Henry Hazlitt,
The art of economics consists in looking not
merely at the immediate but at the longer effects
of any act or policy; it consists in tracing the
consequences of that policy not merely for one
group but for all groups.- Henry Hazlitt
Economics in One Lesson ,chapter 1.

To forget about these important lessons usually leads to failed economic policies that are based
on fallacy and popular opinion.
While these lessons are applied to microeconomics and individual markets, they especially need
to be applied to the macro economic approach. The reason being that in microeconomics we are
dealing with one market but in macroeconomics we are looking at aggregate (everything) market.
Economic policy designed to impact the aggregate market can have intended and unintended
consequences that span over generations.
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The Market:
To begin with let’s review the supply and demand graph that we learned about in unit 3.
Price is located on the Y axis and quantity is located on
the X axis.
Price

Price and quantity demand have an inverse relationship
while price and quantity supplied have a direct
relationship.
Where the two curves intersect is considered
equilibrium. At equilibrium price the Quantity
demanded (the amount that people want to buy at that
price) is equal to Quantity supplied (the amount that
people want o produce at that price).

Bananas

Supply

Qp
Demand
Qe

Quantity

The example on the right depicts the market for
bananas
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The Aggregate Market:
The aggregate market is a term used by economists to describe the total market in the nation.
Up to this point we have been looking at supply and demand graphs that could be labels, cars,
apples, workers. Aggregate markets are labels as countries such China, Canada, or the United
States. These markets include all goods and services produced in a nation.
Parts of the Aggregate Market

Price Level- Instead of price the aggregate
market looks at price level or the rate of
inflations. Like price this is charted on the Y
axis.
GDP real- in the aggregate market quantity is
considered total output or GDP real. Since GDP
is linked with employment, employment (Y) is
also measured on the X axis.
Aggregate Demand- The total amount of goods
and services demanded in the economy at a given
overall price level and in a given time period.
Just like the law of demand there is an inverse
relationship between aggregate demand and the
price level. Also known as "total spending".
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Aggregate demand is the demand for the gross
domestic product (GDP) of a country, and is
represented by this formula:
Aggregate Demand (AD) = C + I + G + (X-M)

Aggregate Supply- The total supply of goods
and services produced within an economy at a
given overall price level in a given time period.
Just like the law of supply, there is direct
relationship between aggregate supply and the
price level. Rising prices are usually signals for
businesses to expand production to meet a
higher level of aggregate demand. Also known
as "total output".

Because employment and GDP are linked it can
be said that
Y= C+I+G

A shift in aggregate supply can be attributed to a number of variables. These include changes in
the size and quality of labor, technological innovations, increase in wages, increase in production
costs, changes in producer taxes and subsidies, and changes in inflation. In the short run,
aggregate supply responds to higher demand (and prices) by bringing more inputs into the
production process and increasing utilization of current inputs. In the long run, however,
aggregate supply is not affected by the price level and is driven only by improvements in
productivity and efficiency. The Long Run Aggregate Supply (LRAS) is vertical at full
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employment.

Now that you have the basics of the graph let’s see how economists from the past have
attempted to steer the market. Prior to the 1920’s and 1930’s free market principles
dominated economic thinking. Government’s were hand’s off with government spending and
intervention in the market exceedingly low. Then came the Great Depression and with it came a
call to “do something.”
Around this same period an English economist named John Maynard Keynes became well known
for some of his writings dealing with how World War I ended and in particular how the harsh
terms of the Treaty of Versailles would ruin Germany, lead to future instability, and usher in a
new more dangerous government. Keynes became a well known name in the English
government and at the start of the Great Depression in England, politicians went to him for
advice.
Many people had read his famous book written in 1936 titled,
The General Theory of Employment, Interest, and Money. In that
book Keynes boldly claimed that regardless of what caused the Great
Depression, its prolonged effect was being caused by a lack of
aggregate demand. This lack of demand was due to a lack of spending,
which in turn lowered total production and unemployment.
Keynes continued by arguing that prices and wages were sticky and were not adjusting quickly
enough. As a result prices remained high while more people were losing their jobs. The solution
was straight forward to Keynes. Spend more money!!!!!!!
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Keynes reasoned that as more people felt uncomfortable about the future they would save their
money. This was a result of their lack of confidence and their self-preservation instincts that
Keynes termed their animal spirits. Their savings combined with other people doing the same
thing led to the paradox of thrift. Keynes claimed that if we all saved our money and nobody
spent their money, then more businesses were going to fail. For this reason Keynes argued that
governments needed to step in and fix the problem.
Keynes claimed that during a recession the governments needed to lower taxes and spend more
money. This would increase Aggregate Demand and GDP by increasing government spending
and consumer spending. Keynes continued by introducing his belief in the multiplier effect. In
short, the multiplier effect is how Keynes described the impact on government spending on the
economy. According to the multiplier effect it didn’t matter what the government spent the
money on, just as long as it spent money. Keynes reasoned that once money was spent by the
government that only a portion would sit in the pockets of the recipients and the rest would
continue to be spent. The continuous spending would “multiply” the impact of the money. As
transactions continued more products would be demanded and more jobs would be created.
Keynes also believed that central banks needed to lower interest rates and increase money
supplies. This would move the economy forward by increasing consumer spending and the
ability for business to borrow. To Keynes, waiting for the markets to reach equilibrium or
worrying about inflation was a pointless, as Keynes once stated, “in the long run we are all
dead.”
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Keynes also believed that once we were
out of a recession the government could
reduce its spending and increase taxes to
combat inflation and to prevent future
recession.
Keynes believed in significantly
impacting aggregate demand and as a
result his approach is considered a
demand side approach.
To Keynes the biggest fear or concern
was the unemployment rate. He believed
that governments could decrease
unemployment by increasing AD and
GDP.
Governments took his advice.

To the right is a summary of the ideas of
John M. Keynes.
Create an acrostic using the letters
K.E.Y.N.E.S
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On another note,
Keynes’s, Paradox of Thrift puts citizens in a prisoners dilemma in that if we all seek or self
interest and save, we are collectively all worse off.

How does government try to prevent this situation from occurring?
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The Great Depression combined with the advice from Keynes led to a new era of government
spending. In the United States, programs were created to increase demand and to decrease
unemployment. Since the 1930’s government has become increasingly involved in the economy.
The results of this increased involvement are strongly debated by both supporters and the
opposition.
Politically, it makes sense. In the name of the general welfare politicians have increasingly used
the power to tax, borrow, and spend. Economically, perspectives vary. Today there is a lot of
debate over government spending and government’s role in the economy. But this is not a debate
that started recently, in fact as Keynes was writing his books and giving his advice to political
leaders, other economists claimed that Keynes could not be more wrong with his approach and
that his “solutions” would lead to bigger problems in the future.
Classical economics focus on the long run and on the forces that determine and produce growth
in an economy’s potential output. They emphasize the ability of flexible wages and prices to
keep the economy at or near its natural level of employment.
According to the classical school, achieving full employment and potential output is not a
problem; the economy can do that on its own. Classical economists recognized, however, that the
process would take time. They admit that there could be temporary periods in which
employment would fall below full employment but their emphasis is on the long run, and in the
long run all would be set right by the smooth functioning of the price system.
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Economists of the classical school saw the massive slump that occurred in much of the world in
the late 1920s and early 1930s as a short-run aberration. The economy would right itself in the
long run, returning to its potential output and to the natural level of employment.
In the 1930’s the classical approach fell short of providing satisfactory answers to a needy public.
And by the 1930’s free market advocates felt as if their established ideas were under attack. They
realized that their ideas necessitated a little patience and faith in free markets but unfortunately
for them when the public is left to decide between a politician who promises to fix the economy
and a politician that has faith in the market, the public more often than not wants someone who is
going to “solve problems.” It would take until the 1970’s for there to be a resurgence of classical
ideas.
Another one of those who questioned Keynes was
an Austrian economist named Frederich Hayek.
Hayek believed that the approach that Keynes
supported would lead the United States down the
road to serfdom. Hayek was one of the leaders of a
lesser known economic approach called the Austrian
school of economics. Although not perfectly aligned
with classical economists, Hayek is more closely
identified with the classical approach as compare to
the Keynesian approach.
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Hayek and his fellow free market advocates felt that there were significant flaws with the
Keynesian approach. First, Hayek believed that economics is based on human action and not just
a bunch of formulas and equations. Because of this, any “solution” was what he called the
“pretence of knowledge,” or in other words those who claim to know what to do are only really
pretending to know.
Hayek, also strongly disagreed with Keynes about prices and wages. Hayek believed that prices
and wages are flexible, although they may be slow to react they would eventually force the
markets back to equilibrium. He reasoned that as aggregate demand dropped and unemployment
rose, prices would fall and so would wages. Because prices and wages would fall in the resource
market, supply would increase. Increases in supply would create new demand, proving that
supply creates its own demand.
Like Hayek, believers in the free market also take issue with government spending. First,
opponents to government spending claim that government’s are not careful with tax payer’s
money, as Milton Friedman once stated, "Nobody spends somebody else's money as wisely as he
spends his own.” Secondly, how do they get the money and from who? By increasing taxes?
Borrowing? Or increasing money supply? As Friedman as stated, “there is no such thing as a
free lunch.” In summary, government spending has consequences.

371

The Austrian Perspective on the Business Cycle:
Many people like low interest rates, it gives them the opportunity to borrow money at a price that
they could not normally afford. When interest rates are low more houses are bought and
businesses invest in more long term projects. To free market advocates naturally low interest rate
are an important part of the business cycle but artificially low interest rates cause problems.
Frederich Hayek’s views on savings and interest earned him the Nobel prize in economics in
1974.
Hayek classified goods as higher order and lower order goods. To Hayek a higher order good
was a good or industry involving goods that are not ready for consumption but are necessary for
long term growth. Examples of higher order goods are things like research, grain for bread,
expanding coal mines, and a baker investing in new ovens. Higher order goods are important for
the overall growth of the economy. The problem arises when businesses have to decide on when
is the proper time to invest in higher order goods, remember they cost money.
Lower order goods and services are goods that are consumed immediately. Services and goods
such as food or a car may be considered lower goods in that they are bought and utilized
immediately. Businesses must provide lower order goods to survive. You don’t buy higher order
goods, when was the last time you walked into a store and bought five dollars worth of research?
So to stay afloat, businesses need to balance both types of goods.
So the big question is how does a business know when to invest more in higher order goods and
less in lower order goods?
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One of Hayek’s biggest debates with Keynes concerned the nature of savings, interest rates, and
money supply. To Hayek, savings are good. Increased savings increased the amount of loanable
funds in the banks, thus lowering the interest rates naturally. Lower interest rates incentivize
firms to invest in long term projects and higher order goods.
According to Hayek, if allowed to naturally occur, a perfect coordination takes place between
savings, interest rates, and time. Hayek claimed that when a person saves their money they are if
effect saving for future consumption. Additionally, they are signaling that currently they have
less demand for lower order goods and services.

Because of lowered interest rates and reduced demand for lower order goods, companies begin to
focus more attention on high order goods. Simultaneously as consumer demand drops for lower
order goods, the need for labor and resources for lower order goods begins to drop. This frees up
labor and resources so that they can be utilized to create of higher order goods. This results in the
long term growth in economies. When overall savings decreases and consumers are signaling
that they are ready to resume buying lower order goods the firms will be ready with new and
improved products. This allows business to grow even during recession.
Hayek explains that when the Federal Reserve keeps interest rates at artificially low levels
consumer savings no longer serve as a signal to invest. The demand for both lower order goods
and higher order goods cause high inflation and resources to be overextended. Additionally, the
lower interest rates stimulate borrowing but there hasn’t been an increase in loanable funds to
borrow because people haven’t really increased their savings.
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Since the interest rate is artificially set it does not increase in response to the shortage of money
in banks. To keep the economy flowing the central banking system (the Federal Reserve)
expands the money supply to meet the need
for investors. This leads to an unsustainable boom
and an overuse of resources created by excessive
credit. These credit created booms often lead to
malinvestments or waste. The increased use of
resources and the issuing of excessive paper money
by the Federal Reserve results in inflation and high prices
which lowers consumer demand causing contraction.
Hayek, believed that the recession was in fact a waking up period where firms realize that they
cannot continue to overextend themselves if they hope to survive. They begin to cut back in long
term investments as the money supply contracts.
This ends in waste as projects go unfinished.
According to Hayek, recession is a period where the
economy has to adjust back to reality. Those who
agree with Austrian Business Cycle claim that often
the next step is for the government to step in to find
out what happen. Businesses and banks are often
blamed for malinvestments and improper loaning
practices that leads to future regulation.
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To summarize the Austrian perspective of the business cycle.
Savings is natural, during recession business can borrow and expand their businesses and when
demand returns to higher levels, the business will be prepared to meet the new demand. It is
during recessions that business can re-invent themselves.
Hayek and others feared that if interest rates are kept artificially low by the Federal Reserve and
spending continues we will experience high inflation. To free market advocates government
created inflation represents theft and a hidden tax without representation. Those who believe that
inflation is theft claim that the government is simply devaluing currency and savings so that they
can have money for their programs. We pay more for our bread because of an increase in the
money supply.

To Hayek, recessions are natural, it is the boom that we need to study. Hayek’s theory was that
easy money policies and cheap credit leads to an over-expansion of the economy called bubbles.
When the bubble burst, a recession follows that is more severe than it would have been without
the government’s interference.
Hayek’s biggest fear other than inflation was that if we continued down this road, that we would
have no choice but to rely on the government for assistance.
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From the 1930’s until the mid 1970’s, the
arguments of Hayek and other free market
advocates fell on deaf ears. Their arguments
would resurface in the late 1970’s and
through the 1980’s.

Create an acrostic using the letters
H.A.Y.E.K.
Economics is based on human action,
behavior, and motivation.
Praxeology is the idea that humans engage
in purposeful behavior and not just instinct.
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Summary
To Hayek:
Only real savings should lower interest rates, not the Fed. Interest rates drop as private savings
increase.
During recession: We will stay at full employment if prices and wages are allowed to be flexible.
Runaway inflation is a wealth destroyer that lowers the standard of living, this must be feared
during the boom. Inflation hurts everybody but especially those who have money.
To Keynes:--Spending!!!!!!!
During a recession: Only prices and wages will stay the same (prices and wages are sticky) and
employment drops. Government spending during a recession will increase employment, GDP,
and AD and will not have an impact on price level until full employment is reached.
Cyclical unemployment and underproduction is the biggest concern. Free Markets can not be
trusted to provide full employment.
Economies can suffer from insufficient aggregate demand because people want to acquire liquid
assets (stocks, bonds, etc.) rather than real goods.

Supplemental Readings: Keynes vs. Hayek Raps
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But who is right?
Is it the Keynesians who stress that government spending
and manipulated interest rates are the most effective
methods to produce an efficient economy?
Or are free market advocates correct when they claim that
government spending and manipulated interest rates only
make things worse and impeded progress?
The next couple of pages will hopefully provide you with
some insight to how both of these philosophies interpret the
supply and demand graph and how these interpretations
influence their positions.
Let’s revisit the Aggregate Supply and Demand graph.
The entire purpose of these graphs is to find the Price level, GDP, and Unemployment levels.
And more importantly to determine how changes in one of indicators impacts the other two.
Remember to neo-Keynesians the biggest concern if unemployment and underproduction, to free
market advocates such as those who support neo-classical economics or the Austrian School of
economics the biggest fear is runaway inflation that destroys wealth.
The diverse opinions by both sides has led to differing interpretations the Long Run Aggregate
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Supply (LRAS) curve.

The Keynesian Aggregate Supply Curve
Diagram a

Diagram a show the unique shape of the LRAS according to
Keynes. The shape can be attributed to Keynes’s belief that
prices and wages are sticky.
To Keynes one of the key concepts that needs to be
understood is that prices and wages are sticky. That we
cannot expect suppliers to lower prices and workers to accept
lower wages. As a result, when Aggregate demand falls we
will continue to see higher prices and higher wages while we
experience a drop in GDP and employment. This results in a
surplus of goods and workers.

Diagram b

Keynes reasoned that as AD fell below full employment
there was no reason to think that demand would increase as
prices and wages remained high. Keynes felt that prices
would begin to rise once the economy reached full
employment.
AD 1
AD

In diagram b, (AD ) represent demand that is at full
employment. As AD falls to (AD 1) employment (y) falls as
does GDP real, but prices and wage remain at the same point.
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Diagram c

A

C

B
AD 1

AD

Diagram d

P4
AD

AD 1

AD 2

Q1

Q2

AD 3

Diagram c shows how Keynesian theory applies to the
labor market. At point (A), wages and quantity of labor
are at an equilibrium point. Next there is a downturn in
the economy and AD for labor has dropped. If wages
were not sticky they would lower to a new equilibrium
point (B). But since wages are sticky they remain high.
At point (C) there is a surplus of labor because at the
current wages the amount of labor that firms are willing
to hire is less than then the supply of labor that workers
are willing to provide. The result is higher
unemployment.
Keyes believed that prior to reaching full employment
any increase in spending whether by the consumer or by
the government would only increase GDP and
employment. In terms of inflation, Keynes argued that
inflation is only a threat if aggregate demand continues
to grow after the economy has reached full employment,
prior to that point spending would not result in price
increases. In Diagram d, we can see as AD increases
there is no inflationary pressure until AD reaches full
employment. After reaching unemployment any
additional spending with result in an increase in prices.
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Diagram e

Diagram e, shows the LRAS according to classical
economist. As you can tell the shape is completely
different that the LRAS in Keynes’s models.
The LRAS is vertical and at the same point of full
employment because Classical economist believe that
resources prices and wages are flexible.
This model says that the government doesn’t need to get
involved because the market will fix itself. But how?
In diagram f, point (A) represents an equilibrium at full
employment. When there is a reduction in aggregate
demand employment decreases, GDP decreases, and
inflation rates will slow down. point (B).

Diagram f

1

The key here is that prices level drops in both the product
market and the resource markets. Meaning resource
prices and wages drop and as a result it cost less to supply
products. Because the cost of production decreases we
see an increase short run aggregate supply as companies
are able to produce more at lower prices. The wages and
prices allow the economy to shift back to full employment
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point (C).

Classical economist claim that this will occur as long as wages can adjust.
But what if prices and wages cannot adjust? What keeps prices and wages elevated? Or in other
words what can keep the market from clearing?
According to Keynes, prices and wages are sticky. Sticky prices are natural, people are slow to
react, who wants to sell their products for lower prices and who wants to work for less? Nobody.
Classical economist stress that the expectations of the workers plays a major part on whether or
not the market will reach equilibrium.
Workers with rational expectations will revise their expectations instantaneously, accept lower
wages and keep their jobs. Workers with adapted expectations take a longer time to revise their
expectations. It may take workers weeks, months, or even years but eventually they will adapt
their wage expectations and accept lower paying jobs.
Free market advocates stress that prices and wages are flexible in theory but in reality there are
restrictions preventing total flexibility. To them unions, minimum wage laws, and prolonged
unemployment benefits prevent the market for reaching equilibrium because wages and worker
expectations are prevented from adjusting accordingly and in a timely fashion.
Write the top three arguments that support Keynesian ideas and the top three arguments that
support Classical ideas. Pretend that you are trying to convince the President to follow one of
the ideas. Write a closing quote for each philosophy.
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How it works during Inflationary periods?

According to classical economists. . .

Diagram g

If Aggregate Demand increases
(LRAS)

(SRAS) 1

P.L.

Both Prices and GDP will increase.
P2

(SRAS)

C

P1
Pe

In the long run – an increase in
price will not lead to an increase in
output.

B
A

Why?
(AD) 1
(AD)
Qe
Qy

Q1

G.D.P real

Because as prices increase in the
product markets so do the prices in
the resource markets which
includes labor and wages, rent,
and materials.

As a result the Aggregate supply
will shift to the left (decrease) and
we will find ourselves back at full
employment.

How it works during Recessionary periods ?

According to classical economist. . .

Diagram h

If Aggregate Demand decreases.

(LRAS)
P.L.
(SRAS)
(SRAS) 1

Pe

A

In the long-run a decrease in price
will not lead to a decrease in
output.

C

Why?

B

P1
P2

(AD) 1
Q1

Qe
Qy

Both Price Level and output will
decrease.

(AD)

G.D.P real

Because as prices decreases in the
product market so do prices in the
resource markets which include
labor and wages, rent, and
materials.
As a result the Aggregate supply
will shift to the right (increase)
and we will find ourselves back at
full employment.

So who is right? Neo-Keynesians or Neo Classical Economist.
.

Diagram i.

There is some evidence that suggest both have valid
arguments. In terms of the Long Run Aggregate Supply
(LRAS), parts of both have been combined to form a
new LRAS curve that looks something like diagram i.
There are 3 phases to this curve. Each phases reacts
differently to changes in aggregate demand.

Diagram j.

When in the Keynesian Phase
Output can increase with no change in price. There is
spare room to grow. Any increases to AD will result in
no increases in price level, no inflationary pressure,
only increases in GDP and employment. The
Keynesian phase is closely associated with recession.
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Diagram k.

When in the Intermediate Phase
As AD approaches the curve the economy enters into an
intermediate phase.

An increase in aggregate demand increases GDP and
employment but we also begin to see a gradual increase in
price and some inflationary pressure as some industries
become fully employed.

Diagram L.

When in the Classical Phase
The economy is operating at full employment.
Any and all increase in AD will result in an increase in
price and in increase in inflationary pressure. This phase
is associated with expansion and growth.
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Diagram m is intended to
serve as a quick reference to
aid your understanding to the
LRAS curve.

Diagram m.

