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With all thy getting, get understanding.

n old joke says that if you laid all the economists in the world end to end, they
would not reach a conclusion. What makes the joke work are the popular
perceptions that economists never agree and that economists (unlike biol-
ogists or the practitioners of any other science) do not share a common set of beliefs.
Given all the conflicting pronouncements by economists that appear almost daily in
the press, these perceptions are understandable. They are also dead wrong. While
economists disagree on many matters, they have reached virtually unanimous agree-
ment on a multitude of others. One purpose of this book is to illuminate the many,
many areas where economists agree (while also describing where and why they dis-
agree). The main purpose, however, is to show how economic analysis can illuminate
large parts of our daily world that are otherwise a mystery.

Most of the disagreement among economists concerns “macroeconomics,” which
deals with nationwide or worldwide phenomena such as inflation, unemployment,
and economic growth. Adherents of the various “schools” (Keynesians, monetarists,
supply siders, rational expectationists, new classicals, new Keynesians, and Austrians)
disagree a fair bit. Some of their disagreements reflect different judgments about the
relative importance of, say, inflation versus unemployment. Others stem from basic
disagreement on the ability of government policy to affect the total economy in pre-
dictable ways. Even here, though, viewpoints have converged: on macroeconomic
policy, one of the big differences concerns whether the central bank should target the
price level loosely or strictly—certainly not a major disparity. This encyclopedia re-
flects the disagreements and the points of convergence, with authors chosen from
each school to explain and justify their views of how the “macro” world works. One
of the most important issues in macroeconomics, incidentally, is what caused the
Great Depression and what made it last so long. The article GREAT DEPRESSION lays
out the author’s view of the causes as well as the issues on which there is an emerging
consensus.

Macroeconomics, however, is only a small part of the total science of economics.
The vast majority of economic questions and public-policy issues fall in the realm of
microeconomics. And the vast majority of economists agree on the underlying eco-
nomics of most micro issues, including rent controls, minimum wages, and the need
to reduce pollution. Some may disagree on the policy implications of the analysis,
but remarkably few disagree on the analysis itself.

The early evidence that economists agree on many micro issues first became clear
in the late 1970s, when the American Economic Review, the world’s largest-circulation
economics journal, published an opinion poll of 211 economists.! The poll found that

1. ]. R. Kearl, Clayne L. Pope, Gordon C. Whiting, and Larry T. Wimmer, “A Confusion of
Economists?” American Economic Review 69 (May 1979): 28—37.

—Proverbs, chapter 4, verse 7
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98 percent agreed with the statement, “A ceiling on rents reduces the quantity and
quality of housing available.” Similarly, 9o percent of economists agreed that “a min-
imum wage increases unemployment among young and unskilled workers.” And 97
percent agreed with the statement, “Tariffs and import quotas reduce general eco-
nomic welfare.” Another poll, reported in 1992, found somewhat less, but still fairly
widespread, agreement, with 93 percent agreeing on rent ceilings, 79 percent agree-
ing on the minimum wage, and 92 percent agreeing on tariffs and import quotas.?
A survey in 2000 found similar agreement. Seventy-four percent agreed about the
minimum wage, and 93 percent agreed about tariffs and import quotas.? (The survey
did not ask about rent ceilings.) The entries on those topics in this encyclopedia
explain why economists are in such startling agreement on these and many other
issues. See, for example, the articles on MINIMUM WAGES, PRICE CONTROLS, and RENT
CONTROLS.

And this just scratches the surface of the agreement. Take one example among
many: government-mandated benefits for employees. Many people believe that if the
government requires employers to provide benefits that employees value at, say, two
thousand dollars a year, then the employees are better off by two thousand dollars a
year. Economists know better. They understand, based both on simple economic rea-
soning and on growing evidence, that the employees pay most of the cost of such
mandates in the form of lower wages. Even more important than the fact that econ-
omists agree on this conclusion is the reasoning that gets them there. The article that
lays out this issue quite clearly was written by Lawrence Summers while he was a
Harvard professor. He later served as a member of the Clinton administration, which
tried to mandate that employers provide health insurance for employees. Summers
does an especially good job of laying out the economic reasoning, but many other
economists could have reached the same conclusions by applying basic Econ 101
analytics, shifting demand and supply curves.*

