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Chapter 2: How do people influence each other

= The four principles we studied in Chapter 1 are about how
people make decisions.

* The decisions you make in daily life not only affect yourself
but also impact others.

* The three principles in Chapter 2 are about how people
Interact.
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Chapter 2: How do people influence each other

= Principle 5: Trade can make everyone better off.
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Principle 5: Trade can make everyone better off
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Principle 5: Trade can make everyone better off

In some ways, this is
true because Chinese and

American firms produce
many of the same goods.

They compete for the same
customers in the markets for

clothing, toys, solar panels,
automobile tires and many

other items.

But thereis g
something that shoylq -
! ould -\
not be misunderstood when
it comes to the competitiop |
between nations, /&
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Principle 5: Trade can make everyone better off

Trade relations are not like sports games where In fact, the opposite is true. Trade between two

victory for one side means loss for the other. countries can make both countries better off.

To understand why,

think about the impact of

trade on your family.

International relations involve not only competition but also cooperation.

TRADE CAN MAKE EVERYONE BETTER OFF



Principle 5: Trade can make everyone better off

Despite this competition, your If it did, your family would need to
family would not be better off grow its own food, make its own

In a sense, each family in an isolating itself from all other clothes and build its own home.
families.

economy competes with all
other families.
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Principle 5: Trade can make everyone better off

Obviously, your family has benefited greatly from being able Trades allowed each person to specialize in

what they did best, whether it was farming, sewing, or
By trading with

construction.

others, people can

buy more goods
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and services at a

\

lower cost.
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Like families, countries also benefit from t,
with one another.

Trade allows countries to specialise
in what they do best and to enjoy a
greater variety of goods and services.
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Egyptians, and Brazilians, are as

partners in the world economy asth
are competitors.
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Free trade ushered in the British Golden Age

Free trade

ushered in Britain's

golden age

As Home Secretary, Robert
Peel established modern

police principles and reformed

criminal law.
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10




Free trade ushered in the British Golden Age

tory party
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British government had been

conservative party AN - pursuing Cromwell's
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Peel changed the name

of his party and introduced

free trade policies.

Later, he served as British Prime Minister twice

and achieved great success.
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Free trade ushered in the British Golden Age

Peel reduced the number of goods

subject to tariffs from 1,200 to 750 and

used income taxes to fill the gap in the

government budget.

TRADE CAN MAKE EVERYONE BETTER OFF

By 1845, the

number of goods subject to

tariffs had been further reduced

to 450. Britain was moving away

from protectionist policies.
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Free trade ushered in the British Golden Age
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We can win any battle.
Now, all the tariffs have been
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free trade.
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The Corn Laws restricted grain imports.
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Liberalism was settled in the § 0
and this ushered the countryintoa "
golden age in the next 30 years,
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International Trade Agreements

Genuine free trade refers to the trade I :
among sovereign nations based on G Genera q

sound international trade norms.

Agreement on

fﬂr
= >
T

Tariffs and

J
l T , Trade J

The modern free trade system
was launched in 1947 when
GATT was established.
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International Trade Agreements
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| After World War |1, the world was divided into two camps, and the Cold War began.

Cold War
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International Trade Agreements

However, the GATT s n Facad)
lowever, ystem soon faced
its limits as it lacked bindlng 3

Hume, Keynes and Schuman
protect peace. This

the GATT system.

Economists such as
said that only free trade can

logic empowered
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International Trade Agreements

. 5 BT
This led to the creation of the World - LR L g
Trade Organization (WTO) in 1995. Trade negotiations under WTO took
This intergovernmental organization along time since all members had to

regulates conflicts in international
trade, delivers tariff cut requests,
and implements anti-dumping
regulations on behalf of GATT.

participate in the negotiations.
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Dumping refers to a company selling its products in an overseas market at a price that is below its fair value in the
domestic market.
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= Trade relations are not like a sports competition where one
side wins and the other is inevitably defeated.

" Trade between two countries can make each nation better
off.

* Trade enables individuals to focus on their most proficient work, gaining
access to a wider variety of goods and services at lower costs.
= Similarly, countries also benefit from trade. It allows nations to specialize in

areas where they possess a comparative advantage and enjoy a broader
range of goods and services.
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= Here are explanations of some fundamental terms in
iInternational trade

" Free trade refers to a trade policy that does not restrict imports and exports,
allowing individuals and companies to conduct transactions autonomously.

" Trade protection refers to a trade policy in which the government
intervenes to restrict imports, representing the opposite of free trade. To
protect domestic industries, governments impose or increase tariffs,
implement import quotas, or restrict the import of specific goods and
services.