Use what you know about
changes in our GDP,
unemployment rate, and
inflation rate to figure out
in what phase our economy
is currently operating.
It is important that the correct
government policy is use during the
correct phase. For example, if the
government continued to spend
money and lower interest rates
during the expansionary period we
would experience high levels of
inflation.
Brainstorm a list reasons that may make it difficult for the government to always be correct.
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How do governments increase or decrease the aggregate demand?
With all of this discussion about whether or not the government should change aggregate demand
it should also be pointed out to you just how the government can go about influencing the total
demand of the economy. Of course like all topics in this class there will be multiple and
conflicting points of view on exactly what is the proper way to influence the aggregate demand.
In terms of changing aggregate demand, the government has two very important tools in their
tool box; fiscal policy and monetary policy. Because both policies are intended to influence
demand both fiscal and monetary policies are categorized as demand-side approaches.
Fiscal Policy refers to the use of government revenue collection (taxation) and expenditure
(spending) to influence the economy. The two main instruments of fiscal policy are changes in
the level and composition of taxation and government spending in various sectors. Fiscal policy
is determined by Congress and can have a significant impact on the aggregate demand of an
economy.
Recall that Aggregate Demand = C + I + G + NX
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During Recession:
Taxation has a major impact on Consumer spending (C), if Congress wants to increase AD they
will lower taxes on consumers thereby keeping more money in the pockets of the consumer thus
increasing their willingness and ability to spend more.
Also during recession governments will spend more in order to increase the government spending
portion of the GDP and this will increase demand.
AD/GDP/Y

= C

+ I + G

+ NX

Fiscal policy that lowers taxes and increases government spending is considered Expansionary
fiscal policy. Expansionary policy involves government spending exceeding tax revenue
resulting in deficit spending and increased debt.
As the economy begins to stabilize and full employment is reached, fiscal policy normally shifts
to a Neutral fiscal policy. In neutral fiscal policy, government spending is fully funded by tax
revenue and overall the budget outcome has a neutral effect on the level of economic activity.

During Inflationary Periods:
During inflationary periods the economy is operating at full employment but the aggregate
demand cannot be met. Prices begin to soar as competition for resources increases.
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To slow down inflation and to pay off previous debt, Congress may elect to increase consumer
taxes and to decrease government spending. Contractionary fiscal policy occurs when
government spending is lower than tax revenue, and is usually undertaken to pay down
government debt. Governments that engage in contractionary fiscal policy often run annual
surplus.
AD

= C

+ I + G + NX

Objections to Fiscal Policy:

Crowding out: Classical and neo classical economists argue that increase in government
spending and borrowing leads to higher interest rates which lowers aggregate demand and
negates government spending. Also there is a crowding out in terms of resources. As
government financed project use scarce resources the prices of those resources increases making
tougher for private enterprises to compete.
Neo classical economists argue that public spending leads to inflation.
Often mismanaged due to lag- Classical economists argue that lag time between implantation and
noticeable impacts cause governments to create improper policies and policies that are difficult to
evaluate.
There are no free lunches- government spending comes from somewhere and it isn’t free. It
comes from taxpayer money and increased borrowing. This can lead to higher prices and an
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increase in national debt.

Extra:
The Multiplier Effect
This concept was very important to Keynesian way of thinking.
Imagine if you were walking on the beach and you found $100. There is nobody around you and
you decide to keep it. There are two things that you can do with that new money. You can save it
or you can spend it. How much of the money would you spend?

The Marginal Propensity to Consume (MPC) is the portion of additional income that is spent.
For example, a MPC of .8 means that people spend 80% of additional income for consumption.
The Marginal Propensity to Save (MPS) is the portion of additional income that is saved.
Since you can only consume or spend the MPS + MPC = 1.
The Spending the multiplier- when an individual or the government spends money that money
gets multiplied.
For example, if the government spent money on a new school, the guy who laid the bricks gets
some of that money. Let’s say he spends 80% of that new money on a new truck, the guy who
sold the trucks receives money and he spends 80% of that on new appliances, a surf board,391
and a
computer. The impact is of spending continues.

The Spending multiplier
The Spending Multiplier = 1/ MPS
For example if the MPC= .8 and the MPS = .2 The spending multiplier = 1/.2
Spending multiplier =

1
.2

or

1
1/5

=5

Tip of complex fractions
Multiply the numerator and the reciprocal of the denominator.
Change in spending = initial change x multiplier
So in the government spend $100,000,000 and the multiplier = 5 then the change in spending is
$500,000,000.
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Practice

1. MPC= .9

As the Marginal Propensity to
Consume (MPC) gets smaller
spending multiplier also gets
smaller.

Spending multiplier = 1/MPS

Multiplier
1 or
1 =
.1
1
10

10
According to Keynes

2. MPC= .8

1 or
.2

1 =
1
5

5

1. MPC = .5

1 or
.5

1 =
1
2

2

1. MPC= .0

1 or
1

=

1

If the government puts
money in the system and the
multiplier is high then more
people get the money and
the economy starts to move.
But if the government spends
money and people just save
it then the multiplier effect is
smaller and the impact of the
government spending isn’t as
great.
Hence the Paradox of Thrift.
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1. If MPC is .5, how much should Gov’t
change spending to close the
recessionary gap?
First we need to figure out the spending
multiplier

LRAS

PL

AS

Pl
AD 1

Spending multiplier= 1/MPS
= 1/ .5 = 1 / ½= 2
If the gap is $40 billion then the government
needs to spend $20 billion.
2. If MPC is .8, how much should Gov’t
change spending to close the recessionary
gap?

AD
$60 B

$100 B

GDP real

If the MPC is high, the amount of
government spending needed to close
the recessionary gap is less.

Spending multiplier= 1/MPS
= 1/ .2 = 1/ 1/5 = 5
If the gap is $40 billion then the government
needs to spend $8 billion
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1. If MPC is .5, how much should Gov’t
cut taxes to close the recessionary gap?
First we need to figure out the spending
multiplier

LRAS

PL

AS

Pl

Spending multiplier= 1/MPS

AD 1
AD

= 1/ .5 = 1 / ½= 2
$60 B

$100 B

GDP real

To close the $40 billion dollar gap, the
government could spend $20 billion but this
is not the amount they should cut taxes.

In this situation, Consumers spend half of a tax
cut, so only half gets multiplies.

Disposable income increases $20 billion but
half is saved so the amount that gets
multiplied is only $10 billion.

Increase in saving= tax cut x MPS= $20
billion
Increase in spending= tax cut x MPC= $20
billion

The correct answer is $40 billion.
2. If MPC is .8 people are only saving .2
How should the government cut taxes?
Multiplier= 1/.2 1/ 1/5= 5
Tax cut = $10 billion

Change in savings= tax cut x MPS= 2 billion
Change in spending = tax cut x MPC= 8 billion
Total change in spnding = (tax cut x MPC) x
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multiplier

Economics is not science, there isn’t any proven answer. For example, in 2009 the government
of the United States spent almost a trillion dollars to stimulate the economy. There were mixed
reviews on its wisdom. Some very respected economist said we should have spent 2 trillion
dollars while other very respected economist claim that we shouldn’t have spent a single dime.
Who knows?
Classical economist also argue that governments do not produce wealth. When the government
spends they are not adding anything to the economy they are simply diverting money from
private spending to public spending.

Supplemental Reading: What is Seen and What is Unseen
Monetary Policy refers to the process by which the Federal Reserve controls the supply of
money, often targeting a rate of interest for the purpose of promoting economic growth and
stability. The official goals usually include relatively stable prices and low unemployment.
During Recession:
In an attempt to increase aggregate demand the Federal Reserve normally follows easy money
policies also know as expansionary policies.. By lowering interest rates and increasing the
money supply the Federal Reserve increases the ability and willingness of consumers and
businesses to make long term investments.
AD

= C

+ I + G + NX
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During Inflationary Periods (economic growth):
During periods of expansion the Federal Reserve will normally follow tight money policies or
contractionary policies. The central bank may raise interest rates and reduce the money supply.
The purpose is to reduce the rate of inflation.
AD

= C

+ I + G + NX

Monetary Policy differs than Fiscal Policy in that it involves the Federal Reserve and money
supply but not revenue collecting and spending. It is important to note that monetary policy can
have an impact fiscal spending and debt.
Remember the Federal Reserve is independent from the Congress and therefor they may issue
monetary policies that contradict the goals of Congress. For example, if the Federal Reserve
wants to slow down inflation by following a contractionary policy while the Congress wants to
follow an expansionary policy to combat unemployment the economy can become out of whack.
In terms of objections to monetary policy, F.A. Hayek’s views on artificial interest rates and the
Austrian business cycle have been discussed at length. To add one thing to Hayek’s argument, it
is very difficult for any human to know everything. Because of lag and a lack of perfect
information, creating the correct monetary policy is difficult and must always be adjusted.
But how does the Federal Reserve change the money supply?
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The Money Market
Interest rates

People demand money for 2 reasons,
transactions and to hold it as an asset
instead bonds or real estate. Money
is more liquid than real estate or
bonds. Liquidity refers to the ease
that an asset can be converted into
cash.

When interest rates are high the
quantity demanded for money is low
because the price to borrow is high
and when the interest rates are low
people are more likely to be willingly
to borrow.

S2

Money
supply

S1

20 %

5%

1%

Demand for money
Quantity of Money

The Federal Reserve sets the supply of money. Aggregate demand can shift based on consumer
demand. This will raise or lower the interest rates.
In terms of supply, if the Federal Reserve increases money supply (s1) it will drive down interest
rates, if the Federal Reserve shrinks the money supply (s2) it will increase interest rates.
Monetary policy is increasing or decreasing money supply to speed up or slow down the
economy.
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But How does the Federal Reserve Work?
Open Market Operations:
The Fed buys and sells U.S. Treasury securities. Such buying and selling affects the amount of
excess reserves that banks have available to make loans and to create money. This is the primary
monetary policy tool used by the Fed. If the Fed buys Treasury securities, banks have more
reserves which they use to make more loans at lower interest rates and increase the money
supply. If the Fed sells Treasury securities, banks have fewer reserves which they use to make
fewer loans at higher interest rates and decrease the money supply.
Fed buying bonds= big money supply

Fed selling bonds= small money supply

Discount Rate:
The Fed can also adjust the interest rate that it charges banks for borrowing reserves. Higher or
lower rates affect the amount of excess reserves that banks have available to make loans and
create money. If the Fed lowers the discount rate, then banks can borrow more reserves, which
they can use to make more loans at lower interest rates, which then increases the money supply. If
the Fed raises the discount rate, then banks can borrow fewer reserves, which they use to make
fewer loans at higher interest rates, which then decreases the money supply. Changes in the
discount rate are most often used as a signal for monetary policy actions.
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Reserve Requirements:
The Fed can further adjust the proportion of reserves that banks must keep to back outstanding
deposits (the reserve ratio). Higher and lower rates affect the deposit multiplier and the amount
of deposits banks can create with a given amount of reserves. If the Fed lowers reserve
requirements, then banks can use existing reserves to make more loans and thus increase the
money supply. If the Fed raises reserve requirements, then banks can use existing reserves to
fewer more loans and thus decrease the money supply. This tool is seldom used as a means of
controlling the money supply.

Increase Money Supply

Decrease Money Supply

Reserve Requirements

Discount Rate

Open Market Operations

Feds Buys Bonds

Fed Sells Bonds
400

Economist Milton Friedman believed that a mismanagement of the money supply can have
devastating impacts on our economy. For example, Friedman strongly believed that in the 1930’s
the Federal Reserve made what should have been a normal recession into the Great Depression
because they improperly followed contractionary policies when they should have followed
expansionary policies.
According to Friedman, recessions occur when the growth of money is less than the rate of
growth of the real GDP. When this happens, there is not enough money to buy what has been
produced leading to inventory and layoffs.

Friedman argued that inflation occurs when the growth of the money supply exceeds the rate of
growth of the real GDP. There is an abundance of money and not enough goods and as a result
prices rise.
Friedman developed a money supply rule that
he felt would solve inflation. Friedman reasoned
that if the Federal Reserve Board were required
to increase the money supply at the same rate as
real GNP increased, he argued, inflation would
disappear.
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Summary: Fiscal and Monetary Policy

During Recession
Real GDP < Real Potential GDP Output is below full employment = High unemployment
Government wants to limit unemployment by increasing aggregate demand.
Keynesian approach:
Fiscal Policy: Lower Taxes and Increase Government Spending
Monetary Policy: Increase Money Supply and lower interest rates
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Classical Approach: If allowed markets will reach equilibrium, supply-side ideas

Summary: Fiscal and Monetary Policy

During Inflationary Periods
Real GDP > Real Potential GDP Inflation rate and prices increases, resources are overextended
Government wants to reduce inflation rate by decreasing aggregate demand.
Keynesian approach:
Fiscal Policy: Increase Taxes and decrease Government Spending
Monetary Policy: decrease Money Supply and increase interest rates
Classical Approach: eliminate artificially low interest rates, beware of bubbles.
Money-supply rule
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Fiscal policy and monetary policy are similar in that they both are intended to influence aggregate
demand but what about aggregate supply? Classical economist believe that the only acceptable
government interaction in the economy is action that is intended to increase the aggregate supply.
Their views have influenced an economic philosophy called supply-side economics.
The single biggest distinction between Keynesians and supply-siders is that Keynesians believe
that consumers and their demand for goods and services are key economic drivers, while a
supply-sider believes that producers and their willingness to create goods and services set the
pace of economic growth.

The diagram below represents the premise of supply-side economics. Supply-siders believe that
if government can help foster an environment where producers are able to increase the aggregate
supply we will experience growth in GDP, a drop in unemployment, and a decrease in prices.
AS

PL

AS 1

P1
P2

AD
Q1

Q2

GDP/Y

404

The theory of supply-side economics is the idea that supply creates its own demand. Or in this
situation increasing the supply of one product will increase the demand for other equally valuable
products. In short, wealth is created when we supply valued products, not demand them.
But how can the government incentivize producers to produce more?
Supply siders support any government measure that boost efficiency, increases competition by
removing barriers of entry, creates abundance, and lowers prices.
Supply-siders claim that the three fundamental methods of increasing supply deal with taxation,
regulation, and monetary policy.
In theory if the government lowers marginal tax rates on the workers they will be incentivized to
work more hours and make more money. Additionally, supply-siders call for the government to
lower taxes on capital gains which are profits made from investing in a company’s stock.
Another argument is that any reduced taxes on business will provide them with the opportunity to
expand and hire more workers.
Supply-siders claim that tax on the additional revenue made from the extra work or the
economy’s expansion will offset the tax revenue lost from lowering the taxes.
Secondly, supply-sider want to see a reduction in regulation, they claim that this will increase
abundance by eliminating barriers of entry. Additionally, reduced regulations in turn reduces the
size and cost of government.
405

In terms of monetary policy, supply-siders believe that that the Federal Reserve plays a
significant role in whether or not the aggregate supply increases or shrinks. Believing that an
abundance of money causes inflation and too little money would cause deflation, supply-siders
urge that the Federal Reserve’s ability to change the money supply be limited by either returning
to the gold standard or using Milton Friedman’s money supply rule.
Critics to supply-side economics claim that there is no evidence that tax cuts increase
governmental revenues. Additionally, critics claim that these policies only really help the rich
while the poor are made to suffer with government cuts. And finally, reduced regulations open
the door for abuses, inferior products, and increased pollution.
Please write a short poem that summarizes supply-side economics
The various economic philosophies have seen their ups and downs. Keynesian economics ruled
the day from the 1930’s to the early 1970’s. The Keynesian approach is built on the premise that
inflations and unemployment rates have an inverse relationship. But in the mid 1970’s the nation
experienced period of stagflation where both unemployment rates and inflation rates increased.
Stagflation can be caused by a supply-shock. For example, in the 1970’s the supply of oil was
reduced in the United States. As a result aggregate supply dropped and prices increased.
Additionally, stagflation can be caused by misguided economic policies. For example, if the
central bank increases the supply of money and at the same time Congress makes is more
difficult to supply goods and services we can get stagflation.
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As a result of the stagflation and the weak economy of the 1970’s, Keynesians were grasping for
answers. Many governments abandoned Keynesian policies and we saw a resurgence of free
market ideas. The Keynesian approach wasn’t dead but it took a major punch to the chin.
Politicians in the 1980’s such as Ronald Reagan began to use supply-side methods. There have
been mixed reviews as to the policy’s success. Some economist claim that the 1980’s were a
great period of growth while others say that supply-side economics sowed the sides for future
economic and environmental problems.
Taxation
No account of economic policy can be complete without providing information on tax rates.
Focus will be paid to three types of tax rates; progressive, regressive, and flat rates.
Progressive tax is a tax in which
the tax rate increases as the taxable
base amount increases. Or in other
words, the more a person makes,
the higher their rate of taxes. Currently
the United States use a progressive tax
system.
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Regressive Tax is a tax imposed in such a manner that the tax rate decreases as the amount
subject to taxation increases. Tax systems as a whole can be regressive or tax on a specific
product can be regressive.
When goods with inelastic demand such as food, gas, and clothing are taxed that tax is often
considered a regressive tax. Taxes on inelastic goods are considered regressive in nature because
regardless of a person’s income the tax on these products remains the same. As a result the tax
takes a larger portion of income from the poor than it does from the rich.
A flat tax rate aka proportional tax rate is a fixed rate of taxation regardless of income. Tax rates
can refer to an entire system or specific products. Free market advocates.
Spending
There are different categories of congressional spending.
Mandatory spending is spending that's required by law -- Congress would have to change a law
to change the spending. Examples: Social Security, Medicare and Medicaid. These programs
have built-in cost of living increases every year.
Discretionary spending is the money Congress appropriates every year. Examples include:
Coast Guard, education, space exploration, highway construction, defense, and foreign aid.
So when we hear talk of balancing the budget the government is referring to the discretionary
spending.
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Earmarks are provisions to legislation that direct funds to specific projects. According to the
Congressional Research Service,
“Earmarks are provisions associated with legislation (appropriations or general legislation) that
specify certain congressional spending priorities or in revenue bills that apply to a very limited
number of individuals or entities. Earmarks may appear in either the legislative text or report
language (committee reports accompanying reported bills and joint explanatory statement
accompanying a conference report).“
Pork barrel , is the spending of national
funds on local projects. The sole purpose
of the legislation is to bring money back
to a representative’s district or state. The
term derives from the phrase “bringing
home the bacon.”
Pork barrel legislation benefits one group
or one area while the cost are spread out
amongst the entire nation. Before you
know it all representatives attempts to bring
pork back home. Resulting in a congressional
variation of the tragedy of the commons called
the tragedy of the congress.
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Not all people would agree that earmarks are a problem.
According to 2012 Presidential Candidate Ron Paul when he addressed the House of
Representatives in March of 2009,

“The truth is that if you removed all the earmarks from the budget you would remove 1% of the
budget. So there’s not a lot of savings. But, even if you voted against all the earmarks, actually,
you don’t even save the 1% because you don’t save any money. What is done is those earmarks
are removed and some of them are very wasteful and unnecessary, but that money then goes to
the executive branch.
So, in many ways what we are doing here in the Congress is reneging on our responsibilities.
Because it is the responsibility of the Congress to earmark. That’s our job. We’re supposed to tell
the people how we’re spending the money. Not to just deliver it in the lump sum to the executive
branch and let them deal with it. And then it’s dealt with behind the scenes. Actually, if you voted
against all the earmarks there would be less transparency. Earmarks really allow transparency
and we know exactly where the money is being spent.
You know, the big issue is the spending. If you don’t like the spending, vote against the bill. But
the principle of earmarking is something that we have to think about because we’re just further
undermining the responsibilities that we have here in the Congress.”- Ron Paul
Pretend that your representative has earmarked national funds to help pay for the 202 bypass
and the clean up of Central park. Compose a message no longer than 40 characters that411
expresses your position on the decision.

Government spending at the start of the
20th century was less than 7 percent of
GDP. It vaulted to almost 30 percent of
GDP by the end of World War I, and
then settled down to 10 percent of GDP
in the 1920s. In the 1930s spending
doubled to 20 percent of GDP. Defense
spending in World War II drove overall
government spending over 50 percent
of GDP before declining to 22 percent
of GDP in the late 1940s. The 1950s
began a steady spending increase to
about 36 percent of GDP by 1982. In
the 1990s and 2000s government
spending stayed about constant at 3335 percent of GDP, but in the aftermath
of the Crash of 2008 spending has
jogged up to 40 percent of GDP.
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There has been a lot of discussion regarding government spending as a percentage of our GDP,
but what does it tell us?
First, when the percent of government spending is 0% it would be a strong indication that the
government is too weak and is not providing for those who need assistance. Additionally,
government spending that is at zero would indicate that there is no military or infrastructure.
Next, governments that are at or close to 100% (Cuba 98%) tell us that the government controls
everything in the economy. The lessons of history speak loud and clear on this topic, oppressive
systems such as communism fail.
Currently, U.S. government spending (the G) accounts for about 33% of the GDP. Is that good or
is that bad? It is tough to say. What we do know is that it has dramatically increased since the
1930’s.
Nobel economic prize winner Paul Krugman, an
advocate for government spending claims that we need
to begin to worry when the percent reaches 50% for a
prolonged period.
Others claim that it is already too high, that
government spending does not mean production and
wealth creation, only transferring wealth from the
private to the public sectors.
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The Budget Process:
The President of the United States is required by law to submit a budget for the upcoming fiscal
year. The President's budget contains detailed information on spending and revenue proposals,
along with policy proposals and initiatives with significant budgetary implications.
The Bi-partisan Congressional Budget Office publishes an analysis of the President’s budget that
contains information and predictions regarding the implications of approving and not approving
the budget.

Both the House and the Senate have budget committees that review the President’s budget and
each committee will write a budget resolution. The House and Senate each consider those budget
resolutions and are expected to pass them, possibly with amendments, by April 15. Budget
resolutions specify funding levels for appropriations committees and subcommittees, establishing
various budget totals, allocations, entitlements, and may include reconciliation instructions to
designated House or Senate committees.
Next, specific money bills must be created to allocate the funding. These bills must go through
the legislative process. Specific money bills must be passed by Congress and signed by the
President or those parts of the federal government funded by the bill will be shutdown. When we
hear about sequesters this is what they are talking about. In recent years, Congress has not passed
all of the appropriations bills before the start of the fiscal year. Congress has then enacted
continuing resolutions, that provide for the temporary funding of government operations.
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One of the biggest concerns is our nation’s increasing national debt. As of August of 2013, the
national debt was approaching 17 trillion dollars and is expected to reach 23 trillion by 2015. As
you can tell by the graphs our debt began to skyrocket in the early 1970’s. Many claim that it is
the result of the elimination of the gold standard and the huge number has been caused by
inflation. But it doesn’t help that our government runs deficits almost every year. For example,
in 2011 for the first time in our history, just the federal government’s mandatory spending
surpassed federal tax revenues.
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When government’s revenue
exceeds their spending the
government is said to be running a
budget surplus. Since 1969, we
have only seen surpluses in the
period from 1998 to 2001.
Deficit spending is when
government spending exceeds
their revenue. Deficit spending
continues to be a big concern as
our debt continues to accumulate.