In fact, the story of how I first had the idea for an encyclopedia of economics
involves Larry Summers. It was the fall of 1982, when he was a domestic policy
economist and I was a senior staff economist under Martin Feldstein, the new chair-
man of President Ronald Reagan’s Council of Economic Advisers. Several of us would
sometimes lunch together and, of course, would mix it up on various issues. Macro-
economics brought out a wide range of opinions. For instance, Larry and our col-
league Paul Krugman, now a regular economics columnist with the New York Times,
worried that the high deficits of the time would cause high inflation. Ben Zycher and
Lincoln Anderson, fellow senior economists, and I were fairly confident that the
policies would not cause high inflation because the Federal Reserve Board under Paul
Volcker seemed to be keeping the growth of the money supply low. But on various
microeconomic issues and on free trade we were almost completely unanimous. We
all thought price controls are generally a bad idea. We all favored free trade and were
critical of Reagan for his restrictions on Japanese auto exports to the United States.
We often agreed that this or that government policy was counterproductive and that
free people, left to their own devices, would work things out better than governments
would. It was after one of those conversations that I started thinking that the world

2. Richard M. Alston, J. R. Kearl, and Michael B. Vaughan, “Is There a Consensus Among
Economists in the 1990s?” American Economic Review 82 (May 1992): 203—-209.

3. Dan Fuller and Doris Geide-Stevenson, “Consensus Among Economists: Revisited,” Journal
of Economic Education (Fall 2003): 369—-387.

4. Lawrence H. Summers, “Some Simple Economics of Mandated Benefits,” American Eco-
nomic Review (May 1979): 177-183.



could use an encyclopedia. And an encyclopedia makes much more sense if there is
agreement among the experts.

Interestingly, the difference between the liberals and the libertarians was less on
the economic analysis and even the bottom-line policy conclusions than it was on our
feelings about the bottom line. The libertarians—Anderson, Zycher, and I—loved it
when the answer was that free markets work; and that was usually the answer. The
liberals, Krugman more than Summers, seemed often upset when that was the an-
swer; they seemed to want a big role for government.

This fact about economics has led many noneconomists who want government to
restrict economic freedom to express disappointment with economists. Steven Kel-
man, a budget official in the Carter and Clinton administrations, wrote:

At the government agency where I have worked and where agency lawyers and
agency microeconomists interact with each other . . . the lawyers are often exasper-
ated, not only by the frequency with which agency economists attack their proposals
but also by the unanimity among the agency economists in their opposition. The law-
yers tend to (incorrectly) attribute this opposition to failure to hire “a broad enough
spectrum” of economists, and to beg the economists, if they can’t support the law-
yers’ proposals, at least to give them “the best economic arguments” in favor of
them. . . . The economists’ answer is typically something like, “There are no good

economic arguments for your proposal.”

So, why do people think economists disagree about everything? One reason is that
the media present all economic issues as if they are inherently controversial. The
issues themselves are controversial, but the economics of the issues more often are
not. A journalist writing a piece on free trade versus trade barriers, for example, would
be hard put to find an economist who will defend trade barriers (economists know
that free trade virtually always improves a nation’s economic well-being). But many
journalists feel compelled to present a “balanced view.” So they go to economists who
work for interest groups that favor trade barriers—groups such as the National As-
sociation of Manufacturers or the AFL-CIO—to get an opinion against free trade. Or
they turn to a business person or labor leader whose industry faces tough competition
from imports. The result is that readers and viewers get the false impression that
economists are divided on free trade. The articles in this encyclopedia, though, reflect
the consensus. See, for example, FREE TRADE by Princeton economist Alan Blinder,
a former Clinton administration economist, and proTECTIONISM by noted Columbia
economist Jagdish Bhagwati.

Another important source of the misimpression about economics comes from the
often overlooked distinction that economists make between “positive” and “norma-
tive” analysis. Positive analysis is the application of economic postulates and princi-
ples to a question—in other words, finding out the way things are and why the world
behaves as it does. Normative analysis, in contrast, deals with the way things ought
to be and unavoidably involves the noneconomic value judgments of the analyst. For
example, positive analysis says that licensing physicians will result in fewer doctors
and higher prices for medical care. Whether states should license doctors to protect
patients from quacks is a normative matter. In other words, there are no “shoulds”
in purely positive economic analysis, but every economist has views on how things
should be done.