® The General Agreement on Tariffs and Trade (GATT) refers to an
international free trade policy signed by 23 countries in Geneva in 1947,

aimed at promoting international trade by reducing or eliminating trade
barriers such as tariffs.
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= Here are explanations of some fundamental terms in

International trade

= The WTO is an intergovernmental organization created to promote global
trade. It regulates international trade and oversees the implementation of
the agreement on behalf of the GATT.

= AFree Trade Agreement (FTA) is a preferential trade agreement under
which the signatory countries provide each other with exclusive trade
benefits through the abolishment of tariffs and other barriers so as to trade
goods and services between the countries.
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Chapter 2: How do people influence each other

* Principle 6: Markets are usually a good way to organize
economic activity.

MARKETS ARE USUALLY A GOOD WAY TO ORGANIZE ECONOMIC ACTIVITY. 21



Principle 6: Markets are usually a good way to organize economic activity

s N

The dramatic changes in Eastern

Europe in the late 1980s and early )

2

1990s triggered historic transformations.

4
f
Principle 6 \»9)

Markets are generally

a good way to organize economic

activity

rF "\

Eastern European Turmoil refers to the major historical event in the late 1980s and early 1990s, during which a
series of socialist countries in Eastern Europe underwent rapid successive political transitions. The socialist
systems were overthrown and replaced by Western-style multi-party systems and market economies.
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Principle 6: Markets are usually a good way to organize economic activity

A planned economy presupposes that government officials are the best people to allocate scarce resources.

What to produce, how much to

produce, who will produce it, and who

will consume it are all decided by central

. g lanners.
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Principle 6: Markets are usually a good way to organize economic activity

Firms decide for themselves whom to hire and

what to produce. These firms and households
In a market economy, these :
interact in markets, with prices and self-interest

decisions are made decentralizedly among

guiding their decisions.

millions of firms and households.

People decide for themselves

which companies to work for

!

Ll

and what to spend their money on.
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Principle 6: Markets are usually a good way to organize economic activity

At first glance, the success of

a market economy is a mystery.

o i

Participants in a market economy focus on creating their own

profits, and the decision-making process is decentralized.

However, history has proven thata market
economy is the most effective

way to improve overall welfare.

MARKETS ARE USUALLY A GOOD WAY TO ORGANIZE ECONOMIC ACTIVITY.
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Principle 6: Markets are usually a good way to organize economic activity
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Households and businesses interact

is guiding them toward desired

outcomes. “,f"

"The invisible hand" refers to prices.

in the market as if an "invisible hand" 2

One of the great goals of economics
is to understand this invisible hand
and how it works its magic.

~y

In any market, whether consumers are deciding how much of

something to buy or businesses are deciding how much of something

to offer, they pay attention to the price of that thing.

MARKETS ARE USUALLY A GOOD WAY TO ORGANIZE ECONOMIC ACTIVITY. 26



Principle 6: Markets are usually a good way to organize economic activity

— — |
Governments that attempt to fix prices
hinder the invisible hand from performing
Itis the adjustment of o its coordinating role.
prices that guides them
to jointly achieve the best

results for the whole

Planned economies fail because central planners

do not have the information about consumer

preferences and producer costs necessary

to make decisions.

yimoub ao1id )

society.
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Adam Smith and the Invisible Hand

In 1776, Adam Smith completed The Wealth of Nations. This book is regarded as the first economics

book in history.
Adam Smith and |

the

Invisible Hand

Smith said in his book that establishing

a free market is the best and quickést way

to improve the economy.

MARKETS ARE USUALLY A GOOD WAY TO ORGANIZE ECONOMIC ACTIVITY. 28



Adam Smith and the Invisible Hand

—_—

The Wealth of Nations consists of five sections.

Of the Causes of Improvement in the
Productive Powers of Labor

Ofthe Nature, Accumulation, and
Employment of Stock

0f the Different Progress of Opulence
in Different Nations

0f Systems of Political Economy

Of the Revenue of the Sovereign
or Commonwealth

He said that an economy
promotes general well-being best
when individuals' freedom of choice
is quaranteed, rather than
\ when there is active interference
of the government. &
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Adam Smith and the Invisible Hand

His logic laid the intellectual foundation for the market economy.

effec+iveness
9
produCtivity
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Adam Smith and the Invisible Hand
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Adam Smith and the Invisible Hand

This allows us to get more
of what we want.

We can have dinner tonight not because a
butcher shop’s owner, a winery owner or
a baker did us some favor but because we
have all worked for our own benefit.