Economically there is debate over deficit spending but politically deficits make sense. Imagine a
politician whose campaign slogan was, “I’ll raise your taxes and cut your programs!”
It is a safe bet that the politician would not be elected. Lets face it, must people think that their
taxes need to be cut and that programs that benefit them are important.” Remember its always
the other guys who isn’t being taxed enough and its always they other guy’s program that is a
waste of money.
Debt is the accumulation of deficit spending. To fill gaps between spending and revenue the
government borrows the money. Many people argue that debt like deficits also make political
sense. Borrowed money will be paid back but long after the politician is out of office most416
likely after has been long dead. We get the benefits and future generations get the cost.

Who is to blame? Ask Democrats and they will tell you that it is the Republicans who refuse to
pass bills that will insure that all Americans pay their “fair share” in taxes. Ask Republicans and
they will tell you that Democrats spend too much money.
According to the following Gallup Poll

Blame and ideas on how to solve the issue are divided amongst party lines.
In addition to fiscal policy and monetary policy it seems as if Republicans and Democrats don’t
see eye to eye on many topics. Whether it is the size and scope of government, gun control,
education, national defense, or the economy there never seems to be any agreement in
Washington D.C.. Unit 5 will investigate the division amongst groups and attempts to gain
power to influence government policy..
417

418

Essential Questions/Tasks
Unit 5
1. Are there limitations and trade-offs of our various voting methods?

2. Are all individual interests represented in the political process? To what extent are citizens
represented equally? How might incentives differ between voters and politicians?

3. How effectively does our political system incentivizes individuals to consider both their own
preferences and the preferences of other people?

4. To what extent does our political and voting systems promote and/or prevent the following:
•
•
•
•
•

Harmony and Equal representation
Freedom of expression
dispersed power
growth
improve the standards of living for all?

Unit V Influencing the American Political System
Key Understandings:
1. Political Activity is Economic Activity.
2. There is a political invisible hand
3. Competition in politics is similar and different to that of competition in the economy.

4. Politics is the act of influencing government decisions to allocate public resources.
5. Public Choice Theorist believe that actors in the political marketplace have some concern for
others, but their main motive, whether they are voters, politicians, lobbyists, or bureaucrats, is
self-interest.
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Key Terms:
Politics- The act and theory of influencing public decisions and politics.
Political Parties- Political Parties are formed by people who share similar ideas. The goals of
the party are to influence and control government decisions by getting their representatives
elected into public office.

Political Spectrum- A system of classifying different political positions upon one or more
geometric axes that symbolize independent political dimensions.
Conservative- A political philosophy that promotes traditional values and institutions.
Liberal- A political philosophy that promotes social justice and that the legitimate role of the
state includes addressing issues such as unemployment, health care, education, and the expansion
of civil rights.
Statist/Populist- the belief that a government should control either economic or social policy, or
both, to some degree
Libertarian- political philosophies that uphold liberty as the highest political end. This includes
emphasis on the primacy of individual liberty, political freedom, and voluntary association.
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Key Terms:
Median Voter Theorem- theory that if there are only two politicians, then a politician maximizes
their number of votes by committing to the policy position preferred by the median voter.
Interest Groups- Private organizations whose members share certain views and work to shape
public policy. Interest groups use various forms of advocacy to influence public opinion and/or
policy. Groups vary considerably in size, influence, and motive; some have wide ranging long
term social purposes, others are focused and are a response to an immediate issue or concern.

Lobbying- Any action that places pressure on legislatures and influences the legislative process.
Political Action Committees- A political organization created to raise and spend money in order
to get candidates elected or defeated.
Public Choice Theory- The use of economic tools to deal with traditional problems of political
science.
Primary- Election- Is an election that narrows the field of candidates before an election for
office. Primary elections are one means by which a political party nominates candidates for an
upcoming general election.
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Key Terms:
Closed Primary- Only registered party members can vote in the primary election.
Open Primary- All registered voters regardless of party may vote in the primary election.
Party Platform- Is a list of positions and proposed actions that a party take on contemporary
issues.
Plank- An individual issue on the party platform.
Propaganda- Techniques of persuasion aimed at influence individual or group thoughts.
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Key People/Groups:
Republican Party- One of two main political parties in the United States. The platform of the
Republican party is based on conservative ideas.
Democratic Party- One of two main political parties in the United States. The platform of the
Democratic Party is based on liberal ideas.
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Important Documents and outside readings:
The Public Choice School: Politics as a Business
Politics and the English Language
Websites:
Republic Party website

Democratic Party website
Opensecrets.org
http://ontheissues.org
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Politics can be defined as the act of influencing government and public decisions. For our
purposes we will also apply economic thought to the political process and the political market.
By taking this approach we will gain a better understanding of why public decisions are made
and the impacts of those decisions. Often when people think about politics they immediately
think about political parties, however in this class we will focus on 4 main actors in the political
process. Those actors include voters, special interest groups, politicians, and bureaucrats and
together they make up the political market.
Political activity is economic activity, the concepts of self-interest, utility maximization, mutual
exchange, the invisible hand, and trade-offs that apply to the free market also apply to the
political market. Economics focuses on individual private choices, while politics focuses on
collective public choices.
We have parallel systems that people use to achieve
their goals. People try to get what they want through
markets or they try to get what they want through
politics. Both can be effective but both exert different
types of costs.

As noted in unit 3, one of the key components of
markets is entrepreneurship. Private entrepreneurs recognize opportunities to satisfy consumers'
wants by promoting new or better ideas, products and services. There are also political
entrepreneurs who promote promises (ideas, ideology, services, and policies) to satisfy voters.
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Voters and consumers are rational actors, they are the same people. The person waiting in line to
vote is the same person waiting in line to buy food at Wawa. Voters and consumers are selfinterested people looking to improve their lives. However, the incentives in private decisions are
different than public decisions.
Consumers vote with their money and have different amounts to spend per product. Consumers
make decisions based on perceived value, perceived cost, and perceived benefits. If they really
like something they can spend more money on it. Stores want to continuously satisfy the
people’s wants to receive continued business. And if a consumer pays for the product they get
the product. In politics voters get one vote per election and voters get want they voted for only if
50% of the other voters agree with them.
Consumers compare prices to income and only buy those products that they can afford. Voters on
the other hand often vote for politicians that make promises that we all have to pay for. As
Fredich Bastiat would say, we see the benefits but the unseen cost are just as important.
Consumers are very aware of the cost and benefits of their private decisions, in terms of public
decisions we often see the benefits but don’t see the cost.

Another difference between consumers and voters is the number of options that each has when
making a decision. Go to the food store and count the different brands of any product. Each
brand promises something different. For example, if a consumer wants bread what are his or her
options? The consumer considers tastes, white, wheat, rye, etc. They consider health concerns
white or gluten free? And of course they look at the price, high end or store brand?
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But in politics voters are often left with only two and sometimes three choices. On top of that it
would be impossible for a candidate to satisfy every desire of each unique voter. As a result the
general electorate has a choice between similar yet differentiated political parties. The two main
political parties in this nation are the Republicans and Democrats and as we will find out later in
this unit, if a candidate hopes to win an election he or she must conform to the positions of each
party.
Political scientists use political spectrums to show how different political ideologies relate to each
other.

Diagram a depicts the traditional political spectrum.
Diagram a.

People who have more liberal ideas generally fall to the left of the spectrum. The term liberal
refers to a political philosophy that promotes social justice and that the legitimate role of the state
includes addressing issues such as unemployment, health care, education, and the expansion of
civil rights .
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People with more conservative views fall to the right of moderate. The term conservative is a
political philosophy that promotes tradition values and institutions.
Political Parties are formed by people who share similar ideas. The goals of the party are to
influence and control government decisions by getting their representatives elected into public
office. Democrats in general favor liberal ideas while Republicans favor conservative ideas.
Although they have different views, in the United States, liberals and conservatives are generally
more moderate as compared to some of the more extreme philosophies identified in diagram a.

Let’s take a look at take a look at the differing views that liberal and conservative thinkers have
for specific topics.
Political Views and Scope of Government
Conservative thought favors smaller national governments with less regulations. Services
should be provided by the free market or by state governments. Conservative thinkers favor a
stricter interpretation of the Constitution. The main responsibility of the national government is
protecting the citizens from foreign threats.
Liberal thinkers are more accepting of larger national governments. Services such as Medicare
and universal healthcare should be provided by the federal government. Liberal thought favors a
looser interpretation of the Constitutions and implied powers based on promoting the general
welfare of the citizens.
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Economic Views and the role of Government
Conservatives thinkers favor less government interaction and regulation of the economy. To
balance the budget spending should be cut. Additionally, all forms of taxation should be cut for
all income levels. Conservative thought favors supply-side methods to create growth and
adopting measures to limit the power and influence of the Federal Reserve. Between the two,
conservative views favor economic freedom over economic equality of results. Finally,
conservative thinkers believe that people should help the poor by voluntarily donating to
charities.

Overall, liberal thinkers support policy that promotes economic equality. From a liberal point of
view, laws should be created that protect everybody’s equality even if that means limiting
someone else’s economic freedom. The government should provide more programs to the less
fortunate and if necessary raise taxes on the wealthy to fund social welfare programs. Liberal
thinkers support progressive taxation to help re-distribute the wealth. In terms of economic
policy, liberals are more supportive of Keynesian demand-side approaches.
Social Views and the Role of Government

Conservative philosophy stresses traditional values and group welfare. Often phrases such as
family-values, patriotism, and personal responsibility are associated with conservative thinking.
Conservatives are willing to trade-off social freedoms and liberties to maintain the traditional
values. As a result, conservatives favor laws that limit abortion, limit the ability of same sex
couples to marry, and restrict drug use.
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Socially speaking, liberal thinkers highly value individual liberty. Often liberal groups will come
to the defense of individuals who they feel have had their natural rights violated. To liberal
thinkers an individual’s freedom of expressions and freedom from government coercion are the
foundation of our society. Those who take a liberal position generally support pro-choice
legislation, same-sex marriage, and eliminating other laws that they feel limit individual
expression and freedom.
Other Key Issues:
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Make of list of factors that influence people’s views.
As mentioned before people with similar ideas come together and form groups. In terms of
political parties people with mostly conservative views generally feel more comfortable with the
Republican party, while folks who favor the liberal point of view identify more with the
Democratic Party.
The Moderates in the Middle: Centrism
There is a lot of time spent discussing liberal and conservative points of view but most Americans
don’t fit neatly into any ideological camp. They consider themselves moderates, or middle-of-theroad voters. These are people who sit at the center of the political spectrum, between the
ideologies of left and right.

In recent years, U.S. politics have become more polarized, meaning that political parties have
adopted more extreme policies. The Republican Party has grown more conservative, and the
Democratic Party more liberal. This polarization is especially evident in the current Congress,
which remains divided on a number of issues.
These strong divisions often push voters to be drawn to centrism [centrism: an ideology at the
middle of the political spectrum that combines elements of both liberal and conservative
thought] . Many surveys show that moderates, along with people who describe themselves as
slightly conservative or slightly liberal, make up the largest group of U.S. voters.
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Unlike people with a strong ideological point of view, centrists may hold a mix of liberal and
conservative views. Centrism is not an ideology with its own political party. At election time,
they often cross party lines, depending on the candidates and issues of the day.

Many people have argued that the single axis political spectrum is too simplistic of a model and
does not provide an accurate or complete representation of the voters’ views. By creating a
political spectrum with 2 axes, one representing social issues and one representing economic
issues we can generate a more accurate political spectrum.
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Diagram b

The political spectrum above introduces two new positions; Statist and Libertarian.
Those who favor the statist position believe that it is the government’s responsibility to get
involved in the economy and in social issues.
Libertarians on the other hand promote individual freedom and choice over the collective
decisions of government.
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Diagram c is a visual
representation of student results in
previous classes. The majority of
students fall under Centrist. Like
the students in previous classes,
most American have a mix of
conservative and liberal positions.
In some situations people may
adopt the libertarian view that
government has no business
becoming involved in individual
choice. But for other
circumstances those same
individuals may feel that the
government must exert power over
the individuals.

Diagram c

The idea that the majority of individuals are moderate or centrist probably doesn’t come as too
much of a surprise to most people, what may be surprising however is the notion that political
parties and politicians seem to be moving further away from the middle.
It contradicts the law of supply in the sense that if the “higher price” in the form of votes and
campaign finances can be found in the middle, shouldn’t the “supply” in the form of policy and
campaigning also be directed toward the middle? The fact that it is not must be addressed438
later
in the unit.

Political Parties:
Political Parties are formed by people who share similar ideas. The goals of the party are to
influence and control government decisions by getting their representatives elected into public
office.
Political parties have played an important role in American politics since the early years of the
Republic. Yet many of the nation’s founders did not approve of parties. In his Farewell Address
of 1796, George Washington warned against “the baneful effects of the spirit of party.” He
believed that parties would divide the American people and have a negative influence on
government.
John Adams and Thomas Jefferson shared Washington’s concern. Adams said, “There is nothing
which I dread so much as the division of the Republic into two great parties . . . in opposition to
each other.” Jefferson claimed, “If I could not go to heaven but with a party, I would not go there
at all.” Nevertheless, both men eventually became leaders of political parties, and the party
system itself became entrenched in American politics.
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The number one purpose of a political party is to get their candidate elected.
But there are other purposes to consider:
Parties recruit candidates and support campaigns. Each year, political parties seek out and
enlist candidates to run for thousands of local, state, and national offices. They look for people
with the skills to run a successful electoral campaign and to be effective in office. Political parties
also provide some funding for candidates. When a party officially nominates a candidate for
office they are in effect giving their stamp of approval. The party attaches their name and
reputation to the candidate, therefor they will seek the highest quality.
Parties help organize elections and inform voters. Although state and local governments run
elections, political parties help by promoting voter interest and participation. They register voters
and monitor the polls on Election Day. They also help inform voters on political issues. Parties
work very hard to activate voters thus increasing voter participation.
Parties organize the government. Congress and most state legislatures are organized along party
lines. After congressional elections, members of the majority party in Congress choose one of
their members to be speaker of the house or Senate majority leader. Committee chairpersons in
Congress also come from the majority party.
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Parties unite diverse interests and make collective action possible. Parties bring diverse groups
together by building coalitions based on shared beliefs and common goals. Delegates attending
national party conventions create platforms that outline the party’s position on important issues.
In that process, they seek to balance the interests and concerns of members from across the
country. Their goal is to produce a document that all party members can unite behind to achieve
their shared political objectives.
Parties serve as a loyal opposition to the political party in power. The goal of a political party is
to win control of the government so that it can translate its objectives into laws and policies. The
party not in power, or the minority, serves as a “loyal opposition” to the majority party. Minority
party members act as critics of the majority party’s proposals. They also serve as government
watchdogs, always on the lookout for corruption or abuses of power.

How do political parties impact the Constitutional principle of a separation of powers with
checks and balances?
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Interest Groups and Political Action Committees.
Interest groups are private organizations whose members share certain views and work to shape
public policy. Interest groups use various forms of advocacy to influence public opinion and/or
policy. Groups vary considerably in size, influence, and motive; some have wide ranging long
term social purposes, others are focused and are a response to an immediate issue or concern.
Many Americans distrust special interests. They believe that these groups seek to achieve their
goals at the expense of society as a whole. Review unit 3 and the subject of rent-seeking.
According to this view, interest groups represent a selfish, corrupting force in U.S. politics. Is
this a valid criticism or an unjust accusation?
More than two centuries ago, James Madison addressed this question in The Federalist Papers.
In The Federalist #10, he wrote that “factions”—his term for interest groups—posed a threat to
democratic government if their power went unchecked. At the same time, he believed that the
growth of interest groups was inevitable, and even a good thing, in a society that prized freedom.
The key issue was how to contain the threat while preserving liberty.
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Madison believed that pluralism held the answer. Pluralism is the idea that political power
should be distributed and shared among various groups in society. In theory, competition between
these groups, along with an effective system of checks and balances, will prevent any one group
from gaining too much power. According to Madison, interest groups competing in a pluralistic
society should act as a check on tyranny and make government more representative.
Today, interest groups offer Americans a way to participate in the political process. Interest
groups speak out on issues of concern to their members and the public at large. They present
specialized information to government officials. They also monitor government actions to ensure
that the rights and interests of their members are protected. In the process, interest groups help
keep people informed about their government. Even though special interests occasionally
influence the political system in negative ways, they play a critical role in the democratic process.
There are different types of interest groups, but one way that they are all similar is that interest
groups support politicians that support their ideas. In government there are limited resources and
interest groups want those resources directed toward their interest.
To promote their positions in government interest groups use two main methods. First, they
employ lobbyist to put pressure on legislators and other public officials to influence public policy
and laws that benefit the interest groups.
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Lobbyist use various techniques such as providing information, testifying, and organizing grassroot pressure.
Another way that interest groups try to influence government is by contributing money to
political parties and candidates during election campaigns. By law, interest groups must form
political action committees, PACs are private groups sponsored by corporations, trade
associations, unions, or other interest groups. By law, PACs are allowed to collect donations and
funnel that money into political campaigns. Most of these donations come from the employees or
members of the group that formed the PAC.

Over the past decades, the amount of money raised and spent by PACs has grown. In 1980, PACs
contributed about $131 million to candidates. By the 2004 election, that figure had risen to more
than $310 million. Even adjusting for inflation, that is a substantial increase. Corporations are by
far the top contributors to PACs, though many public interest groups, trade associations, and
labor unions also make large donations.
Many Americans believe that PAC campaign contributions give interest groups too much
influence over elected officials. Nevertheless, most research shows that PAC money does not buy
votes in Congress. It does, however, give contributors greater access to lawmakers.
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It is important to note the differences between interest groups and political parties.
1. Nominations- Political parties are responsible for the nominating process, while interest
groups hope to influence those nominations.
2. Primary focus- Political parties are interested in winning elections while interest groups are
interested in influencing the policies created by government.
3. Scope of Interest- Political parties concern themselves with a wide range of issues and
support one candidate per election. Interest groups focus on one issue while supporting
candidates that will help their cause.
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Money and Politics
Politicians work very hard to raise money and for a good reason, running a campaign cost a lot of
money. The money spent by candidates and the party is used for television advertisements, travel
expenses, staff payrolls, and numerous other odds and ends.
As an illustration, for the 2012 Presidential election President Obama raised just about 716
million dollars and spent almost 684 million dollars. And when you add together candidate
spending, with party spending and outside spending we see that both President Obama and
candidate Romney spent over a billion dollars each. How in the world do candidates raise that
much money? Its not like they are a business that produces goods and service that people want.
They cannot tax people and force them to pay for campaigns. So how do they do it? Easy, by
making a lot of promises.
There is a correlation between spending and raising the most money and winning political office.
According to opensecrets.org,
Big Spenders = Big Winners

“Let's face it, candidates who are the bigger spenders may not always win but they usually do, as
has been the case over the last fifteen years in more than 80 percent of House and Senate
contests. Even in "open races," with no incumbent running, better-funded candidates won 75
percent of the time.”
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Let’s take a closer look at the
correlation between spending the
most money and winning
elections.
In terms of elections in the House
of Representatives the percent is
very high and in the Senate it is a
little lower but still almost
always in the 80 percentile.

Since 1960, 10/14 (including
2012) Presidential elections have
been won by the candidate who
spent the most money.
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But what does this all mean? Does this mean that the winners just buy the election? Of course
there are those out there that say yes, that’s exactly what it means.
But remember correlation does not mean causation. There have been other explanations to this
correlation.
1. Lack of competition: Some political scientist have pointed that the high percentages of
victory may be attributed to a lack of competition. Let’s face it, donators give money to
increase their access to the candidate. Nobody is going to donate to the candidate who is
must likely going to lose. By contrast, in competitive elections the higher spenders win only
about 60% of the time.
2. The power of the incumbency: Some argue that more so than money, it’s the power of the
incumbency that has the greatest impact. The incumbent is the current office holder and in
terms of congressional elections, their re-election rates are staggering. This can be attributed
to reputation, face recognition, and money from previous elections.
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Source: Center of Responsive Politics

Few things in life are more predictable than the chances of an incumbent member of the U.S.
House of Representatives winning reelection. With wide name recognition, and usually an
insurmountable advantage in campaign cash, House incumbents typically have little trouble
holding onto their seats.
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Source: Center of Responsive Politics

Senate races still overwhelmingly favor the incumbent, but not by as reliable a margin as House
races. Big swings in the national mood can sometimes topple long time office-holders, as
happened with the Reagan revolution in 1980. Even so, years like that are an exception.
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By CHARLES MAHTESIAN of Politico
Despite rock-bottom congressional
approval ratings, voters reelected
their incumbents at nearbanana-republic levels in 2012.
Bloomberg reports that 9 in 10
members of the U.S. House and
Senate who sought new terms this year were successful.
The BGOV Barometer shows that 90 percent of House members and 91 percent of senators who
sought re-election in 2012 were successful, exceeding the incumbent re-election rates of 2010,
when 85 percent of House members and 84 percent of senators seeking re-election were
successful. For senators, this year’s re-election percentage was the highest since 2004.
Those figures are roughly in line with trends over the past four decades: 90 percent or more of
House members have typically been reelected over that period. (The 85 percent House reelection
rate in the wave election of 2010 was something of an aberration — it was lowest since 1970,
another 85 percent reelection year.) The Senate reelection rate tends to be lower than the House,
so it’s unusual that the Senate rate would be a tick higher this year.
Either way, the 2012 reelection rates serve as an example of an enduring phenomenon: Voters
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hate Congress but like their own member.

As surely as water flows downhill, money in politics flows to where the power is. Individuals and
interest groups will give campaign contributions to politicians in the best position to deliver what
they're looking for. That means incumbents get vastly more than challengers, committee
chairmen and legislative leaders get more than rank-and-file members, and parties in power get
more than parties in the minority.
Incumbents vs. Challengers
Interest groups like safe bets, and in the political world nothing is so safe as giving money to a
politician who's already in office. Re-election rates are so high that nearly all interest groups give
an overwhelming majority of their campaign dollars to incumbents. They typically reserve a
small part of their budgets for promising candidates in open seat races where no incumbent is
running -- and very little, if anything, for challengers seeking to oust the current officeholders.
Labor unions are more likely to take a chance on a new candidate than business groups, but even
they put the great majority of their dollars into the re-election campaigns of incumbents.
2004 PAC Contributions: Who Got What

2010 PAC Contributions: Who Got What
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More than half the House races have a 10:1 or more spending imbalance:
The 2010 elections saw one of the lowest re-election rates in recent history. Still, in only 20
percent of the 435 contests was spending between the two top candidates roughly equal, with
neither candidate spending more than twice as much as the other.
The rising price of admission
Does the rising cost of elections discourage those without money connections, or money
themselves, from running for elected office? Consider this: The average winner of a U.S. House
race in 2010 spent about $1.4 million. The Senate? Nearly seven times more. Hiring staff,
running ads and otherwise operating a robust campaign is ever more expensive. And each
midterm election or presidential election cycle costs more than the previous one -- by a lot.
According to research by OpenSecrets.org, the 2010 midterm election cost $3.6 billion -- about
28% more than the 2006 midterm election. The 2010 Supreme Court ruling in Citizens United v.
Federal Election Commission has unleashed tens of millions in spending by special interest
groups attempting to advance their agendas.