In preparing this encyclopedia, the members of the Board of Editors and I tried to
separate positive and normative positions, to emphasize the areas where economists

5. Steven Kelman, What Price Incentives? (Boston: Auburn House, 1981), p. 7.
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agree while also specifying where and why they disagree. The goal is to communicate
just how much economic analysis can teach us about the important issues we face
as voters, as consumers, as employees, and as people who care about the world. As
such, the encyclopedia gives a comprehensive yet readable and engaging survey of
mainstream economic thought. Topics that will interest noneconomists are covered
by economists who can make their ideas accessible to the general reader. The entries
On CONSCRIPTION, DISCRIMINATION, HEALTH INSURANCE, INSIDER TRADING, JOB
SAFETY, LIABILITY, and PHARMACEUTICALS: ECONOMICS AND REGULATION, for exam-
ple, cover issues whose important economic aspects are often overlooked. Also not
to be missed are SAVINGS AND LOAN CRISIS, which shows what caused, and what did
not cause, that crisis; INFLATION, which gives one of the clearest expositions ever of
the causes and effects of inflation; orEc, which points out, among other things, that
OPEC was an unintended consequence of President Dwight D. Eisenhower’s quotas
on oil imports; and RISk AND SAFETY, which gives startling statistics on the risks of
various activities.

One last note. Various people who read and loved the first edition of the encyclo-
pedia told me that they did not try to read it cover to cover, but instead hopped from
interesting issue to interesting issue. I recommend that strategy.

David R. Henderson
Monterey, California
October 2005
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Advertising
George Bittlingmayer

Economic analysis of advertising dates to the 1930s and
1940s, when critics attacked it as a monopolistic and
wasteful practice. Defenders soon emerged who argued
that advertising promotes competition and lowers the costs
of providing information to consumers and distributing
goods. Today, most economists side with the defenders
most of the time.

Advertising comes in many different forms: grocery ads
that feature weekly specials, “feel-good” advertising that
merely displays a corporate logo, ads with detailed tech-
nical information, and those that promise “the best.”
Critics and defenders have often adopted extreme posi-
tions, attacking or defending any and all advertising. But,
at the very least, it seems safe to say that the information
firms convey in advertising is not systematically worse
than the information volunteered in political campaigns or
used car ads.

Modern economics views advertising as a type of pro-
motion, in the same vein as direct selling by salespersons
and promotional price discounts. If we focus on the prob-
lems firms face in promoting their wares, rather than on
advertising as an isolated phenomenon, it is easier to un-
derstand why advertising is used in some circumstances
and not in others.

Scope

While advertising has its roots in the advance of literacy
and the advent of inexpensive mass newspapers in the
nineteenth century, modern advertising as we know it be-
gan early in the twentieth century with two new products,
Kellogg cereals and Camel cigarettes. What is generally
credited as the first product endorsement also stems from
this period: Honus Wagner’s autograph was imprinted on
the Louisville Slugger in 1905.

Advertising as a percentage of GDP has stayed relatively
constant since the 1920s, at roughly 2 percent. About 60
percent of advertising is national rather than local. Table 1
shows national and local expenditures since 1940. In
2002, newspapers accounted for some 19 percent of total
advertising expenditures; magazines for 5 percent; broad-
cast and cable television for 23 percent; radio for 8 percent;
direct mail for 19 percent; and miscellaneous techniques
such as yellow pages, billboards, and the Goodyear blimp
for the remaining 27 percent. Internet advertising ac-
counted for 2 percent of total advertising expenditures.

One popular argument in favor of advertising is that it
provides financial support for newspapers, radio, and tele-
vision. In reply, critics remark that advertiser-supported

radio and television programming is of low quality because
it appeals to those who are easily influenced by advertising.
They also charge that advertiser-supported newspapers
and magazines are too reluctant to criticize products of
firms that are actual or potential advertisers.

Table 1 Advertising Expenditures (billions $)

National Local Total % of GDP
1940 1.2 0.9 2.1 2.1
1950 3.3 2.4 5.7 1.98
1960 73 4.7 12.0 2.28
1970 1.4 8.2 19.6 1.89
1980 29.8 23.7 53.5 1.91
1990 73.6 56.3 130.0 2.24
2000 151.7 95.8 247.5 2.52
2002 145.7 91.8 237.4 2.27

Sources: Statistical Abstract of the United States, 1987, 537; and
2002, 438 and 772; U.S. Historical Statistics, Colonial Times to
1970, Series T444; and Advertising Age, May 6, 1991, p. 16.
Numbers may not add up due to rounding.

While aggregate expenditures on advertising have re-
mained steady as a percentage of GDP, the intensity of
spending varies greatly across firms and industries (see
Table 2). Many inexpensive consumer items, such as over-
the-counter drugs, cosmetics, and razor blades, are heavily
advertised. Advertising-to-sales ratios also are high for
food products such as soft drinks, breakfast cereals, and
beer. And there is remarkable stability in this pattern from
country to country. A type of product that is heavily adver-
tised in the United States tends to be heavily advertised in
Europe, as well. Even within an industry, however, some
firms will advertise more than others. Among pharmaceu-
tical manufacturers, for example, Merck and Bayer spend
less than 5 percent of sales on advertising, while Pfizer
spends in excess of 12 percent.