Is the impact that money has on politics acceptable to you? If so why? If not why
and what changes would you suggest be made to improve the situation?
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Campaign finance reform:
No doubt money has played an important role in politics and many people have become wary of
its impacts. In an effort to prevent possible corruption and inequalities, Congress has created
reforms that attempt to limit donations and their impacts on the political process.
Prior to 2002, hard money which can be defined as money directly given to a candidate in
federal elections was limited to $1000 per individual per election and $5000 per PAC per
election. Soft money which can be defined as money donated not directly to the candidate but to
their political party was unlimited. Soft money was unregulated and donated to a political party
for such purposes as voter education. In theory, soft money was not to be used to support
individual campaigns. For this reason, it was not limited by campaign funding laws. In practice,
however, parties used soft money to help candidates fund their election bids, thus boosting
campaign spending .
In the 1990’s, spending in Congressional elections began to skyrocket and unlimited soft money
was blamed for the significant rise. Calls for reform led to the passage of the Bipartisan
Campaign Reform Act (BCRA) in 2002, also known as the McCain-Feingold Act. The new
law attempted to solve two main problems. The first was the growing use of soft money to fund
election campaigns.
On April 2nd 2014, the Supreme ruled that overall limits on campaign contributions were
unconstitutional. Although individual contributions to Presidential and Congress
candidates remains at $2,600, caps on overall contributions by individuals have been lifted.
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The 5-4 majority claimed that restrictions violate the first Amendment.

The Bipartisan Campaign Reform Act bans the use of soft money in individual election
campaigns. It also limits how much soft money an individual can contribute to a party.
Furthermore, parties can use soft money only to encourage voter registration and voter turnout.
The second problem was the use of issue ads in campaigns. Issue ads are political ads that are
funded and produced by interest groups rather than by election campaigns. In theory, these ads
focus on issues rather than on candidates. Thus, like soft money, they were not regulated by
campaign finance laws. In practice, however, many issue ads were barely disguised campaign
ads. For example, such an ad might discuss a pollution problem and then suggest that “Bill
Jones,” a lawmaker up for reelection, is “a friend of polluters.” Even though the ad did not say,
“Vote against Bill Jones,” its intention would be to influence how voters viewed the lawmaker.
The Bipartisan Campaign Reform Act bans the broadcast of such thinly disguised campaign ads
in the 60 days leading up to an election. This part of the law has been challenged in court,
however, by groups that see the ban as an unconstitutional limit on their First Amendment right to
free speech. In 2007, the Supreme Court ruled in Federal Election Commission v. Wisconsin
Right to Life that such ads could be banned “only if the ad is susceptible of no reasonable
interpretation other than as an appeal to vote for or against a specific candidate.”
Finally, the act contains a “stand by your ad” rule that requires candidates to take responsibility
for their campaign commercials. Beginning in the 2004 elections, candidates were required to
appear in their own ads and explicitly endorse the content.
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One side effect of the reform act has been the growth of groups known as 527 committees [527
committees: groups not tied to any political party that can raise and spend unlimited funds
to support or oppose candidates; formed under section 527 of the tax code] . These
organizations are formed under Section 527 of the tax code. Because they are not tied to a
political party or candidate, they are allowed to raise and spend unlimited amounts to support or
oppose candidates. In effect, 527 committees and their donors have found a loophole that allows
the continued use of unregulated soft money in political campaigns.
In 2010, the strongest argument against BCRA came from a group called Citizens United. The
conservative lobbying group Citizens United wanted to air a film critical of Hillary Clinton and to
advertise the film during television broadcasts in apparent violation of the 2002 Bipartisan
Campaign Reform Act. In a 5–4 decision, the Supreme Court struck down provisions of BCRA
that prohibited corporations (including nonprofit corporations) and unions from making
independent expenditures and "electioneering communications.” The Court ruled that funding of
independent political broadcast in candidate elections cannot be limited pursuant with the rights
entitled by the first amendment.
In short, it is unconstitutional to limit an independent corporation, union, group, or individual
from paying for an independent commercial or advertisement. So long as they are not affiliated
with a party or a candidate, anything goes.
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Super PACs
Super PACs are a new kind of political action committee created in July 2010 following the
outcome of a federal court case known as SpeechNow.org v. Federal Election Commission.
Technically known as independent expenditure-only committees, Super PACs may raise
unlimited sums of money from corporations, unions, associations and individuals, then spend
unlimited sums to overtly advocate for or against political candidates. Super PACs must,
however, report their donors to the Federal Election Commission on a monthly or quarterly basis
-- the Super PAC's choice -- as a traditional PAC would. Unlike traditional PACs, Super PACs are
prohibited from donating money directly to political candidates.
The Supreme court ruling on Citizens United and the federal court ruling on SpeechNow.org have
completely changed how federal campaigns are now funded. As Senator John McCain, one of the
sponsors of the 2002 reform law, pointed out, “Money, like water, will look for ways to leak back
into the system.”

As of July 23, 2013, 1,310 groups organized as Super PACs have reported total receipts of
$828,224,595 and total independent expenditures of $609,417,654 in the 2012 cycle.

Most court room disputes over the BCRA involve the first amendment and specifically the idea
that Congress cannot make laws that limit anybody’s political expression. But another key
argument against the BCRA stems from a simple question. If there is a strong correlation
between money spent and election success and incumbents generally receive more funding than
challengers, then why would incumbents vote for a bill that limits funding? Public choice
theorists who stress that elected official are driven by self-interest would respond by answering
that the BCRA is a classic example of the capture theory.
Recall from unit 3 that the capture theory refers a situation where a regulatory agency is
“captured” by special interest and as a result, rules and regulations are created to benefit those
specific special interest groups. In terms of campaign finance reform, isn’t it the current office
holders who are in the best position to “capture” themselves.
As it was officially intended to work the BCRA made it much more difficult and time consuming
for candidates to raise money. With the elimination of soft money candidates would have to work
much harder to raise hard money. Opponents argue that it is considerably more difficult for the
challenger to navigate the reforms. Incumbents have a reputation, face recognition, treasure
chests full of unspent money from previous elections, and other benefits from being in office
such as mailing services, news media, and C-Span.
Additional arguments claims that some of the provisions of BCRA essentially made expressing
dissenting political opinions within 60 days of an election illegal and clearly benefited those who
were already in office because this is the period that people are must likely to tune in. What kind
of legitimate legislation doesn’t allow negative campaigning against an incumbent immediately
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before the election?

Most importantly, the Bill has not resolved the issue.
1. More money than ever is collected.
2. Campaigns are now twice as long, some experts even suspect that the campaign season
will never end, we will just simply roll into the next campaign cycle immediately after the
election.
3. Politicians now use social media more than ever so it is easier for them to obtain massive
amounts of funding without all of the travel.
4. Contributors have circumvented the bill by privately funding their own ads and
commercials.

As it stands current campaign finance laws are intended to limit the supply of money that
donators can give to candidates- this hasn’t worked,
Create a list of ideas that would like the limit candidate’s demand for contributions. How
would limits on a candidate’s demand impact the influence of interest groups?
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Appealing to the Voter:
The highest percentage of campaign money is spent on political advertisements. Political ads use
many of the same techniques to convince voters to vote for their candidate as business use to
convince buyers to buy their products.
Political advertisement is important because a catchy slogan or a shocking visual can leave a
powerful and lasting impression on a voter. Candidates realize that a high percentage of voters
are rationally ignorant, this does not mean that voters are ignorant and can’t make good
decisions. Rational ignorance refers to the idea that to be an educated voter its takes time and
energy to research multiple sources about the candidates and the issues. A rationally ignorant
voter may reason that the opportunity cost of being an informed voter exceeds the benefit of
casting one vote.
Because politicians realize that many people vote as much with their hearts as they do with their
heads campaigns are filled with propaganda, packaged candidates, and questionable information
and statistics.
Propaganda:
Propaganda like marketing refers to the techniques that are used to influence thoughts, positions
and actions. Just like advertising, propaganda comes in different forms ranging from catchy
jingles to sinister and deceptive ads intended to scare people to death.
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According to MIT professor and author Noam Chomsky, “there is massive propaganda for
everyone to consume. Consumption is good for profits and consumption is good for the political
establishment.”
The bottom line is that propaganda works. Almost every commercial, magazine advertisement,
speech, and interview contains some method of influencing consumers and/or voters. Below is a
list and short descriptions of various techniques. Click on the hyperlinked words to see an
example.
Transfer is a technique used in propaganda and advertising.
Also known as association, this is a technique of projecting
positive or negative qualities (praise or blame) of a person,
entity, object, or value (an individual, group, organization,
nation, patriotism, etc.) to another in order to make the second
more acceptable or to discredit it. It evokes an emotional
response, which stimulates the target to identify with
recognized authorities. Often highly visual, this technique often
utilizes symbols (for example, the Swastika used in Nazi Germany,
originally a symbol for health and prosperity) superimposed over
other visual images. An example of common use of this technique
in the United States is for the President to be filmed or
Photographed in front of the country's flag.
video example
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The plain folks device is an attempt by the propagandist to
convince the public that his views reflect those of the common
person and that they are also working for the benefit of the
common person. The propagandist will often attempt to use the
accent of a specific audience as well as using specific idioms or
jokes. Also, the propagandist, especially during speeches, may
attempt to increase the illusion through imperfect pronunciation,
stuttering, and a more limited vocabulary. Errors such as these help
add to the impression of sincerity and spontaneity. This technique is
usually most effective when used with glittering generalities, in an
attempt to convince the public that the propagandist views about
highly valued ideas are similar to their own and therefore more
valid. When confronted by this type of propaganda, the subject
should consider the proposals and ideas separately from the
personality of the presenter.
Video example

Jimmy Carter, President of the United
States and peanut farmer.

Video example

Glittering Generalities is a techniques that politicians and advertisers use when the attach highly
valued concepts to otherwise boring, non committal, and negative ideas. Often used to cover up
real meaning and substance. Examples: dream act, no child left behind, patriot act, fair share, and
in the defense of freedom and democracy. It is important to that voters separate the glittering
words from the true meaning of the idea or law.
Video example

Video example
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Name calling or mud slinging are ads
intended to point out the negatives of a
candidate. These ads usually focuses the
candidate’s record and effectiveness in
previous positions. Additionally, the enemy
is commonly associated with ideas and people
that the general public dislikes. Often these
ads are designed to develop anger or fear in
the voter’s mind.
Video example

Video example

Band wagon is a technique that attempts to convince people that one side is better and/or
winning and the majority of people have already recognized this “fact.” People naturally want to
be associated with the winner and separated from the loser. We see this a lot in advertisement
and political ads. “Nine out of ten doctors approve. . . “ is something that we commonly hear.
The use of polls and surveys have the same impact. Often you’ll hear a politician claim that
everybody already knows that this bill makes sense.
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Video example

Another common propaganda technique is card stacking, Card stacking refers to when an ad
“stacks” up information in one’s favor and leaves out any negatives. Card stacking is used in
almost all forms of propaganda, and is extremely effective in convincing the public. Although the
majority of information presented by the card stacking approach is true, it is dangerous because it
omits important information. The best way to deal with card stacking is to get more information.

Video example
Endorsement/Testimonial techniques are used to associate a respected person or someone with
experience to endorse a product, position, bill, or candidate by giving it their stamp of approval
hoping that the intended audience will follow their example. Often actors will endorse
politicians and products. Additionally, the
President’s endorsement of state and local
officials carries a lot of weight. Voters should
always ask, Who is quoted in the testimonial?
Why should we regard this person as an expert
or trust their testimony? Is there merit to the
idea or product without the testimony?
Candidates guard themselves against this
technique by demonstrating that the person
giving the testimonial is not a recognized
authority, prove they have an agenda or vested
interest, or show there is disagreement by other experts.
Actor George Clooney has supported 464
President Obama in his two elections.

Select three different propaganda techniques and print out advertisements or campaign ads
that demonstrate each technique.

It is important to understand the techniques used in propaganda so that you may learn to
recognize these techniques when they are used. It is also important to understand that
propaganda is present in more than just advertisements and campaign speeches. It becomes much
more difficult to recognize propaganda when it is presented as legitimate information by the
media.

The role of the Media
"The basis of our governments being the opinion of the people, the very first object should
be to keep that right; and were it left to me to decide whether we should have a government
without newspapers or newspapers without a government, I should not hesitate a moment
to prefer the latter. But I should mean that every man should receive those papers and be
capable of reading them." --Thomas Jefferson
The media has 3 essential roles: The first is serving as a “watch-dog” over the government. The
second is setting the public agenda. The third is supporting the free exchange of ideas,
information, and opinions.
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One of the greatest concerns of our nation’s founders was the potential for government officials
to abuse their power. They saw a free press as a guard against corruption and the misuse of
power. For more than two centuries, the media have fulfilled this watch-dog role by exposing
everything from the corruption of the Grant administration to the efforts of President Nixon to
cover up the Watergate scandal.
Far too much happens in the world for the press to report on everything, however. News editors
and producers have to choose what to cover and what to leave out. These decisions help
determine what issues get placed on the public agenda. Politicians and activists try to harness this
agenda-setting power [agenda-setting power: the ability to make issues a public priority and get
them on the public agenda] of the media to focus attention on issues they care about.
Finally, the news media serve as a marketplace of ideas and opinions. The airwaves today are
filled with opinion journalism [opinion journalism: the expression of personal views and opinions
in the news media, with little or no attempt to make that coverage objective] —the chatter of
“talking heads” eager to share their views with the world. Most people who tune into these
electronic debates do so not to receive objective analysis, but rather because they share the talk
show host’s political point of view.
Influencing the Media: Staging, Spinning, and Leaking
Public officials at all levels of government work hard to both attract and shape media coverage.
The most common way to do this is by staging an event and inviting the press. Presidential press
conferences are an example of staged events [staged event: a political event organized to attract
and shape media coverage] .
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Politicians also try to influence the press by granting interviews to reporters. Often they set
ground rules that indicate what information reporters can use and how they can identify their
source. If it is an on-the-record conversation [on-the-record conversation: a news interview held
under rules that allow the reporter to reveal both the content of the interview and the source] , the
report can quote the public official by name. If it is an off-the-record conversation [off-the-record
conversation: a news interview held under rules that allow the reporter to reveal the content of the
interview but not the source] , the reporter can use the information but may not reveal the source.
When speaking on the record, politicians usually put their own spin [spin: the deliberate shading
of information about a person or an event in an attempt to influence how it is reported in the
media] on issues. Their goal is to convince both reporters and the public that their view of events
is the correct one. They also try to include colorful sound bites [sound bite: a short quote for the
news media that conveys information or opinions in a catchy or memorable way ] that capture
their main points in just a few words. They know that short sound bites are more likely to be run
in news stories than are long speeches.
Public officials sometimes use off-the-record conversations to float trial balloons [trial balloon:
an idea or proposal voiced by a public official to a reporter, off the record, to test the public’s
reaction; if the reaction is negative, the official can drop the idea without damaging his or her
reputation] . A trial balloon is a proposal that is shared with the press to test public reaction to it.
If the reaction is negative, the official can let the proposal die without ever having his or her
name attached to it.
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Off-the-record conversations are also used to leak information to the press. A leak is the
unofficial release of confidential information to the media. Public officials leak information for
many reasons. They may want to expose wrongdoing, stir up support for or opposition to a
proposal, spin the way an event is covered, or curry favor with reporters. In 2000, President
Clinton vetoed a bill that would have made it easier to prosecute government officials for leaking
secret information to the press. Former Justice Department official John L. Martin said of the
anti-leak bill:
The biggest leakers are White House aides, Cabinet secretaries, generals and admirals, and
members of Congress. If this were enacted, enforced and upheld by the courts, you could relocate
the capital from Washington to [the federal penitentiary at] Lewisburg, PA.
Do you feel that if a member of the press receives leaked information that the government
should be able to investigate and prosecute the reporter?
“It's important that we find a proper balance between a
need — absolute need — to protect our secrets and to
prevent leaks that can jeopardize the lives of Americans and
can jeopardize our national security interests on the one
hand, and the need to defend the First Amendment and
protect the ability of reporters to pursue investigative
journalism.”- President Obama
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Are the Media Biased?
Many Americans believe that the media have a liberal or conservative bias. Nevertheless, most
professional journalists strive to be fair and unbiased in their reporting. In its code of ethics, the
Society of Professional Journalists calls on its members to be “honest, fair and courageous.” It
cautions that “deliberate distortion is never permissible.”
What critics see as media bias [media bias: real or imagined prejudice that is thought to affect
what stories journalists cover and how they report those stories] may, in reality, be a reflection of
how news organizations work. Most news media outlets are businesses. They need to attract
readers, listeners, or viewers to survive. With limited space or time to fill, their reporters, editors,
and producers have to make choices about what stories to cover. These decisions are less likely to
be motivated by political ideology than by what they think will attract and hold an audience. If
the particular news station feels that they have specific type of audience that will cater to that
audience.
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Journalists look at many factors in choosing what stories to cover. One is impact. Will the story
touch people in some way, even if only to make them mad or sad? A second is conflict,
preferably mixed with violence. Does the story involve a crime, a fight, a scandal, or a disaster?
A third factor is novelty. Is the story about a “hot topic” or a breaking news event? A fourth is
familiarity. Does the story involve people we all know and find interesting?

These factors influence what you see and hear as news. Because reporters like novelty, you won’t
see many stories about ongoing issues or social problems. Because they want conflict, you won’t
see much coverage of compromise in the making of public policy. And because they are looking
for impact, bad news almost always wins out over good. As an old saying in journalism goes, “If
it bleeds, it leads.”
Other completely disagree. Critics such as M.I.T. professor Noam Chomsky argue that cronyism
runs rampant in the media. Chomsky argues that similar to special interest groups the selfinterested media donates campaign money to candidates to aid in successful elections. But unlike
other interest groups the media can provide an even bigger gift to a candidate, free advertising, a
platform to push their agendas, and negative exposure of their opponent. What do they get in
return? First dibs on breaking news stories, representation on the White House Press corps., and
regular interviews.
If the media demonstrates a bias what are the most common forms?
The next few pages will outline the different types of bias that you may find in the media.
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Note: It is common to hear claims that the media leans to the left. This may be true for specific
media outlets but there also media outlets that take a decidedly conservative position in their
reporting. What is important to note is that whether its televisions, talk radio, magazines, or
newspapers the goal is the same. Get people to tune in or read to your specific media outlet.
Commission: If the reporter presents only one perspective or passes along only the "facts"
espoused by one side without any acknowledgment that the other side disagrees, then the reporter
has committed bias by commission.
This happens often for two reasons, first it takes work researching, understanding, and reporting
on both sides. And second, unlike books and legitimate scholarly research the media does not
have cite their work.
Omission:. When a specific point of view is left out of the story. Bias by omission can occur
either within a story, or over the long term as a particular news outlet reports one set of events,
but not another. To catch this kind of bias you'll have to be knowledgeable about the particular
subject. If you know the various points of view on an issue, then you'll recognize when one side
has been omitted.

Story Selection: A pattern of highlighting news stories that coincide with the agenda of one
political party while ignoring stories that coincide with the agenda of the other party.
Bias by story selection often occurs when a media outlet decides to do a story on a study released
by a liberal or conservative group, but ignores studies on the same or similar topics released by
groups that support the other side. Like omission, you need to know the point of view of both
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sides to recognize when the media has committed bias by story selection.

Bias by Placement: A pattern of placing news stories so as to downplay information supportive
of a specific party’s view.
Does a story appear across the top half of the front page, or is it buried back with the obituaries
and the horoscopes? News editors exercise great discretion in their placement of stories. The
news they consider most important and/or most likely to sell papers goes "above the fold" on the
front page, where it can be read as the newspaper sits on the rack. Less important stories go on
the bottom half of the first page, on the first page of other sections of the paper, on page two or
three, and so on.

Bias by placement can occur with television or radio news -- making a story the lead versus
running it 25 minutes into an hour-long newscast. But, it's a lot easier to identify this kind of bias
in a newspaper where placing a story on page one versus on the bottom of an inside page makes
for a dramatic contrast.
Bias by the Selection of Sources: Including more sources in a story who support one view over
another. This bias can also be seen when a reporter uses such phrases as "experts believe,"
"observers say," or "most people think.“ Quoting an expert by name does not necessarily add to
the credibility of a story, because the reporter may choose any "expert" he wants. The same goes
for the use of politicians, "man on the street" interviews, and media created polls and
surveys.
It also works in the other direction, interviewing a person with extreme views and presenting
them as the common supporter of a specific party or cause.
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Bias by Spin: Emphasizing aspects of a policy favorable to one side without noting aspects
favorable to the other side; putting out one interpretation of what an event means while giving
little or no time or space to explaining the other interpretations.
Party spokesmen who talk with reporters after a presidential debate, seeking to convince them
that their candidate won, are called "spin doctors." One expert on the news media, Professor
Michael Robinson, explains "spin involves tone, the part of the reporting that extends beyond
hard news;" it's a reporter's "subjective comments about objective facts.“
Bias by Labeling: Attaching a label to one group but not to the other; using more extreme
labeling for one party; identifying a liberal or conservative person or group as an "expert" or as
independent.
Bias by labeling comes in two forms. First, the tagging of one party’s politicians and groups with
extreme labels while leaving the other party’s politicians and groups unlabeled or with more mild
labels. In other cases one party may be labeled by conservative or liberal while the other is given
a socially appealing label such as “pro free speech” or “pro free-market.”
The second kind of bias by labeling occurs when a reporter not only fails to identify a liberal as a
liberal or a conservative by a conservative, but describes the person or group with positive labels,
such as "an expert" or "independent consumer group." In so doing, the reporter imparts an air of
authority that the source does not deserve. If the "expert" is properly called a "conservative" or a
"liberal" the news consumer can take that ideological slant into account when evaluating the
accuracy of an assertion.
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Bias by Policy Recommendation or Condemnation: When a reporter goes beyond reporting
and endorses a specific point of view of which policies should be enacted, or affirms the liberal
or conservative criticism of current or past policies. Most news stories simply relate a sequence
of events, but when a story mixes reporting with specific recommendations for government
policy, that's bias by policy recommendation. When a reporter conclusively declares that a past or
current policy has failed, that's bias by policy condemnation. Taken together, this bias occurs
whenever a reporter, without any attribution, offers a definitive policy evaluation.
The examples have been taken and adapted from a book written by Brent Baker

Sound bites: A five minute story may have hours worth of film. What you see and hear is at the
discretion of the producer. Deciding what 10 seconds of a 45 minute speech the audience will
see can have a major impact. Often quotes are taken out of context or re-arranged.
Not every news story contains bias and media representatives do a good job of reporting in an
unbiased manner, it is important to note that bias can and does exist.
Tonight turn on a news program and attempt to identify any bias.
If you can, record a news program as you watch it. What were some of the key talking points?
Did they present both sides of the issue? Who were the experts that they brought in
After watching the program do some quick research on the issue and the different points of
view, were all represented in the report?
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Make a list and be prepared to describe the bias in class.

Who gives what to who?
The next pages report 2010 donations to the political parties and 527 committees. The donations
are sorted by news station. The Center for Responsive Politics provided the data.

The chart below shows the 2010 donations of PACs that were created by news corporation
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The chart below shows the amount of 527 donations given by news corporations.

527 Committee Donations

Supplemental Reading: New York Times article regarding media donations in
2012 election.
Click here for article

Presidential Election Process
Every four years citizens of the United States vote to elect their President. Recently it seems as if
there is never a stop to the election cycle. Already in 2013 there has been discussion and debate
as to who will or will not run for the Presidency and what strategy they should follow.
Officially, the entire presidential campaign and election process usually takes almost two years.
During the two year campaign candidates must be on their toes and prepared to handle all
different kinds of obstacles such as a need for money, a critical media, and numerous impromptu
speeches.

The typical periods of this process are as follows:
Spring of the previous calendar year – Candidates announce their intentions to run.
The intention is to generate as much attention as possible so candidates may make the
announcement during an important event, a televised interview, or in a speech at an important and
symbolic location.
In 2007, Senator Barack Obama launched his presidential campaign by staging an event at
Illinois’ Old State Capitol, the place where Abraham Lincoln delivered his famous “House
divided” speech against slavery in 1858. As hoped, the event attracted thousands of supporters
and widespread press coverage.
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Summer to December of the previous calendar year – Primary and caucus debates
Once the candidates have officially been announced
they will engage in numerous debates throughout
the nation. This is a test of endurance, funding, and
communication. During this period there may be up
to 8 or 9 candidates but eventually because of a lack
of support and funding, many drop out.
January to June – Primaries and caucuses
From January to June during the election year, the party that
does not have an incumbent President running for re-election
will engage in a series of Presidential Primaries and caucuses.
Although different in their method, primaries and caucuses are
the same in that their purposes is to award nominating
delegates to candidates. In some states it is proportional while
in others it is winner-take all.

Open Primaries- Primaries where all registered voters
regardless of party membership may vote.
Closed Primaries- Primaries where only registered party
members can vote.

478

July to early September – Nominating
conventions (including those of the minor third
parties)- The nominating convention occurs in the
summer months with the purpose being to
officially nominate the candidate for the
Presidency. The nominating conventions are
mostly ceremonial in nature. The convention is an
opportunity to introduce the candidate and the
party’s platform to the rest of the nation.

Late September and October – Presidential
election debates- The Presidential debates provide
an opportunity for the nation to see the Presidential
candidates and the vice presidential candidates
engage in one on one dialogue. The debates are
highly anticipated and provide Americans the
opportunity to see how the candidates handle the
pressure of unscripted questions.
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Early November – Election Day, the general election
On the first Tuesday after the first Monday in November of
an election year, registered voters over the age of 18 will
their vote for the President of the United States. As
mentioned in unit 2, they are really not voting for the
President but instead they a voting for the electors of the
electors of the President. In all but two states it is a winnertake all, Nebraska and Maine use the proportional method.
December – Electors cast their electoral votes
In December the electors travel to state capitals to cast their votes for the President. To win the
Presidential election, a candidate must win 270 of the 538 electoral votes, this represents a
majority of electoral votes.
Early January of the following calendar year – Congress counts the electoral votes
In the event that that no candidate earns 270 electoral vote because of a 3rd party candidate, there
will be a run-off election in the House of Representatives for the President, and a run-off election.
What if there was an electoral tie between 2 candidate? There would be a run-off election in
House for President and a run-off election in Senate for the Vice President.

January 20 of the following calendar year – Inauguration Day
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Now that we are coming to the end of this unit we still need to answer the question that was
posed at the beginning.
If the majority of the voters are found in the middle, then why are politicians moving
further away from the middle?
Use what you have learned to make a list of possible answers.
Individual Voters vs. Special Interest Groups and Political Parties

It is true that the majority of voters may find themselves in the middle and it is equally true that
candidates receive the majority of their donations from individuals. But interest groups provide
more money per donation. More importantly is the fact that individuals voters have diverse
interest and priorities as oppose to interest groups and political parties that have concentrated
interests and are extremely organized.
In terms of policy, individuals may be rationally ignorant. By contrast, interest groups work hard
and spend a lot of money to influence politicians to pass bills that help their group because their
marginal private benefit exceeds their portion of the shared social cost.
For example, compared to the rest of the world, Americans spend almost three times as much on
sugar. The sugar industry lobbies hard to keep protective tariffs on the books. Why don’t
individuals stand up and do something? Because it isn’t worth the cost of organizing groups and
spending their own money to fight a law that increases the price of sugar by a dollar.
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With regards to political parties and elections, no 3rd party candidate has ever come close to
winning an election. If a candidate intends to win they need to gain the support of either the
democrats or the republicans. Because of the primaries, the need for funding, and the need for
endorsements candidates have no choice to follow the party’s positions.
As a result, to gain the individual voter’s support candidates focus their campaigns on fancy
slogans, propaganda, promises, and being the perfectly packaged candidate. To gain the support
of interest groups and political parties candidates focus their campaigns on policy.

Democratic Party
PACs

Republican Party
PACs
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As Adam Smith wrote, in the economic market people who only intend to serve their self-interest
are driven by an invisible hand to serve the public interest, which was no part of their original
intention.
Milton Friedman also explains that just like the economic market, there is an invisible hand in
politics but it works in the opposite direction.
“In the government sphere, as in the market, there seems to be an invisible hand, but it operates in
precisely the opposite direction from Adam Smith’s: an individual who intends only to serve the
public interest by fostering government intervention is ‘led by an invisible hand to promote’
private interests, which was no part of his intention.”
Friedman explains why this happens,
“As we have seen in case after case, the general interest is defused over millions of people, the
special interest is concentrated.”
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The Median Voter Theorem:
In short the Median Voter Theorem states
that the candidate who positions themselves
closest to the median voter will win the
election. The assumption being that people
will vote for the candidate who most closely
represents their views. The other assumption
is that voters are equally distributed amongst the spectrum.
For example, in Diagram a, Joe positions himself closer to the median voter (assume the median
voter in a general election is somewhere near the middle. Larry opts to stay further to the right.
If we assume that voters will vote for the candidate that most closely represents their views than
Joe will win because everyone to Joe’s left will vote for Joe. Everyone to Larry’s right for vote
for Larry. They will split the voters that fall between them.
Diagram a

Joe
voters

10

10

10

10

10

Larry
10

10

10

10

Under this scenario of 100 voters, Joe would receive 65 votes and Larry would receive 35 votes.
In theory, if Joe was concerned about winning if he moved more to the right he could cut off even
more votes.
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If the theory is true then Larry should also look to move to the middle. This will allow them to
focus their campaigns on a small portion of the population. (diagram b)
Note: Have you ever wondered why Lowes and Home Depot build right next to each other or
why gas stations share the same intersection? Or why there are very small difference between the
makes of some cars? The median voter theorem applies to businesses as well.
Diagram b

Joe Larry
voters

10

10

10

10

10

10

10

10

10

But if the median voter theorem is true, doesn’t this actually add to the confusion to why
candidates are moving further apart?
The answer would be yes if Presidential candidates only had to concern themselves with the
general election. But prior to being nominated they first have to win in the primaries including
many closed primaries. Where do you think the median voter in a closed primary is located? If
you say the edges you would be correct.
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Closed Primaries- only registered party members may vote in closed primary elections.
Resulting in the median voter shifting farther from the center.
During closed primaries candidates attempt to move farther from the center to satisfy their
median voter.
This results in general elections that have candidates starting farther apart.
Keep in mind that shifting positions on the spectrum is much easier on a piece of paper or on
some model as compared to real life where voters and the media have an ear for inconsistencies.
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We can use the same model to better understand why 3rd party candidates are not successful.
Take a look at diagram c. In this scenario 3rd party candidate Rob not only did not win he was
also successful in dividing Larry’s voters.
Diagram c

Joe Larry
voters

10

10

10

10

10

Rob
10

10

10

10

If those who voted for Rob were to rank their options from best to worst, the ranking order would
probably look like this:
Rob
Larry
Joe

Unless Rob wins, Rob’s entry has helped Joe and not Larry. This is know as the Spoiler effect.
This has happen before, 1992 conservative leaning 3rd party candidate Ross Perot help Bill
Clinton. In 2000, liberal leaning Ralph Nader help G.W. Bush defeat Al Gore. After that
election, there was much discussion regarding Florida. In Florida, Bush beat out Gore by only
537 votes. Liberal leaning Nader receiver over 97,000 votes in Florida. You can do the math.
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Our government is filled with politicians looking to be put in position of control and influence.
Politicians are people and these people are no different than participants in the market. They are
still self-interested beings looking to maximize their utility. If we ignored this concept we would
be forfeiting a great opportunity to look at politics through an economic scope.
We see it in voters looking to improve their lives, interest groups looking to get their friend into
office, political parties looking to shape public policy. This has not been an unexpected result of
our system.
As George Washington stated,
“Let me now take a more comprehensive view, and warn you in the most solemn manner against
the baneful effects of the Spirit of Party...”

Supplemental Reading: The Public Choice School: Politics as Business
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Essential Questions/Tasks
Unit 6
1. What are the benefits of having a Bill of Rights, what are the costs? What is the proper balance
between Individual liberty and the common good?

2. Why do we need equal protection to promote our different preferences?

3. To what extent does our Constitution and BOR impact the interactions amongst the various actors in
society?

4. To what extent does the Bill of rights promote and/or prevent the following:
•
•
•
•
•

Harmony and Equality
Freedom
dispersed power
growth
improve the standards of living for all?

Unit VI: Roles of a Citizen
Key Understandings:
1. There is a balance between individual rights and the power of the government.
2. The Bill of Rights acts as a safeguard for individuals against arbitrary powers.
3. A successful democracy requires participation by an informed electorate.

4. People are born with natural rights that cannot be denied by other individuals or groups.
5. It is the people’s obligation to ensure that the government abides by the Constitution, either
through their elected representative or political participation.
6. The institutions of state and federal government can influence the rights and liberties of
American citizens
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Key Terms:
Individualism- the moral stance, political philosophy, ideology, or social outlook that
emphasizes "the moral worth of the individual". Individualists promote the exercise of one's
goals and desires and so value independence and self-reliance and advocate that interests of the
individual should achieve precedence over the state or a social group, while opposing external
interference upon one's own interests by society or institutions such as the government.
Collective action- traditionally defined as any action aiming to improve the group’s conditions
(such as status or power), which is enacted by a representative of the group. It is a term that has
formulations and theories in many areas of the social sciences including psychology, sociology,
political science and economics. Economic theory of collective action is concerned with the
provision of public goods (and other collective consumption) through the collaboration of two or
more individuals, and the impact of externalities on group behavior. It is more commonly referred
to as Public Choice
Natural Rights- Political theory that maintains that an individual enters into society with certain
basic rights and that no government can deny these rights. The modern idea of natural rights grew
out of the ancient and medieval doctrines of natural law, i.e., the belief that people, as creatures of
nature and God, should live their lives and organize their society on the basis of rules and
precepts laid down by nature or God. With the growth of the idea of individualism, especially in
the 17th cent., natural law doctrines were modified to stress the fact that individuals, because they
are natural beings, have rights that cannot be violated by anyone or by any society.
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Key Terms:
Negative Rights- A right not to be subjected to an action of another person or group—a
government, for example—usually in the form of abuse or coercion. In terms negative rights,
others have a duty not to interfere. In other words these are rights that impose a negative duty on
someone else. Examples are free speech and religious freedom and other liberties.
Positive Rights- Positive rights impose duties or obligations on others to provide goods or
services, or to act in a certain way. Positive rights may include civil and political rights such as
police protection of person and property and the right to counsel, as well as economic, social and
cultural rights such as food, housing, public education, employment, national security, military,
health care, social security, internet access, and a minimum standard of living. Positive rights
often necessitate a contract.
Utility Maximization- Notion that people are generally motivated to do what is best for them, to
purchase the most satisfying goods, to make the decisions that do more good than harm, to
improve their overall living standards and well-being, that is, to maximize their utility.
Rational Decisions- A decision made by person that is intended to produce the greatest benefit or
satisfaction consistent with that person’s highest self-interest. Perceived rational decisions
derive from the information available to the person. There is debate between philosophers as to
whether or not it is even possible to determine the rationality of other people’s decisions.
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Key People/Groups:
Franklin D. Roosevelt- President of the United States from 1933 to 1944. Under his watch the
New Deal and the 2nd New Deal were created and many of the policies are still around today.
John Locke- Enlightened philosopher who reasoned that man was had natural rights that
included; Life, Liberty, and Property. Man entered into a social contract with government to
protect his natural rights. Revolution was justified in the event that the government violated
man’s natural rights.
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Key Terms:
Equilibrium- Balance between cost and benefits. In this unit we will look at the cost and
benefits to individuals and society.
Tyranny of the majority- The fear that in a democratic system where majority rules, that the
majority can use their voting advantage to advance their interests so far above those of an
individual or minority group as to constitute active oppression.
Tyranny of the minority- argument that narrow and well organized minorities are more likely
to assert their interests over those of the majority. Idea that when the benefits of political action
(e.g., lobbying) are spread over fewer agents, there is a stronger individual incentive to contribute
to that political activity. Narrow groups, especially those who can reward active participation to
their group goals, might therefore be able to dominate or distort political process, a process
studied in public choice theory.

Civil Rights (political rights)- Rights that protect individuals' freedom from unwarranted
infringement by governments and private organizations, and ensure one's ability to participate in
the civil and political life of the state without discrimination or repression.
Equality- All men are created equal in rights. There is great debate over the concepts of Equality
of opportunity vs . Equality of outcomes.
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Important Documents and outside readings:
The Bill of Rights
Written in 1789, the first 10 Amendments of the Constitution were written to prevent arbitrary
abuses by the national government against the people or the states.
FDR’s second Bill of Rights- President Roosevelt’s 1944 State of the Union address includes
what he called a second Bill of Rights. FDR’s second Bill of Rights are economic rights that
FDR felt that all citizens were entitled to enjoy.

The Economics of the Bill of Rights
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The basic unit of decision making whether socially, politically, or economically is the individual.
It is true that individuals may form groups, parties, businesses, and other types of coalitions but
each one of these examples comprises individual decision makers. As an individual we have the
ability to make decisions to improve out lives.
Individual Worth
“We hold these truths to be self-evident, that all men are created equal, that they are endowed by
their Creator with certain unalienable Rights, that among these are Life, Liberty and the pursuit of
Happiness”- Thomas Jefferson

With these words Thomas Jefferson articulates the most fundamental and important concept of
individualism, each one of us has worth. We all have a life- of course, but consider the fact that
nobody’s life is exactly the same. People today and in the past have lived different types of lives.
Some have been rich while others lived in poverty. Some ended up being famous for doing great
deeds while others lived most of their live in jail. People have lived and still live different types
of lives, but there is one thing that every person who has ever walked the earth has in common
with each other. It is the simple truth that nobody lives forever. The resource that is most scarce
for each one of us is time.
When you analysis any decision that has an opportunity cost, it is in its most basic form a
measure of time. Our time is limited and is valuable.
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Liberty is the ability of each individual to have control over their own actions and to use their
limited time in a manner that best suits their wants.
Self-Interest (utility maximization)
Each individual has been gifted with natural abilities to utilize in a manner that suits their best
interest. We are entitled to the fruits of our labor. In a way each individual’s natural gifts are
their property. And as with other forms of property, we can use those gifts, we can trade the
results of those gifts, and we can waste those gifts. Each of use has been given the natural rights
to live freely and to make decisions to improve ourselves.
Rational Decisions
As individuals we have the opportunity to make decisions everyday. People make decisions with
the intention to improve themselves and to promote their interests. Perceived rational decisions
derive from the information available to the person. Of course nobody makes perfect choices
every time. And there is even debate between philosophers as to whether or not it is even possible
to determine the rationality of other people’s decisions. A rational decision is a decisions that is
consistent with the priorities of a person. Often inconsistencies arrive from either imperfect
information or when people are dishonest with themselves about what is really important to them.
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Cooperation and Competition
We live in a society with other people who have just as much of a right to life, liberty, and the
pursuit of happiness and as a result an individual exercising his or her rights often comes in
competition with other individuals exercising their rights. Society has created institutions to
promote cooperation.
Equilibrium
As stated in the beginning of the course
there needs to be balance or equilibrium
between competing forces or in other words
competing decision makers.

What methods or institutions as society created to ensure cooperation between competing
decision makers? Think socially, politically, and economically.
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"We hold these truths to be self-evident; that all men are created equal, that they are endowed by
their Creator with certain unalienable rights, that among these are life, liberty, and the pursuit of
happiness. That, to secure these rights, governments are instituted among men, deriving
their just powers from the consent of the governed."
The Declaration clearly reflects the founders' belief that governments are responsible for
protecting the "unalienable rights" of "life, liberty, and the pursuit of happiness." Since people are
clearly capable of abusing the "natural rights" of others, the government must protect the rights of
its citizens. But the founders also feared arbitrary abuses of our government against the citizens.

THE ORIGINAL CONSTITUTION
Most of the framers believed that the basic "natural rights" were guaranteed by the original
Constitution before the Bill of Rights was added. Rights specifically mentioned in the body of the
Constitution are:
writ of habeas corpus
no bills of attainder
no ex post facto laws
trial by jury in federal courts in criminal cases
protection as citizens move from one state to another
no titles of nobility
limits on punishment for and use of the crime of treason
no religious oaths for holding federal office
guarantee of republican government for all states
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The Writ of Habeas Corpus
"The privilege of the Writ of Habeas Corpus shall not be suspended, unless when in Cases of
Rebellion or Invasion the public Safety may require it.“- Article 1 Section 9 of the Constitution.
Habeas Corpus literally means "produce the body." The writ is a court order requiring
government officials to present a prisoner in court and to explain to the judge why the person is
being held. Suspension of habeas corpus is a right of Congress, since the passage above appears
in Article One, which defines the powers of Congress.
Originally, the writ was only a court inquiry regarding the jurisdiction of the court that ordered
the individual's confinement, but today it has developed into a remedy that a prisoner can
formally request. A federal judge may order the jailer to show cause why the person is being held,
and the judge may order the prisoner's immediate release.
The Supreme Court under Chief Justice Rehnquist has severely limited the use of habeas corpus
partly because prisoners on death row have used it to delay their executions, sometimes for years.
Supporters of habeas corpus believe that judges should be allowed to use their own judgment in
issuing the writs because they are protecting constitutional rights.
Read Article 1 section 9 thinking in terms of trade-offs (cost/benefits) why did Congress write
that the Writ of Habeas Corpus could be suspended if the public safety required it.
Relate this Guantanamo Bay.
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Ex Post Facto Laws and Bills of Attainder
The Constitution forbids both national and state governments from passing ex post facto laws.
An ex post facto law is a retroactive criminal law that affects the accused individual negatively.
Such laws may make an action a crime that was not a crime when committed, or they may
increase punishment for a crime after it was committed. On the other hand, the restriction does
not apply to penal laws that work in favor of the accused.
A bill of attainder is a legislative act that punishes an individual or group without judicial trial.
The Constitution forbids them because the founders believed that it is the job of the Courts, not
Congress, to decide that a person is guilty of a crime and then impose punishment.

Relate the concepts of perfect information and rational choice to Ex Post Facto Laws.
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The Bill of Rights
The overwhelming majority of court decisions that define American civil liberties are based on
the Bill of Rights, the first ten amendments added to the Constitution in 1791.
Even though most of the state constitutions in 1787 included separate bills of rights for their
citizens, the original Constitution mentioned only the rights listed above. These rights were
scattered throughout the articles, with most of the attention focused on defining the powers of the
branches of government, not on preserving individual rights. Many people were widely
suspicious of these omissions, and in order to gain ratification, the founders agreed to add ten
amendments in 1791, the Bill of Rights.
The Bill of Rights and the 14th Amendment were created to protect citizens from the use of
arbitrary powers.
Why are arbitrary powers so easy to
abuse?
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The Bill of Rights and the 14th Amendment can be applied to our social, political, and economic
interactions. It is important to understand that government does not provide these rights to the
people, we are born with these rights. As a result, we never lose these rights. For example, we
have the same right to voice our displeasure with a politician as we do to voice our displeasure to
the manager of a restaurant. We don’t have to “check-in” or rights for some situations and then
pick them up later, we carry them with us every moment of our lives.
The following is an abridged version of the Bill of Rights
The First Amendment guarantees freedom of speech, press, assembly and petition. In addition,
it prohibits Congress from establishing a national religion.
The Second Amendment allows the right to bear arms.
The Third Amendment prohibits the quartering of soldiers in any house.

The Fourth Amendment restricts searches and seizures ("the right of the people to be secure in
their persons, houses, papers, and effects").
The Fifth Amendment provides for grand juries, restricts eminent domain (the right of the
government to take private property for public use), and prohibits forced self-incrimination and
double jeopardy (being tried twice for the same crime).
Amendment Six outlines criminal court procedures.
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Amendment Seven guarantees trial of jury in civil cases that involve values as low as twenty
dollars.
Amendment Eight prevent excessive bail and unusual punishment
The Ninth Amendment allows that Amendments 1-8 do not necessarily include all possible
rights of the people and that those rights are also protected.
The Tenth Amendment reserves for the states any powers not delegated to the national
government specifically in the Constitution.
The Fourteenth Amendment
Civil rights are also protected by the Fourteenth Amendment, with protects violation of rights
and liberties by the state governments.
"All persons born or naturalized in the United States, and subject to the jurisdiction thereof, are
citizens of the United States and of the State wherein they reside. No State shall make or enforce
any law which shall abridge the privileges or immunities of citizens of the United States; nor
shall any State deprive any person of life, liberty, or property, without due process of law; nor
deny to any person within its jurisdiction the equal protection of the laws.