The differences among industries, while stable, are de-
ceptive. For example, automakers typically spend only 1 to
2 percent of sales on advertising, but their products are
heavily promoted by the sales staffs in dealer showrooms.
Similarly, industrial products are not heavily advertised be-
cause trade fairs and point-of-sale promotion are often
more cost-effective than advertising. Products with rela-
tively few customers may not be advertised at all or adver-
tised solely in specialized publications.

Economic Function

While discussions of advertising often emphasize persua-
sion and the creation of brand loyalty, economists tend to
emphasize other, perhaps more important, functions. The
rise of the self-service store, for example, was aided by
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Table 2 Advertising-to-Sales Ratios,
Top Twenty Industries, 2003

Loan brokers 38.4
Health services 32.5
Distilled and blended liquor 14.9
Miscellaneous publishing 12.9
Sugar and confectionery products 1.7
Soap, detergent, and toilet preparations 1.3
Amusement parks 10.7
Food and kindred products 10.2
Special cleaning and polishing preparations 9.7
Knitting mills 9.6
Television broadcast stations 9.3
Beverages 9.2
Water transportation 8.8
Malt beverages 8.5
Heating equipment and plumbing fixtures 8.4
Motion picture and video tape production 8.4
Rubber and plastic footwear 8.4
Games, toys, children’s vehicles, except dolls 8.2
Dolls and stuffed toys 7.8
Cable and other pay TV services 7.7

Source: Advertising Age, online at: http://www.adage.com/page.cms
?pageld =1013.

Note: Top twenty industries among the two hundred industries
spending the most on advertising.

consumer knowledge of branded goods. Before the advent
of advertising, customers relied on knowledgeable shop-
keepers for help in selecting products, which often were
unbranded. Today, consumer familiarity with branded
products is one factor making it possible for far fewer retail
employees to serve the same number of customers.

Newly introduced products are typically advertised more
heavily than established ones, as are products whose cus-
tomers are constantly changing. For example, cosmetics,
mouthwash, and toothpaste are marked by high rates of
new product introductions because customers are willing
to abandon existing products and try new ones. Viewed
this way, consumer demand generates new products and
the advertising that accompanies them, not the other way
around.

In a similar vein, “noninformative,” or image, advertis-
ing can be usefully thought of as something that custom-
ers demand along with the product. Customers often want
to see themselves as athletic, adventuresome, or sponta-
neous, and vendors of beer, cars, and cell phones bundle
the image and the physical product. When some custom-

ers are unwilling to pay for image, producers that choose
not to advertise can supply them with a cheaper product.
Often, the same manufacturer will respond to these dif-
ferences in customer demands by producing both a high-
priced, labeled, heavily advertised version of a product and
a second, low-priced line as an unadvertised house brand
or generic product. In baked goods, canned goods, and
dairy products, for example, some manufacturers sell one
version under their own nationally known label and an-
other slightly different version under a particular grocery
chain’s private label.

Advertising messages obviously can be used to mislead,
but a heavily advertised brand name limits the scope for
deception and poor quality. A firm with a well-known
brand suffers serious damage to an image that it has paid
dearly to establish when a defective product reaches the
consumer (see BRAND NAMES). Interestingly, even under
central planning, officials in the Soviet Union encouraged
the use of brand names and trademarks in order to moni-
tor which factories produced defective merchandise and to
allow consumers to inform themselves about products
available from various sources.

Monopoly

Early opinion among many economists was summarized
by Henry Simons, who wrote in 1948 that “a major barrier
to really competitive enterprise and efficient service to con-
sumers is to be found in advertising—in national adver-
tising especially, and in sales organizations which cover
great national and regional areas.” Economic debate in the
1950s focused on whether advertising promotes monopoly
by creating a “barrier to entry.” Heavy advertising of exist-
ing brands, many economists thought, might make con-
sumers less likely to try new brands, thus raising the cost
of entry for newcomers. Other economists speculated that
advertising makes consumers less sensitive to price, allow-
ing firms that advertise to raise their prices above com-
petitive levels.

Economic researchers addressed this issue by examin-
ing whether industries marked by heavy advertising were
also more concentrated (see INDUSTRIAL CONCENTRATION)
or had higher profits. The correlation between advertising
intensity and industry concentration turned out to be very
low and varied from sample to sample, and it is largely
ignored today. What is more, early research found that
high levels of advertising in an industry were associated
with unstable market shares, consistent with the idea that
advertising promoted competition rather than monopoly.

The idea that advertising creates monopoly was sup-
ported by studies that found high rates of return in indus-
tries with high levels of advertising. As other economists