Supplemental Reading: The economics of the Bill of Rights
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First Amendment Liberties
"Congress shall make no law respecting an establishment of religion or prohibiting the free
exercise thereof; or abridging the freedom of speech, or of the press; or the right of the people
peaceably to assemble, and to petition the Government for a redress of grievances."
- The First Amendment
The First Amendment protects several basic liberties: freedom of religion, speech, press,
petition, and assembly. Interpretation of the amendment is far from easy, as court case after court
case has tried to define the limits of these freedoms. The definitions have evolved throughout
American history, and the process continues today.
Economically speaking we can view the First Amendment as the vehicle that establishes a “free
market” of ideas. When people can express themselves they impact others around them and as a
result also impact their own reputation. In
essence there is a free exchange of ideas, and
we mutually benefit. But as with free markets
there are also negative and positive
externalities. And just as with externalities in
the market, the government will involve itself
in dealing with externalities in the free speech
market.
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Freedom of Religion
The 1st Amendment protects freedom of religion in two separate clauses: the establishment
clause, which prohibits the government from establishing an official church, and the free
exercise clause that allows people to worship as they please. Surprisingly, the First Amendment
does not refer specifically to the "separation of church and state" or a "wall of separation."
Those phrases evolved later, probably from letters written by Thomas Jefferson, but the First
Amendment does prohibit the establishment of a government sponsored religion, such as the
Anglican Church in England.
We, as individuals, have freedom of conscience. Religious liberty, or freedom of conscience,
protects the beliefs of everyone, not just those of recognized faith communities. We are free to
worship —or not to worship — as we choose. The government may not tell us what church,
synagogue, mosque or temple to attend or whether, where and how we should pray.
As individuals, our ideas and beliefs are our own. We are free to develop and express our
thoughts. Through our free press, we have access to a vast range of information. We may criticize
our government if we see fit to do so. Judgments about ideas are for individuals to make, not for
government to decree.
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The Establishment Clause
The Everson v. Board of Education case in 1947 challenged a New Jersey town for reimbursing
parents for the cost of transporting students to school, including local parochial schools. The
plaintiffs claimed that since the parochial schools were religious, publicly financed transportation
costs could not be provided for parochial students. The challenge was based on the establishment
clause. The court in this case ruled against the plaintiffs, claiming that busing is a "religiously
neutral" activity, and that the reimbursements were appropriate. However, the majority opinion
declared that states cannot support one religion above another.
Aid to church-related schools has been a topic at issue with the establishment clause. In 1971 in
Lemon v. Kurtzman, the Supreme Court ruled that direct state aid could not be used to subsidize
religious instruction. The Court’s opinion stated that government aid to religious schools had to
be secular in aim, and that an excessive government entanglement with religion should be
avoided.
As a result of the Lemon v. Kurtzman case, the Court created the Lemon Test to apply to other
cases concerning the establishment clause.
First, the statute must have a secular legislative purpose
second, its principal or primary effect must be one that neither advances nor inhibits religion

Finally, the statute must not foster "an excessive government entanglement with religion." 508

However, in recent years the Court has relaxed restrictions on government aid to religious
schools. For example, in 1997 the Supreme Court overturned Aquila v. Felton, a 1985 decision
that ruled unconstitutional state aid for disadvantaged students who attend religious schools.
A current establishment clause issue is that of school vouchers that allow individuals to purchase
education at any school, public or private. School districts in several states, including Florida,
Ohio, and Wisconsin, have experimented with voucher programs. In 2002 the Supreme Court
held that the Cleveland voucher system was constitutional, although almost all the students used
the vouchers to attend religious schools.
The most controversial issue of the separation of church and state has been school prayer. The
first major case was Engle v. Vitale (1962). In this case, the Court banned the use of a prayer
written by the New York State Board of Regents. It read, Almighty God, we acknowledge our
dependence upon Thee, and we beg Thy blessings upon us, our parents, our teachers, and our
country. Later decisions overturned laws requiring the saying of the Lord’s Prayer and the posting
of the Ten Commandments in classrooms.
Probably the most famous establishment clause case is Abington School District v. Schempp,
(1963), was a United States Supreme Court case in which the Court decided 8–1 in favor of the
respondent, Edward Schempp, and declared school-sponsored Bible reading in public schools in
the United States to be unconstitutional.
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In 1985, Wallace v. Jaffree banned Alabama’s moment of silence law that provided for a oneminute period of silence for meditation or voluntary prayer.
In recent years prayer outside the classroom has become an issue, with student initiated prayer at
graduation ceremonies and sports events at its focus. In 2000 the Supreme Court affirmed a lower
court ruling that school prayer at graduation did not violate the establishment clause, but that
prayer over loud speakers at sports events did.
The Free Exercise Clause
The free exercise clause does not allow any laws prohibiting the free exercise of religion. The
courts have interpreted the 14th Amendment to extend the freedom to protection from state
governments as well. Religions sometimes require actions that violate the rights of others or
forbid actions that society thinks are necessary. The Supreme Court has never allowed religious
freedom to be an excuse for any type of behavior. It has consistently ruled that people have the
absolute right to believe what they want, but not necessarily the right to religious practices that
may harm society.

In 1879, the Supreme Court heard a case between George Reynolds and the United States.
George Reynolds had multiple wives. He was a Mormon and claimed that his religion compelled
him to commit polygamy. He argued that U.S. law that outlawed polygamy violated the free
exercise clause of the first amendment.
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The Supreme Court ruled that freedom of religion protects the freedom of believe but not always
freedom of action. People cannot excuse themselves from the law because of their religion. “Can
a man excuse his [illegal] practices…because of his religious belief? The permit this would be to
make the professed doctrines of religious belief superior to the law of the land, and in effect to
permit every citizen to become a law unto himself. Government could exist only in name under
such circumstances….”
In addition to polygamy, the use of poisonous snakes in religious rites, and prohibiting medical
treatment to children based on religious beliefs have been restricted by the Courts. On the other
hand, Courts have disallowed some government restrictions of religious exercise, such as forcing
flag salutes and requiring Amish parents to send their children to school after eighth grade.
Freedom of Expression

As mentioned we have the religious freedom and the
freedom to have ideas and beliefs. The first
amendment protects conscience thought.
We also have the freedom to express this conscience
thought in the form of speech, symbols, the written
word, and any other method that we communicate.
But just like with expressing our religious beliefs
were are not allowed to break existing laws in the
name of free speech.
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We also have the right to assemble groups that
consist of people with the same thoughts. These
can take the form of political parties, interest
groups, advocacy groups, unions, marches and
protests. The message of these groups does not
need to be a popular message. Once again groups
are free to assemble as long as the group is not
violating existing established laws or violating the
rights of others.

We also have the right to petition our government
for redress of grievances. This means we have the
right to make a complaint to, or seek the assistance
of, our government, without fear of punishment or
reprisals. Petition can come in many forms such as
letters, websites, marches, protest, signs, and
lobbying.
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In this country we have freedom of press. The government has no right to exert any pressure on
the press or to interfere with their reporting. Additionally, the press is free to print and report
news without fear of punishment and reprisals.
“Where the press is free
and every man able to
read, all is safe.”- Thomas Jefferson
"The only security of all is in a
free press. The force of public
opinion cannot be resisted
when permitted freely to be
expressed. The agitation it
produces must be submitted
to. It is necessary, to keep the
waters pure." -Thomas Jefferson

To preserve the freedom of the human mind... and freedom of the press, every spirit should be
ready to devote itself to martyrdom; for as long as we may think as we will and speak as we think,
the condition of man will proceed in improvement." - Thomas Jefferson
The biggest debate over the freedom of the press is whether or not they should be able to report
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on information that they have received that has not been de-classified.

Political Speech

The First Amendment elevates core political speech above all other forms of individual
expression by prohibiting laws that regulate it unless the laws are narrowly tailored to serve a
compelling state interest.
Core political speech consists of conduct and words that are intended to directly rally public
support for a particular issue, position, or candidate. In one prominent case, the U.S. Supreme
Court suggested that core political speech involves any “interactive communication concerning
political change.” Meyer v. Grant, (1988). Discussion of public issues and debate on the
qualifications of candidates, the Supreme Court concluded, are forms of political expression
integral to the system of government established by the federal Constitution, Buckley v. Valeo,
(1976).
Thus, circulating handbooks and petitions, posting signs and placards, and making speeches and
orations are all forms of core political speech, so long as they in some way address social issues,
political positions, political parties, political candidates, government officials, or governmental
activities.
Known as “strict scrutiny” analysis, the application of this analysis by a court usually sounds the
death knell for the law that is being challenged. This application is especially true when the core
political speech is expressed in traditional public forums, such as streets, sidewalks, parks, and
other venues that have been traditionally devoted to public assembly and social debate.
Examples of nonpublic forums include household mail boxes, military bases, airport terminals,
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There is in essence a free marketplace of ideas in this nation. In the "marketplace of ideas" the
truth will emerge out of the competition of ideas in free and transparent public discourse.
Similarly to how the free trade of goods and services increases the standard of living in society,
the free trade of ideas also improves the standard of living in society. Whether it is religion,
ideas, or political speech, the marketplace of ideas favors a marketplace of freedom rather than
state restrictions and forbiddance of incompatible beliefs. State restrictions of ideas, limit
competition and create a monopoly of state supported ideas.
Consider the economic concepts of division of labor and specialization. Aren’t all of our lives
improved by others who specialize in a topic and then are allowed to share their knowledge with
others? Are we not all benefitted by watchdog groups that specialize in monitoring the
government and their actions?
Similar to goods and service, we may opt to accept or reject ideas- its our choice.
But can there be market failure in the “marketplace of ideas?” Yes!!!
In terms of positive externalities, if you recall, public goods are the government’s response to
suppliers unwilling to provide a needed product due to the free rider scenario (review unit 2).
There could be a similar situation with ideas, for example if an individual develops a new drug or
a new invention that could improve society. The individual may be less willing to share the idea
if he or she cannot be rewarded. To prevent this situation from occurring the government has
come up with patent and copyright laws that are intended to protect to idea for a specific period
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Recall that the concept of negative externalities such as pollution arise when a 3rd party suffers a
portion of the cost of an exchange that they did not agree to participate in. The same can occur
in the free marketplace of ideas.
If someone stands up and yells, “fire” in
a movie theater or if people engage in
an exchange of obscene words at a
sporting event there are other people
impacted. There are laws that have
been created to protect against the
external costs exerted on unwilling
participates in the free market of ideas.
The first and foremost protection against irresponsible ideas and speech is reputation. When a
person claims, “I have freedom speech.” In most cases they are correct, but they also have a
reputation that may take years to build and a moment to destroy. Each individual needs to weigh
the costs and benefits of what they say and what groups they join and support.
But what if protecting a reputation isn’t enough motivation? Then laws need to be created to
protect individuals.
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Free Speech and National Security and Public Welfare
The Court distinguishes between language that was merely critical of the government and that
which was directly a "clear and present danger" to national security. The "clear and present
danger" test became a standard by which to balance national security and freedom of speech.
Additionally people can be punished for speech that willfully advocates the overthrow of the
government. People can also be punished for membership in a group that advocated the
overthrow of government ( the membership clause).

Hate Speech
Hate speech is speech and is protected.
According to the Court ruling in
Brandenburg vs. Ohio, speech would have to
be judged as inciting "imminent" unlawful
action in order to be restricted. The case
involved a Ku Klux Klan leader convicted of
attempting to incite mob action when he said
"We'll take the (expletive deleted) street later."
The conviction was overturned by the Supreme
Court because Brandenburg did not call for an
"imminent" action.
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Liable and Slander
Libel, a written statement that attacks another person's character, is not automatically protected,
although it is very hard to sue for libel. Public figures must prove that a statement is not only
false but that it intended "actual malice," a condition that is very hard to define. Similarly,
slander is a spoken statement that attacks another person’s character.
Obscenity
Obscenity is not protected, but the Court has always had a difficult time defining obscenity. The
current Court leaves local governments to decide restrictions for hard-core pornography, but of
they choose to restrict it, they must meet some strict constitutional tests. One common reaction
has been for a local government to establish areas where pornography can and can't be sold. A
new issue concerns pornography on the internet. In 1997 the Supreme Court ruled the
Communications Decency Act unconstitutional because it infringed too much on free speech
Symbolic Speech
Symbolic speech is a legal term in United States law used to describe actions that purposefully
and discernibly convey a particular message or statement to those viewing it. Symbolic speech is
recognized as being protected under the First Amendment as a form of speech, but this is not
expressly written as such in the document. The first amendment does not protect symbolic
speech that is in itself an illegal action such as murder, theft, or in Virginia cross burning.
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The following pages will cover key 1st Amendment cases that occurred in schools.
The information comes
http://www.firstamendmentschools.org/freedoms/case.aspx?id=404
Tinker vs. Des Moines
Facts:
Several students planned to wear black armbands to school to protest U.S. involvement in the
Vietnam War and mourn the dead on all sides. School officials learned of the impending protest
and quickly adopted a no-armband rule (even though they allowed students to wear other
symbols). The students nonetheless wore the armbands to school. School officials suspended
them for violating school policy. The students sued, claiming violation of their First Amendment
rights.
Issue:
Whether school officials can censor non-violent student speech without showing that the speech
will cause a material and substantial disruption of school educational activities or collide with the
rights of others.
Holding:
By a 7-2 vote, the Court held that school officials cannot censor student speech unless school
officials reasonably forecast that the speech will cause a material and substantial disruption of
school activities or collide with the rights of others. Mere apprehension of disturbance or an
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offense given is not enough.

Reasoning:
Students do not lose their constitutional rights at the schoolhouse door. School officials’ duties to
provide a safe learning environment must be balanced against students’ free-expression rights.
School officials may not censor student speech because of an "undifferentiated fear or
apprehension." They must reasonably forecast that the student speech will cause a substantial
disruption or invade the rights of others. In this case, "the record does not demonstrate any facts
which reasonably may have led school authorities to forecast substantial disruption of or material
interference with school activities, and no disturbances or disorders on the school premises in fact
occurred."
Majority:
"It can hardly be argued that either
students or teachers shed their
constitutional rights to freedom of
speech or expression at the schoolhouse
gate." (Justice Abe Fortas)
Dissent:
This case will help usher in "a new revolutionary era of permissiveness in this country fostered
by the judiciary. . . I wish, therefore, wholly to disclaim any purpose on my part to hold that the
Federal Constitution compels the teachers, parents, and elected school officials to surrender
control of the American public school system to public school students." (Justice Hugo Black)

Please write a 6 word headline
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Bethel School Dist. No. 403 v. Fraser, 478 U.S. 675 (1986)
Facts:
A public high school student delivered a nominating speech on behalf of another student at a
student assembly. The speech contained elaborate and immature sexual innuendo. The school
suspended the student for violating the school’s no-disruption rule, which prohibited “obscene,
profane language.” The student contended that the suspension violated his First Amendment
rights because his speech caused no disruption of school activities within the meaning of Tinker.
Issue:
Whether school officials may prohibit a vulgar and lewd student speech at a student assembly
even if the speech does not create a substantial disruption.
Holding:
In a 7-2 decision, the Court held that school officials may prohibit student speech before a student
assembly that is vulgar, lewd and plainly offensive.

Reasoning:
Public school officials have a responsibility to “inculcate values” into students. “Surely, it is a
highly appropriate function of public school education to prohibit the use of vulgar and offensive
terms in public discourse.” The vulgar sexual allusions of the student in this case differ markedly
from the pure political message of the black-armband case of Tinker. School officials were not
censoring speech based on viewpoint. Rather, they were punishing the student for using vulgar
and lewd terms at a student assembly.
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Majority:
“The undoubted freedom to advocate unpopular and controversial views in schools and
classrooms must be balanced against the society's countervailing interest in teaching students the
boundaries of socially appropriate behavior. Even the most heated political discourse in a
democratic society requires consideration for the personal sensibilities of the other participants
and audiences.” (Chief Justice Warren Burger)
Dissent:
“It does seem to me, however, that if a student is to
be punished for using offensive speech, he is entitled
to fair notice of the scope of the prohibition and the
consequences of its violation. The interest in free
speech protected by the First Amendment and the
interest in fair procedure protected by the Due Process
Clause of the Fourteenth Amendment combine to
require this result.” (Justice John Paul Stevens)
Read more about this case at firstamendmentcenter.org
Please write a 6 word headline
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Hazelwood Sch. Dist.. v. Kuhlmeier, 484 U.S. 260 (1988)
Facts:
Students produced a school newspaper as part of their journalism class. One issue was to include
student-written articles about teen pregnancy and the impact of divorce on kids. The principal
objected to the stories, believing they were inappropriate for the younger students and unfair to
the pregnant students who might be identified from the text of the article. He also believed that
the parents of the students quoted in the
divorce article should have been given an opportunity
to respond. He deleted the articles from the school
newspaper. Three students sued, claiming a violation
of their First Amendment rights under the Tinker
standard.
Issue:
Whether school officials can censor school-sponsored
student publications when they believe material is
inappropriate for younger students, or for reasons
other than the prospect of material and substantial disruption of the educational process.
Holding:
By a 5-3 vote, the Court held that school officials can censor school-sponsored student
publications when they have purposes reasonably related to legitimate educational concerns.
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Reasoning:
There is a fundamental difference between private student speech and student speech that occurs
in school-sponsored activities. Educators have greater authority to control school-sponsored
student speech because the public might reasonably believe such speech bears "the imprimatur of
the school." Educators "do not offend the First Amendment by exercising editorial control over
the style and content of student speech in school-sponsored expressive activities so long as their
actions are reasonably related to legitimate pedagogical concerns." A publication created as part
of a class is clearly school-sponsored and a part of the curriculum. The school never adopted a
policy whereby the publication simply became a public forum open to any and all views. The
school administration thus properly acted as editor of the newspaper.
Majority:
"A school must also retain the authority to refuse to sponsor student speech that might reasonably
be perceived to advocate drug or alcohol use, irresponsible sex, or 'conduct otherwise
inconsistent with the shared values of a civilized social order,' or to associate the school with any
position other than neutrality on matters of political controversy." (Justice Byron White)
Dissent:
The dissent argued that the majority erred in making a distinction between student-initiated and
school-sponsored speech. The Tinker standard of material and substantial disruption should
govern all student free-expression cases. "The case before us aptly illustrates how readily school
officials (and courts) can camouflage viewpoint discrimination as the 'mere' protection of
students from sensitive topics." (Justice William Brennan)
Please write a 6 word headline
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West Virginia State Board of Education v. Barnette, 319 U.S. 624 (1943)
Facts:
The West Virginia Board of Education adopted a measure requiring that all public school students
salute the flag and recite the Pledge of Allegiance. Students who did not participate could be
expelled; their parents could even lose
custody of them. A group of Jehovah's Witnesses
challenged the law on First Amendment grounds.
They argued that the forced flag salute conflicted
with their religious beliefs against idol worship
and graven images, and therefore violated their
free exercise of religion and freedom of speech
rights under the First Amendment.
Issue:
Whether a compulsory flag-salute law for school children violates the First and Fourteenth
Amendments.
Holding:
By a 6-3 vote, the Court held that school officials do violate the First Amendment by compelling
students to salute the flag and recite the Pledge of Allegiance.
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Reasoning:
The First Amendment prohibits government officials from compelling individuals to speak or
espouse orthodox beliefs that are at odds with their conscience and values. “There is no doubt
that, in connection with the pledges, the flag salute is a form of utterance.” The purpose of the
First Amendment is to ensure that individuals have an individual sphere of freedom of thought
and belief that the government cannot invade. “Authority here is to be controlled by public
opinion, not public opinion by authority.”
Majority:
“If there is any fixed star in our constitutional constellation, it is that no official, high or petty, can
prescribe what shall be orthodox in politics, nationalism, religion, or other matters of opinion or
force citizens to confess by word or act their faith therein.” (Justice Robert Jackson)
Dissent:
"An act compelling profession of allegiance to a religion, no matter how subtly or tenuously
promoted, is bad. But an act promoting good citizenship and national allegiance is within the
domain of governmental authority and is therefore to be judged by the same considerations of
power and of constitutionality as those involved in the many claims of immunity from civil
obedience because of religious scruples." (Justice Felix Frankfurter)
Read more about this case at firstamendmentcenter.org:
Please write a 6 word headline
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Abington School District v. Schempp, 374 U.S. 203 (1963)
Facts:
Pennsylvania state law required that "at least ten verses from the Holy Bible shall be read,
without comment, at the opening of each public school on each school day." Two families sued,
claiming this violated the Establishment Clause of the First Amendment.

Issue:
Whether an official reading at the beginning of each school day of Bible passages, without
further comment, violates the Establishment Clause.
Holding:
By a vote of 8-1, the Court held that state-sponsored devotional Bible readings in public schools
constitute an impermissible religious exercise by government.
Reasoning:
The Court found that state-sponsored devotional exercises violate the Establishment Clause. The
Constitutional defects are not corrected by allowing an opt-out provision. The Establishment
Clause constrains government from involving itself in religious matters. Therefore, government
action that promotes or inhibits religion violates the Constitution. The state may not draft or
conduct religious prayers in schools filled with captive audiences of children.
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Majority:
"In addition, it might well be said that one’s
education is not complete without a study of
comparative religion or the history of
religion and its relationship to the
advancement of civilization. It certainly
may be said that the Bible is worthy of study
for its literary and historic qualities. Nothing
we have said here indicates that such study
of the Bible or of religion, when presented
objectively as part of a secular program of
education, may not be effected [sic]
consistently with the First Amendment. But
the exercises here do not fall into those categories. They are religious exercises, required by the
States in violation of the command of the First Amendment that the Government maintain strict
neutrality, neither aiding nor opposing religion." (Justice Tom Clark)

Please write a 6 word headline
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The 2nd Amendment
"A well regulated Militia, being necessary to the security of a free State, the right of the people to
keep and bear Arms, shall not be infringed.“- 2nd Amendment
Such language has created considerable debate regarding the Amendment's intended scope. On
the one hand, some believe that the Amendment's phrase "the right of the people to keep and bear
Arms" creates an individual constitutional right for citizens of the United States. Under this
"individual right theory," the United States Constitution restricts legislative bodies from
prohibiting firearm possession, or at the very least, the Amendment renders prohibitory and
restrictive regulation presumptively unconstitutional.
On the other hand, some scholars point to the prefatory language "a well regulated Militia" to
argue that the Framers intended only to restrict Congress from legislating away a state's right to
self-defense. Scholars have come to call this theory "the collective rights theory." A collective
rights theory of the Second Amendment asserts that citizens do not have an individual right to
possess guns and that local, state, and federal legislative bodies therefore possess the authority to
regulate firearms without implicating a constitutional right.
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Stipulations of the 2nd Amendment:
The Second Amendment to the United States Constitution protects the right of the individual to
keep and bear firearms.

The right to arm oneself is viewed as a personal liberty to deter undemocratic or oppressive
governing bodies from forming and to repel impending invasions. Furthermore, the right to bear
arms was instituted within the Bill of Rights to suppress insurrection, participate and uphold the
law, enable the citizens of the United States to organize a militia, and to facilitate the natural right
to self-defense.
The Second Amendment was developed as a result of the tyrannous rule of the British parliament.
Colonists were often oppressed and forced to pay unjust taxes at the hand of the unruly
parliament. As a result, the American people yearned for an Amendment that would guarantee
them the right to bear arms and protect themselves against similar situations. The Second
Amendment was drafted to provide for the common defense and the general welfare of the
United States through the ability to raise and support militias.
See more at: http://constitution.laws.com/2nd-amendment#sthash.Gd0ndMRp.dpuf
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Court Cases Tied into the Second Amendment
In District of Columbia v. Heller the Supreme Court ruled that the Second Amendment protects
an individual’s right to possess a firearm to use for traditionally lawful purposes, such as
defending oneself within their home or on their property. The court case ruled that the
Amendment was not connected to service in a militia.
Controversy
The gun debate in the United States widely revolves around the intended interpretation of the
Second Amendment. Those who support gun rights claim that the founding fathers developed and
subsequently ratified the Second Amendment to guarantee the individual’s right to keep and bear
arms. Those who want more stringent gun laws feel that the founding fathers directed this
Amendment solely to the formation of militias and are thus, at least by theory, archaic.
See more at: http://constitution.laws.com/2nd-amendment#sthash.Gd0ndMRp.dpuf

531

The 4th Amendment
“The right of the people to be secure in their persons, houses, papers, and effects, against
unreasonable searches and seizures, shall not be violated, and no Warrants shall issue, but upon
probable cause, supported by Oath or affirmation, and particularly describing the place to be
searched, and the persons or things to be seized.”
THE FOURTH AMENDMENT AND SEARCH AND SEIZURE
Freedom from unreasonable search and seizure is guaranteed by the Fourth Amendment. To
prevent abuse by police, the Constitution requires that searches of private property are
permissible only if probable cause exists that indicates that a crime may have taken place.
The amendment is enforced by the exclusionary rule. Established by Weeks v. United States
(1914), this rule holds that evidence obtained through a Fourth Amendment violation is generally
inadmissible at criminal trials. Evidence discovered as a later result of an illegal search may also
be inadmissible as "fruit of the poisonous tree" unless it would have inevitably been discovered
by legal means.
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An important limitation was set on police searches by Mapp v. Ohio, a 1961 case in which the
police broke into the home of Dollree Mapp, a woman under suspicion for illegal gambling
activities. Instead, they found obscene materials and arrested Mapp for possessing them. She
appealed her case, claiming that the Fourth Amendment should be applied to state and local
governments, and that the evidence had been seized illegally. The police, she claimed, had no
probable cause for suspecting her for the crime she was arrested for. The court ruled in her favor,
thus redefining the rights of the accused.
Since Mapp, the Courts have developed many exceptions to the rule. The vague language of the
fourth amendment makes it open to interpretation. What is “unreasonable”, what constitutes a
search or seizure, what is probable cause, and when are warrants required?
The fundamental issue regarding the fourth amendment is the citizen’s right the privacy. But the
court has to weigh the trade-off between an individual’s right to privacy and the collective
security of society.
Currently, the biggest fourth amendment issue is the debate over national security. The NSA, the
Patriot Act and the 4th amendment have come in direct conflict with each other.

Read more: http://www.aclu.org/national-security/surveillance-under-usa-patriot-act
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The Fourth Amendment in schools.
Information provided by Doug Kinder, professor of law at the University of Missouri Kansas
City
http://law2.umkc.edu/faculty/projects/ftrials/conlaw/searches.htm
In the case New Jersey vs. T.L.O., a student was caught smoking cigarettes in the school
bathroom. School officials searched the student’s purse and found cigarettes and marijuana. She
was suspended for violating the school’s drug policy. The student’s parents sued arguing that the
school’s search violated T.L.O.’s fourth amendment rights.
New Jersey v T. L. O. (1985) addresses the issue of whether a search by a school official is a
"search" at all for Fourth Amendment purposes. It also considers whether the standard of
probable cause that applies in the cases of criminal standards should be modified to reflect the
special circumstances of public education and the relationship between school officials and
students. The Court concludes that searches by school officials are governed by the Fourth
Amendment, but adopts a lower standard for searches than it applies in the criminal context.
Specifically, the Court only requires officials to have something like a moderate chance of
finding evidence of wrongdoing. In T. L. O., the Court found that standard met.
Please write a 6 word summary
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Information provided http://www.oyez.org
SAFFORD UNIFIED SCHOOL DISTRICT v. REDDING (2008)
Facts of the Case
Savana Redding, an eighth grader at Safford Middle School, was strip-searched by school
officials on the basis of a tip by another student that Ms. Redding might have ibuprofen on her
person in violation of school policy. Ms. Redding subsequently filed suit against the school
district and the school officials responsible for the search in the District Court for the District of
Arizona. She alleged her Fourth Amendment right to be free of unreasonable search and seizure
was violated. The district court granted the defendants' motion for summary judgment and
dismissed the case. On the initial appeal, the U.S. Court of Appeals for the Ninth Circuit
affirmed. However, on rehearing before the entire court, the court of appeals held that Ms.
Redding's Fourth Amendment right to be free of unreasonable search and seizure was violated. It
reasoned that the strip search was not justified nor was the scope of intrusion reasonably related
to the circumstances.
Question
1) Does the Fourth Amendment prohibit school officials from strip searching students suspected
of possessing drugs in violation of school policy?
2) Are school officials individually liable for damages in a lawsuit filed under 42 U.S.C Section
1983?
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Decision: 7 votes for Redding, 2 vote(s) against
Legal provision: Fourth Amendment
Sometimes, fact dependent. No. The Supreme Court held that Savanna's Fourth Amendment
rights were violated when school officials searched her underwear for non-prescription
painkillers. With David H. Souter writing for the majority and joined by Chief Justice John G.
Roberts, and Justices Antonin G. Scalia, Anthony M. Kennedy, Stephen G. Breyer, and Samuel A.
Alito, and in part by Justices John Paul Stevens and Ruth Bader Ginsburg, the Court reiterated
that, based on a reasonable suspicion, search measures used by school officials to root out
contraband must be "reasonably related to the objectives of the search and not excessively
intrusive in light of the age and sex of the student and the nature of the infraction." Here, school
officials did not have sufficient suspicion to warrant extending the search of Savanna to her
underwear. The Court also held that the implicated school administrators were not personally
liable because "clearly established law [did] not show that the search violated the Fourth
Amendment." It reasoned that lower court decisions were disparate enough to have warranted
doubt about the scope of a student's Fourth Amendment right.
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Justice Stevens wrote separately, concurring in part and dissenting in part, and was joined by
Justice Ginsburg. He agreed that the strip search was unconstitutional, but disagreed that the
school administrators retained immunity. He stated that "[i]t does not require a constitutional
scholar to conclude that a nude search of a 13-year old child is an invasion of constitutional rights
of some magnitude." Justice Ginsburg also wrote a separate concurring opinion, largely agreeing
with Justice Stevens point of dissent. Justice Clarence Thomas concurred in the judgment in part
and dissented in part. He agreed with the majority that the school administrators were qualifiedly
immune to prosecution. However, he argued that the judiciary should not meddle with decisions
school administrators make that are in the interest of keeping their schools safe.

Please write a 6 word summary
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VERNONIA SCHOOL DISTRICT v. ACTON (1994)
Facts of the Case
An official investigation led to the discovery that high school athletes in the Vernonia School
District participated in illicit drug use. School officials were concerned that drug use increases the
risk of sports-related injury. Consequently, the Vernonia School District of Oregon adopted the
Student Athlete Drug Policy which authorizes random urinalysis drug testing of its student
athletes. James Acton, a student, was denied participation in his school's football program when
he and his parents refused to consent to the testing.
Question
Does random drug testing of high school
athletes violate the reasonable search and
seizure clause of the Fourth Amendment?
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Conclusion
Decision: 6 votes for Vernonia School District, 3 vote(s) against
Legal provision: Amendment 4: Fourth Amendment
No. The reasonableness of a search is judged by "balancing the intrusion on the individual's
Fourth Amendment interests against the promotion of legitimate governmental interests." In the
case of high school athletes who are under State supervision during school hours, they are subject
to greater control than over free adults. The privacy interests compromised by urine samples are
negligible since the conditions of collection are similar to public restrooms, and the results are
viewed only by limited authorities. Furthermore, the governmental concern over the safety of
minors under their supervision overrides the minimal, if any, intrusion in student-athletes'
privacy.
Please write a 6 word summary
In 2002, the Supreme Court considered a case challenging a Tecumseh, Oklahoma policy of drugtesting all high school students who participate in extracurricular activities. Parents of Lindsey
Earls sued when school officials forced Lindsey to provide a urine sample before she sang in the
high school choir and participated on an academic quiz team. Lindsey described the experience as
"horrible--someone would stand outside the bathroom stall and listen." The 10th Circuit Court of
Appeals ruled that the Tecumseh policy was unreasonable, failing to meet the "special needs"
requirement of Vernonia. The Court, by a 5 to 4 vote reversed the 10th Circuit and upheld the
school's drug testing policy. A concurring opinion suggested that a different result might be
reached if a school were to extend its mandatory drug testing to include all students.
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PRIVACY RIGHTS
The phrase "right to privacy" does not appear anywhere in the Constitution or the Bill of Rights.
The idea was first expressed in the 1965 Griswold v. Connecticut case in which a doctor and
family-planning specialist were arrested for disseminating birth control devices under a little-used
Connecticut law that forbid the use of contraceptives. The Supreme Court ruled against the state,
with the majority opinion identifying "penumbras" - unstated liberties implied by the stated rights
- that protected a right to privacy, including a right to family planning.
The most important application of privacy rights came in the area of abortion as first ruled by the
Court in Roe v. Wade in 1973. Jane Roe (whose real name was Norma McCorvey) challenged the
Texas law allowing abortion only to save the life of a mother. Texas argued that a state has the
power to regulate abortions, but the state overruled, forbidding any state control of abortions
during the first three months of a pregnancy and limiting state control during the fourth through
sixth months. The justices cited the right to privacy as the liberty to choose to have an abortion
before the baby was viable. The Roe v. Wade decision sparked the controversy that surrounds
abortion today.
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RIGHTS OF DUE PROCESS

The due process clauses in the Fifth and Fourteenth Amendment forbid the national and state
governments to "deny any person life, liberty, or property without due process of law." Although
the Supreme Court has refused to define precisely what is meant by due process, it generally
requires a procedure that gives an individual a fair hearing or formal trial. Although due process
is most often associated with the rights of those accused of crimes, it is required for protecting
property rights as well.
FIFTH AMENDMENT RIGHTS

The Fifth Amendment forbids self-incrimination, stating that no one "shall be compelled to be a
witness against himself." The rights for protection against self-incrimination originated from a
famous 1966 Court decision Miranda v. Arizona. Ernesto Miranda was arrested as a prime
suspect in the rape and kidnapping of an eighteen year old girl. During a two hour questioning by
the police, he was not advised of his constitutional right against self-incrimination nor his right to
counsel. His responses led to his conviction, but the Supreme Court reversed it, and set the
modern Miranda Rights: to remain silent, to be warned that responses may be used in a court of
law, and to have a lawyer present during questioning.
The exclusionary rule, which upholds the principle that evidence gathered illegally cannot be
used in a trial also applies to the 5th amendment. Critics of the exclusionary rule, including Chief
Justice William Rehnquist, express doubts that criminals should go free just because of mistakes
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on the part of the police. However, the Courts continue to apply the exclusionary rule.

THE EIGHTH AMENDMENT AND CRUEL AND UNUSUAL PUNISHMENT
The 8th amendment prohibits cruel and unusual punishments, a concept rooted in English law.
By far, the most controversial issue that centers on the 8th Amendment is capital punishment, or
the practice of issuing death sentences to those convicted of major crimes.
In general, states are allowed to pursue their own policies regarding capital punishment. The
Supreme Court did not challenge the death penalty until 1972 in Furman v. Georgia.
Even then, it did not judge capital punishment to be cruel and unusual punishment. It simply
warned the states that the death penalty was to be carried out in a fair and consistent way.

What do the 2nd, 4th, 5th , and 8th amendments all have in common?
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Equality
Equality in America is a reoccurring theme. In our Declaration of Independence, Thomas
Jefferson wrote that, “All men are created equal.” But what does the term equality mean? Does
it mean equal in opportunity? Equality in results? Equal in law? Equal in worth? The idea of
equality means different things to different Americans and as a result we have constant discussion
and debate.
Like value and fairness, equality truly depends on a person’ point of view. The term can be very
subjective and influenced by many factors.
In general, Americans embrace equality of opportunity, without regard to race, religion, or
gender. They believe that all citizens should enjoy fair and equal treatment under the law, the
right to vote, make decisions, receive an education, apply for a job, and an opportunity to succeed
in life.
Today some of the biggest issues in equality stem from affirmative action, same-sex marriage,
equal pay, and income distribution.
Supplemental Reading: Equality Debated
Click here for reading.
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The 14th Amendment
Section 1.
All persons born or naturalized in the United States, and subject to the jurisdiction thereof, are
citizens of the United States and of the state wherein they reside. No state shall make or enforce
any law which shall abridge the privileges or immunities of citizens of the United States; nor
shall any state deprive any person of life, liberty, or property, without due process of law; nor
deny to any person within its jurisdiction the equal protection of the laws.- section 1 of
Amendment XIV

Although the Fourteenth Amendment was originally passed in the post-Civil War era
specifically to protect the rights of ex-slaves, the famous Section One protects many citizens'
rights from abuse by state governments Whereas the Bill of Rights literally applies only to the
national government, the Fourteenth Amendment is intended to limit the actions of state
governments as well. Section One includes:
a citizenship clause that protects "privileges and immunities"
a due process clause that prohibits abuse of "life, liberty, or property"
an equal protection clause that has been an important basis of the modern civil rights
movement.
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One important consequence of the Fourteenth Amendment is the incorporation of the Bill of
Rights to apply to the states. The Bill of Rights originally only limited the powers of the federal
government. For example, in 1833 in Barron vs. Baltimore the U.S. Supreme Court ruled that the
Bill of Rights did not apply to state laws. It was assumed that the states’ bills of rights would
protect individuals from abuse by state laws. However, the 14th Amendment nationalized the
nature of civil rights with this statement:
“No State shall deprive any person of life, liberty, or property, without due process of law.”
Incorporation happened gradually over time through individual court decisions that required
states to protect most of the same liberties and rights that the Bill of Rights protects from federal
abuse. These changes are reflected in numerous court decisions made between 1925 and 1969
Gitlow v. New York (1925)Benjamin Gitlow was arrested and found guilty of breaking a New
York state sedition act when he passed out pamphlets that supported socialism and overthrow of
the government. Gitlow believed that his freedom of speech was violated, and the case was
appealed to the Supreme Court Even though the Court did not declare the New York law
unconstitutional, the majority opinion stated that fundamental personal rights were protected
from infringement by states by the Due Process Clause of the Fourteenth Amendment.
.
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Gideon v. Wainwright (1963) Clarence Gideon appealed the decision of a Florida court to send
him to prison for breaking and entering a pool hall. He based his appeal on the right to counsel
(guaranteed in the Sixth Amendment) because in the original trial he could not afford to hire a
lawyer and was not provided one by the state court. The Supreme Court ruled in his favor, again
applying the Due Process Clause of the Fourteenth Amendment to require states to provide
counsel to anyone charged with a felony who was too poor to afford a lawyer.
The 14th Amendment in Public Schools
BROWN v. BOARD OF EDUCATION (I)
Facts of the Case

Black children were denied admission to public schools attended by white children under laws
requiring or permitting segregation according to the races. The white and black schools
approached equality in terms of buildings, curricula, qualifications, and teacher salaries. This
case was decided together with Briggs v. Elliott and Davis v. County School Board of Prince
Edward County.
Question
Does the segregation of children in public schools solely on the basis of race deprive the minority
children of the equal protection of the laws guaranteed by the 14th Amendment?
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Conclusion
Decision: 9 votes for Brown, 0 vote(s) against
Legal provision: Equal Protection
Yes. Despite the equalization of the schools by
"objective" factors, intangible issues foster and
maintain inequality. Racial segregation in
public education has a detrimental effect on
minority children because it is interpreted as a sign of inferiority.
The long-held doctrine that separate facilities were permissible
provided they were equal was rejected. Separate but equal is
inherently unequal in the context of public education. The
unanimous opinion sounded the death-knell for all forms of statemaintained racial separation.
"We come then to the question presented: Does segregation of children in public schools solely
on the basis of race, even though the physical facilities and other "tangible" factors may be
equal, deprive the children of the minority group of equal educational opportunities? We
believe that it does."--quote from the 1954 Brown v. Board of Education U.S. Supreme Court
decision
Please write a 6 word summary
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Court Decisions
The Supreme Court continues to shape the definition and application
of civil rights and civil liberties. Although the court has always
played an important role in the protection of civil rights and civil
liberties, it has been particularly active in the modern era since
about 1937. The Supreme Court sets precedents that influence
legislation and subsequent court decisions. The Court's influence is
based largely on judicial review, the power to judge the
constitutionality of a law or government regulation.
Legislative Action
The Constitution, the Bill of Rights, and the Fourteenth Amendment protect individuals from
actions of government, but court decisions and legislation protect individuals from discriminatory
actions by private citizens and organizations. Legislative action is an essential component of the
modern civil rights era, although the courts took the earliest initiatives.
The activist court of the 1960s set precedents that broadly construe the commerce clause, which
gives Congress the power to regulate interstate and foreign commerce. As a result, through laws
like the Civil Rights Act of 1964, the legislature has played a major role in combating
discrimination.
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Negative Rights and Positive Rights
A Negative Right is a term used to describe the right not to be subjected to an action of another
person or group—a government, for example—usually in the form of abuse or coercion. When it
comes to negative rights, others have a duty not to interfere. In other words these are rights that
impose a negative duty on someone else. Examples of negative rights include free speech,
religious freedom, and the right not to subjected to cruel and unusual punishments.
Positive rights impose duties or obligations on others to provide goods or services, or to act in a
certain way. Positive rights may include civil and political rights such as police protection of a
person and property and the right to counsel, as well as economic, social and cultural rights such
as food, housing, public education, employment, national security, military, health care, social
security, internet access, and a minimum standard of living. Positive rights often necessitate a
contracts.
As with other topics in this course, people will have conflicting ideas. Does a person’s negative
right from unreasonable search and seizure supersede another person’s positive right to security?
Does a person’s positive right to education supersede another person’s negative right to property
in the form of lower taxes?
Often in this nation it is not right vs. wrong, it is right vs. right.
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French Economist Frederic Bastiat once wrote,
M. de Lamartine wrote me one day: "Your doctrine is only the half of my program; you have
stopped at liberty; I go on to fraternity." I answered him: "The second half of your program will
destroy the first half." And, in fact, it is quite impossible for me to separate the word "fraternity"
from the word "voluntary." It is quite impossible for me to conceive of fraternity as legally
enforced, without liberty being legally destroyed, and justice being legally trampled underfoot.
Why does Bastiat feel that “fraternity” would destroy “liberty?”
The Bill of Right were written as a safe guard against the arbitrary powers of a potential
tyrannical government. They experienced life under King George the III and did not want to
have the same situation occur on this continent. But it wasn’t only a despot that the founders
feared, they also believed that any group with power could potentially be abusive.

The founders feared the tyranny of the majority meaning that in a democratic system where
majority rules, that the majority can use their voting advantage to advance their interests so far
above those of an individual or minority group as to constitute active oppression.
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The phrase originated from John Adams and was later used by Alexis de Tocqueville in his
famous book, Democracy in America.
"If it be admitted that a man possessing absolute power may misuse that power by wronging his
adversaries, why should not a majority be liable to the same reproach? Men do not change their
characters by uniting with one another; nor does their patience in the presence of obstacles
increase with their strength. For my own part, I cannot believe it; the power to do everything,
which I should refuse to one of my equals, I will never grant to any number of them."
Alexis de Tocqueville, "Tyranny of the Majority," Chapter XV, Book 1, Democracy in
America
The majority is usually right and usually represents the values of individuals in a society,
however no single person or group is permitted to take somebody else’s natural rights away from
them.
In the United States we have safe guards against this potential abuse. We have the Bill of Rights,
a separation of powers with checks and balances, a system of federalism, and most importantly
the use of supermajorities.

What are your thoughts? Do you feel if the majority of Americans want a bill proposed and
passed then it should become law? Why or why not?
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What about the tyranny of the minority?
There are two different theories on the tyranny of the minority. First, some people claim that by
addressing the tyranny of the majority with the use of supermajorities, the founders inadvertently
created a situation where the minority can exert its power over the majority. People point to the
numerous situations where a bill requires a 2/3 vote of the Senate to pass. Their position is that
1/3 of the people hold up what 2/3 of the people want.
The other argument regarding the tyranny of the minority comes from the public choice theory.
Public Choice theorist argue that narrow and well organized minorities are more likely to assert
their interests over those of the majority. It is the idea that when the benefits of political action
(e.g., lobbying) are spread over fewer agents, there is a stronger individual incentive to contribute
to that political activity. Narrow groups, especially those who can reward active participation to
their group goals, might therefore be able to dominate or distort political process.
The majority on the other hand is unorganized and not united in their believes. Additionally, the
cost of acting against to the minority is greater then their shared portion of the social cost exerted
on them by a law created to benefit the minority.

Each law standing by itself may not be perceived as a big deal, but collectively these laws
increase spending and the power of the minority interests.
“The tyranny of the minority is infinitely more odious and intolerable and more to be
feared than that of the majority.” - William McKinley (1843-1901) 25th President of the552
United States

The Constitution, the Bill of Rights, the Fourteenth Amendment, Supreme Court decisions, and
legislative actions all define the nature of civil rights and civil liberties in American society, but
issues arise which constantly cause reinterpretations of the sources. Conflicts arise largely
because issues often involve one citizen's rights versus another's. Remember the rights of one will
sometimes compete the rights of other.
Debate rarely stems from disagreements over negative rights. Today, only the smallest
percentage of Americans believe that freedom of speech, freedom of religion, freedom from
unreasonable searches, and other negative rights should not be equally applied to all members of
society.
The same is true for the positive rights outlined in the Bill of Rights such as right to due process
and the right to an attorney.
If there is debate, the debate often stems from the creation of positive rights. By definition,
positive rights necessitate action by someone else. For example, citizens have the right to an
attorney, that means if someone is arrested the state must provide them with an attorney. But
what happens if 10 people need a lawyer and the county only has 9 public defenders?

In free markets, contracts provide the ground rules for positive rights. A car owner who pays for
AAA service has the right to have their car towed if needed. This is an exchange of action. The
car owner pays and AAA provides a service.
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The government provides many positive rights to the people, but who pays? And is it fair and
equal to expect some people to pay more than others? Is it fair and equal to write a law
mandating that an employer pay a worker at least $7.25 per hour even if the value of that
worker’s production is only $2.00? These are just some of the questions that our government
must address every time it passes a bill.
Read FDR’s Economic Bill of Rights located on the next page and answer the following
questions.
1. How would you classify these rights? Negative or Positive?
2. Which rights do you agree with? Are there any you disagree with? Explain your logic.
3. Do you have any concerns about any of these rights? Why or why not?
4. Is it the government’s job and by extension society’s job to make sure that each one of these
rights is guaranteed? How should the government carry out this role?
5. The 2nd Bill of Rights was never passed, but how have some of these rights been
implemented by the government?

6. Create your own Economic Bill of Rights.
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In 1944, President Franklin D. Roosevelt gave a speech to Congress where he outlined what he
called a 2nd Bill of Rights, others have referred to it as an economic bill of rights. Below is the
list economic rights that FDR believed all Americans are entitled .
Among these are:
The right to a useful and remunerative job in the industries or shops or farms or mines of the
nation;
The right to earn enough to provide adequate food and clothing and recreation;
The right of every farmer to raise and sell his products at a return which will give him and his
family a decent living;
The right of every businessman, large and small, to trade in an atmosphere of freedom from
unfair competition and domination by monopolies at home or abroad;

The right of every family to a decent home;
The right to adequate medical care and the opportunity to achieve and enjoy good health;
The right to adequate protection from the economic fears of old age, sickness, accident, and
unemployment;
The right to a good education.
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What is your role in society?
As an economic, political, and social decision maker what is your role?
1. Be informed. Regardless of what type of decision you are making be informed. Information
is imperative for you to make a wise decision. This is as true for selecting a prom date or
buying a used car as it is for voting. Consult multiple and diverse resources and use your own
personal experience as a guide.
2. Respect scarcity. There are limited resources and your decisions will have cost and benefits.
Decisions have consequences.
3. Know your rights and stand up for yourself. You have to be a self-advocate. Refresh you
knowledge of your natural rights and learn what your rights are as a consumer. Never allow
anybody to violate your rights.
4. Be involved in the process. Vote, give feed back, join groups, speak to the manager. If you
participate in the political process who knows what difference it will make. You might make
a huge difference or no difference at all, it is impossible to tell. One thing is certain, if you
don’t get involved you will make no difference.
5. Make exchanges- Exchange ideas, your talents, your vote, your words. Make society and
yourself better. Put yourself in other people’s shoes and you will gain a better understanding
of why voluntarily exchanges produce mutual benefits for all parties. Finally, respect others
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and respect the law.
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Game theory is the study of strategic decision making. More formally, it is "the study of
mathematical models of conflict and cooperation between intelligent rational decision-makers".
An alternative term suggested "as a more descriptive name for the discipline" is interactive
decision theory.
In simpler terms game theorist create simple models to depict larger social interactions. Game
theorist put multiple “players” in the game and assign them pay-offs for their decisions. By using
these models game theorist attempt to gain a better understanding of the decisions that people
make when put into competitive and cooperative situations.

We will study some of the better known “games” and then apply our findings to the economic and
political aspects of the course. Once we become better acquainted with these models we will use
them to recognize why and how people interact.
Here is a list of some of the games and concepts that we will study:
Rock- Paper- Scissors and zero sum games
The Ultimatum Game or the Trust Game
Prisoners Dilemma
Tragedy of the Commons
Stag Hunt
Free Riders
Hold Out game
The median voter Theorem

Nash Equilibriums
Pareto Improvements/ efficient
Chicken
Battle of Sexes
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Game theory will consist of a story that puts “players” in a position to make a decision. Their
goal is to maximize their “payoff” also know in economic terms as a utility. In its simplest
terms utility measures how much your situation is improved or how much satisfaction you would
draw from your decision. In Game theory, payoffs may be explained in specific detail , by
assigning a numbers, or even happy and sad faces. The important thing is that each player
knows the impact of their decisions.
As we play these games it is important that you make connections to real-life situations and also
recognize the limitations of each game, in other words what is and isn’t the game teaching us?
Remember no model is perfect.
When playing games students should always think about the following items:
1. Play dominate strategies that best maximize your payoffs
2. Make rational choice based on your information
3. Know your self interest
4. Put yourself in other’s shoes
5. Eliminate weaker options so that you are left with the Best Response
6. Think Strategically- anticipate (look forward and reason backward)
7. Cooperation must be enforced
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Game theorist use various methods of depicting the story visually. The diverse methods include,
what game theorist call decision nodes, mathematical equations, and payoff matrices. For
simplicity sake we will almost exclusively focus on the payoff matrix methods.
Below is an example of a payoff matrix.

Player 2
Strategy A

Strategy B

Strategy A

3

3

10

1

Strategy B

1

10

5

5

Player 1
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Let’s breakdown the matrix.
First, the matrix is depicting a 2 player game. There can be more then two players, but for this
course we will focus mostly on 2 player games. Depending on the situation the players can be
anybody or any group, for example we may have a game that depicts Congress and the President,
the states and national government, two firms (businesses), or consumers, the combinations are
endless.
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Next, the matrix is depicting a situation where each player has two strategies or decisions. There
can be more then two strategies, but for this course we will focus mostly on 2 strategy games.
The example shows a game where each player has a choice between strategy A or strategy B. In
the games that we will study those strategies may be labeled as cooperate or defect, lower prices
or maintain prices, mudsling or don’t mudsling, advertise or don’t advertise. As with the players,
the combinations are endless.
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Next, we will look at each players “pay-off” when considering a strategy each player needs to
consider what strategy the other player will most likely select. This is easier said then done but if
the player puts himself in the other player’s shoe and look’s through his eyes, he may have a
better understanding of what strategy to select.
Additionally, the player looks for dominating strategies. In other words, the player needs to ask
himself, “is there a strategy that produces the best pay-off regardless of what my opponent
picks?”
Let’s look at only player one’s payoff’s.
In this game, Player 1 should be asking, if
player 2 picks strategy A, what should I pick?
The answer is strategy A- the pay-off of 3 is
higher than the pay-off of 1.
Player 1 should continue by asking if, if player 2 picks strategy B, what should I pick? The
answer would also be strategy A because the pay-off of 10 is larger than 5.
In this situation regardless of what player 2 picks player 1 should always pick strategy A because
he will always have a larger pay-off. For player 1, strategy A is a dominate strategy.
563

Now, we will player two’s payoff’s.
In this game, Player 2 should be asking, if player 1 picks strategy A, what should I pick?
The answer is strategy A- the pay-off of 3 is higher than the pay-off of 1.

Player 2 should continue by asking if, if player 1 picks strategy B, what should I pick? The
answer would also be strategy A because the pay-off of 10 is larger than 5.
In this situation regardless of what player 1 picks player 2 should always pick strategy A because
he will always have a larger pay-off. For player 1, strategy A is a dominate strategy.
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When we put both pay-offs together you can see that strategy A is a dominate strategy for both.
If both player’s have this knowledge we can predict that both will select strategy A, even though
it isn’t the highest pay-off for either player.

When each player has chosen a strategy and no player can benefit by changing strategies while
the other players keep theirs unchanged, then the current set of strategy choices and the
corresponding payoffs constitute a Nash equilibrium.

The example above depicts a non-cooperative game. Many games will demonstrate
cooperation as well.
In addition to explaining the parts of the matrix, the example also illustrated a couple of other
concepts.
1. Dominate strategies
2. Nash equilibriums
3. Non-Cooperative Games
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It should be noted that in Game Theory not all games are non-cooperative, contain dominate
strategies, or possess Nash-Equilibriums.
The following pages contain the matrices and stories behind some of the more common games
that we will play in class.
Remember these games are serving as models for larger real-life scenarios. It will become a
common occurrence to hear the teacher or a classmate refer to a situations as a “tragedy of the
commons”, “prisoner’s dilemma”, “zero-sum game”, “free-riding”, “Pareto Efficient”, or “Holdout problem”
Throughout the course we will play many of these games in class and learn to recognize
examples in the news.

John Nash- Game Theorist and Mathematician
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Rock-Paper-Scissors
An introduction to a Zero-Sum Game
The children’s game rock-paper-scissors is a classic example of a game that does not have a
dominate strategy. Or in other words there is no one strategy that wins every time. Game
theorist would call this a “mixed-strategy.” Below is the matrix.

The mixed strategy refers the idea that in the absence of a dominate strategy the best strategy is to
mix it up. If all players are mixing it up and if unpredictable strategies can be made the total
game becomes balanced.
A dominate strategy quickly emerges if one of the options is removed from the game.
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Rock-Paper-Scissors
An introduction to a Zero-Sum Game
Rock-Paper-Scissors is a zero sum game, meaning that there is a winner and a loser. If you look
at the sum of each pay-off combination they all add up to 0.

In class we will play this game and relate it to capitalism. On the next page you will see a series
of questions that will be asked about this game and capitalism.
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Rock-Paper-Scissors
An introduction to a Zero-Sum Game
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Stag Hunt
Group Cooperation vs. Individual Freedom
Enlightened philosopher Jean-Jacques Rousseau developed a game called Stag Hunt to illustrate
is belief in the benefit for social cooperation,

Story: Villagers go on a hunt. If they cooperate and hunt the stag (deer) the potential reward is
greater than if they hunt on their own and only capture a rabbit. They need to be patient and
work together for the stag or they can go out on their own and kill the rabbit which would be
easier but would also jeopardize the chances for the other hunters.
Below is the matrix.

If one hunter has perfect information regarding what strategy the other hunter is going to follow
the decision is fairly straight forward. If hunter 1 knows that hunter 2 is hunting the stag, hunter
1 should hunt the stag, if hunter 1 knows that hunter 2 will hunt the rabbit, hunter one should also
hunt the rabbit. Both are Nash Equilibriums, note that Nash Equilibriums do not always result in
the best pay-offs.
Are there methods that society has created to provide the “hunters” with perfect information?
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Stag Hunt
Group Cooperation vs. Individual Freedom
1. Should a hunter’s priority be himself and his family or the village? Explain?

2. What does this story tell us about social cooperation?
3. Does the village have the right to tell a specific hunter that they cannot hunt for rabbit if they
feel that it will prevent the village from eating a Stag? Why or why not explain your reasoning.
Would hunters’ desire to protect their individual reputations be a strong enough motivator to hunt
the Stag?
4. What would you do in this situation? When would hunt the stag? When would you hunt
rabbit?
5. If the hunter’s entered into a contract would make the situation more predictable.
6. Relate to Individual rights and purposes of government.
7. Relate to economic liberty and economic equality.
8. Make the connect the story to the need for information, risk, self-interest, contracts, and law.
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The Ultimatum Game
Does self-interest create selfish people?
The ultimatum game is a game often played in economic experiments in which two players
interact to decide how to divide a sum of money that is given to them. The first player proposes
how to divide the sum between the two players, and the second player can either accept or reject
this proposal. If the second player rejects, neither player receives anything. If the second player
accepts, the money is split according to the proposal. The game is played only once so that
reciprocation is not an issue.

This game illustrates a couple of key issues or questions?
1. Mutual agreements
2. It puts into question utility maximization, “rational” decisions, and self-interest.
3. We will use this game to help us gain a better understanding of people, capitalism,
monopolies, and political activity such as legislation creation.
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Prisoner’s Dilemma
Is there ever a negative to self-interest?
One of the more famous games is titled Prisoner’s Dilemma. The game creates a situation where
individuals acting on their own self-interest worsen their condition as opposed to improve it.
Story: Two men are arrested for a crime. The police have enough evidence to convict both for a
lesser crime. By itself this crime would give each prisoner 6 months. The police are certain that
both prisoners worked together to commit a more serious crime. If convicted each prisoner
would receive 10 years for the more serious crime. The only way that the police will be able to
convict each criminal is if they either confess or rat the other out. The police put each prisoner in
a separate cell and present the deal diagramed below to each the prisoner. What should each
prisoner do? Why?

573

Prisoner’s Dilemma
Is there ever a negative to self-interest?
Questions:

1. Is there a dominate strategy? In terms of years what is the best decision to make- always?
2. Putting yourself in the other’s shoes what do you think the other prisoner will do? What
should you do?
3. Besides time served in jail what are some other possible utilities that may be considered by
each prisoner?
4. If both decided in advance to remain silent, how sure could they be that the other prisoner
would keep his word? What could be some ways to “force” cooperation?
5. How would the game change if you knew that you were playing it multiple times?
6. Think of or research some real “prisoner’s dilemmas in our government or economy.
Think about price wars and Mudslinging.
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Tragedy of the Commons
Competing for public property and natural resources?
In economics, the tragedy of the commons is the depletion of a shared resource by individuals,
acting independently and rationally according to each one's self-interest, despite their
understanding that depleting the common resource is contrary to the group's long-term best
interests.

575

Tragedy of the Commons
Competing for public property and natural resources?
The concept is often cited in connection with sustainable development, meshing economic
growth and environmental protection, as well as in the debate over global warming. "Commons"
can include the atmosphere, oceans, rivers, fish stocks, national parks, advertising, and even
parking meters.
In short, commons can include public goods and programs and natural resources.
The tragedy of the commons has particular relevance in analyzing behavior in the fields of
economics, evolutionary psychology, game theory, politics, taxation, and sociology. Some also
see the "tragedy" as an example of emergent behavior, the outcome of individual interactions in a
complex system.
Connections:
Laws and regulations
Private Property
Marginal Private Cost and Marginal Private Benefit
Marginal Social Cost and Marginal Social Benefits
Externalities
Free Riding
Public Goods
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Chicken?
What happens when people refuse to cooperate?
The game of chicken, also known as the hawk-dove game or snow-drift game, is an influential
model of conflict for two players in game theory. The principle of the game is that while each
player prefers not to yield to the other, the worst possible outcome occurs when both players do
not yield.
The name "chicken" has its origins in a game in which two drivers drive towards each other on a
collision course: one must swerve, or both may die in the crash, but if one driver swerves and the
other does not, the one who swerved will be called a "chicken," meaning a coward; this
terminology is most prevalent in political science and economics. The name "Hawk-Dove" refers
to a situation in which there is a competition for a shared resource and the contestants can choose
either conciliation or conflict;
this terminology is most commonly used in
biology and evolutionary game theory. From
a game-theoretic point of view, "chicken"
and "hawk-dove" are identical; the different
names stem from parallel development of the
basic principles in different research areas.
The game has also been used to describe the
mutual assured destruction of nuclear warfare,
especially the sort of brinkmanship involved in
the Cuban Missile Crisis
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Chicken?
What happens when people refuse to cooperate?
Chicken may sound like a childish-game and only played by
crazy drivers in the movies. But we can see examples of
Chicken all the time in economics and politics.
How does a player win in Chicken?

If you know for an absolute fact that the other driver will
never swerve- then you should swerve.
If you know for an absolute fact that the other driver will
definitely swerve – then you should go straight.
If you are unsure of what the other driver is going to do then
you should swerve.
How do you win in chicken or in other words how do you make the other guy swerve?
The first assumption is that the opponent is a rational player and maybe an important lesson in
life is don’t play chicken with a crazy person or a person wishing themselves self-harm. Next,
assuming he is a rational player then the way to make him swerve is either to convince him to
believe that you will not swerve and that playing against you is certain bodily injury. Or, mask
your intentions completely and make sure he is uncertain of what you will do.

Think about how many games of chicken that Republicans and Democrats play every year?578

First Mover Dilemma

Battle of the Sexes?
Coordination games?
The battle of the sexes is a two-player coordination game. Imagine a couple that agreed to meet
this evening, but cannot recall if they will be attending the opera or a football match (and the fact
that they forgot is common knowledge). The husband would most of all like to go to the football
game. The wife would like to go to the opera. Both would prefer to go to the same place rather
than different ones. If they cannot communicate, where should they go?
The payoff matrix labeled "Battle of the Sexes (1)" is an example of Battle of the Sexes, where
the wife chooses a row and the husband chooses a column. In each cell, the first number
represents the payoff to the wife and the second number represents the payoff to the husband.
This representation does not account for the additional harm that might come from not only going
to different locations, but going to the wrong one as well (e.g. he goes to the opera while she goes
to the football game, satisfying neither). To account for this, the game is sometimes represented
as in "Battle of the Sexes (2)".

We will look at the Constitution as a coordinated document.
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Median Voter Theorem and Deleting Strategies
Putting your self in the shoes of others
In short the Median Voter Theorem states
that the candidate who positions themselves
closest to the median voter will win the
election. The assumption being that people
will vote for the candidate who most closely
represents their views. The other assumption
is that voters are equally distributed amongst
the spectrum.
If all players understand this strategy the will
work toward the median voter. If all players
understand that all of the other players
understand this strategy they will start moving
toward the middle knowing full well that if
they don’t the other players will.
We also see this with the locations of Home
Depots and Lowes, Gas stations, and similar
product creations.
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“Holding Out”
Being Pareto Efficient
Hold-Out problems occur when an individual’s Marginal Private Cost exceeds their portion of
their share Marginal Social Benefit.
The hold –out problem refers to a situation where the individual strategically delays an agreement
in an attempt to capture a greater share of the surplus created by the exchange. This will be
explained in detail later, but to put it more simply imagine a situation where the collective group
needs a road but one person refuses to give up his house so that the road can be completed. The
person holds-out until he receives a price that exceeds the property’s value.
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Economic fallacies can be distilled down to 5 main errors.
1. Forgetting Costs – Nothing without cost – seen or unseen
2. Forgetting that nothing works in isolation – Both time and place
3. Forgetting that improvements in standard of living can only be measured in the how much
we value the goods and services that are produced.
4. Forgetting about individuals.
5. Money is not wealth, it has no intrinsic value, it is only a measure of wealth.

A. The Free Lunch Fallacy
The invalid conclusion based on the assumption that goods and services can be provided without
a cost. This fallacy is often applied to government programs that offer something “free” to the
public. There is nothing without costs.
B. Money is Wealth Fallacy
The invalid conclusion based on the assumption that money has intrinsic value. Promoters of this
fallacy believe that all one needs to do is print more money to boost standards of living. This
assumption ignores the fact that the only true wealth creators are those who produce goods and
services that improve standards of living. Money is a median of exchange ad measures value so
when you manipulate the amount of money you distort the assessment of exchanges.
C. Production for the sake of Production Fallacy
The invalid conclusion based on the assumption that if we produce more goods and services
standards of living will increase. The reality is we need to produce goods and services that others
value and want to consume. Work for the sake of work waste resources. Digging ditches doesn’t
make us richer.
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D. The Broken Window Fallacy
The invalid conclusion based on the assumption that government spending, war, and disasters
grow the economy. The fallacy originates from those who only focus on the seen (observable
outcomes) and not the unseen (opportunity costs) of a decision.

E. The Fallacy of Composition
The invalid conclusion based on the assumption that what is true of a part must be true of the
whole.
F. The Fallacy of Decomposition
The invalid conclusion based on the assumption that what is true of the whole must be true of its
parts.
G. The zero sum (fixed pie fallacy)
The invalid conclusion based on the assumption that one person's gain must entail another
person's loss. This in turn leads to the invalid conclusion that there is a fixed amount of wealth
and that it cannot grow it can only be redistributed.
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H. The Post-Hoc Fallacy
Post-Hoc is the invalid conclusion based on the assumption that since “A” occurs before “B”,
“A” caused “B”. In other words, Post-Hoc is an invalid cause-effect argument based on
correlation and not causation.

I. The Chess piece Fallacy
The invalid conclusion that some authority can achieve desired results as though he were moving
chessmen on a board, ignoring people’s desires and incentives.
As Adam Smith pointed out more than two hundred years ago, “In the great chessboard of human
society, every piece has a principle of motion of its own, altogether different from that which the
legislature might choose to impose upon it.”
J. The open-ended Fallacy
The invalid conclusion that derives from the advocacy of desirable things without the regard for
the fact that, at any given time, resources are limited, and that there are always tradeoffs to be
made between desirable alternatives. Safety is great, for instance, but safety at all costs would
make air travel (and car travel, for that matter) grind to a halt.
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K. The Fallacy of collective terms.
The invalid conclusions based on the assumption that using abstract, collective, non-living terms
can provide an accurate portrayal of a social issue.
Examples of collective terms are “society,” “community,” “nation,” “class,” “families,”
“households,” “percentiles” and “us.” The important thing to remember is that they are
abstractions, figments of the imagination, not living, breathing, thinking, and acting entities. The
fallacy involved here is presuming that a collective is, in fact, a living, breathing, thinking, and
acting entity and all variables are the same.

L. Isolation Fallacy
The belief that a policy will only impact the specific group it has targeted and only during the a
specific time period.
M. The immediate effect fallacy
The idea that only thing to consider is the short term impacts of a policy.
Policy must be evaluated on more than just phase 1. As policy matures it must continue to be
evaluated. Eventually it must be judged on it effects and not just the intentions.

N. Protection Fallacy
The notion that certain economics actors must be protected from market forces and that by
protecting them it will have a positive impact on others. The idea that we must protect
competitors and not just competition leads to bailouts, tariffs, regulations, less competition and
inefficiency.
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