Trade means that | give what others
need in return for what they give

MARKETS ARE USUALLY A GOOD WAY TO ORGANIZE ECONOMIC ACTIVITY. 32



Adam Smith and the Invisible Hand

and they don't know
how much they contribute
to the public good.

O"'y‘;b'egga'fsidébﬁindtr.;o'n‘,‘tfﬁe
favors of other,people: _

People are not inm
to work for the benefit jf/'_

the public,

But the invisible
hand always leads

them to achieve some
purposes.

MARKETS ARE USUALLY A GOOD WAY TO ORGANIZE ECONOMIC ACTIVITY.
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* |n a planned economy, central planners determine the
production, distribution, and consumption of all goods and
services.

* |n a market economy, however, the power of decision-
making lies in the hands of numerous businesses and
households.

MARKETS ARE USUALLY A GOOD WAY TO ORGANIZE ECONOMIC ACTIVITY.
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= Adam Smith, in his work "The Wealth of Nations," used the
metaphor of an "invisible hand" that benefits participants in

a free markedt.

= This "invisible hand" uses prices to guide businesses and households,
coordinating their decisions precisely with the goal of maximizing the
welfare of society as a whole.

= Government control over prices restricts the ability of the "invisible hand" to
adjust prices according to supply and demand.

MARKETS ARE USUALLY A GOOD WAY TO ORGANIZE ECONOMIC ACTIVITY. 35



Chapter 2: How do people influence each other

* Principle 7: Governments can sometimes improve market
outcomes.
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Principle 7: Governments can sometimes improve market outcomes.

Principle 7

Governments can

sometimes improve market

arrangements
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Principle 7: Governments can sometimes improve market outcomes.

Restaurants won't serve meals

i hat

et economy to WOr they are sure tha
:::C;itlri‘gurg'ast’;loperty fightS must C:::tI:rS:ers v\)’”” pay before
d. Itis the first and leaving.

be guarantee
foremost basis.

A film company will not
produce DVDs if too many
potential customers avoid

paying by making
illegal copies.

Property rights define a set of rules regarding what owners can and cannot do with their property, as well as what
others must do and cannot do with respect to that property.
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Principle 7: Governments can sometimes improve market outcomes.

™

People actively participate in economic activities
because they believe that their property rights are

protected by the government.
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Principle 7: Governments can sometimes improve market outcomes.

The market economy requires the intervention 1“‘!
government as its invisible hand cannot do eve g

perfectly. b

To promote efficiency

To promote equity

When there is market
failure, the government
will complement it.

There are
two scenarios.

GOVERNMENTS CAN SOMETIMES IMPROVE MARKET OUTCOMES



Principle 7: Governments can sometimes improve market outcomes.

The invisible hand plays a role in maximizing market

efficiency, but it does not always work.

Market failure refers to situations where the market

fails to allocate resources efficiently.
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One cause of market failure is externalities. Externalities

are the effects of one person's actions

on the well-being of bystanders.
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Principle 7: Governments can sometimes improve market outcomes.

Let’s say that a factory pollutes
the air during the process of
production, which damages the

health of people li\iing_nez;r
the factory.

-~ -,

GOVERNMENTS CAN SOMETIMES IMPROVE MARKET OUTCOMES

On its own, the market may fail
to take this cost into account.

-

Another possible cause of market failure
is market power, when a small number
of peaple have the power to unduly
influence market prices.
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Principle 7: Governments can sometimes improve market outcomes.

~"" When an externality

Suppose there is only one well
in a village. The person who
owns the well has the power to
dominate the water market.

\ oo 82080 5y oy b ! .
h Ih |',"'.'||'."n,nt-h”l'| "

¢

L A R S
Bl any “fs s e s
en el bt ) &7

> 5 )y o~ ﬁ:t’l&fm

or market power causes market

failure, the well-designed public

policy can enhance economic
efficiency.
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Principle 7: Governments can sometimes improve market outcomes.

The best basketball player in the world

Even if the invisible hand achieves the most efficient A market economy rewards a person according to his or
earns more than the best chess player

results, it may still cause a huge gap between the her ability to produce goods that others are willing to buy. ;
in the world simply because people are

rich and the poor.

willing to pay more to watch a basketball

game than to watch a Go game.

annual salary
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annual salary
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Principle 7: Governments can sometimes improve market outcomes.

The existence of this inequality
The invisible hand cannot guarantee that everyone can have There is no guarantee that everyone who is sick can
also calls for government

enough food and clothing. be cured. s :
intervention.

The top 20% of the population holds 80% of the society's wealth.
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Principle 7: Governments can sometimes improve market outcomes.

Many policies aim to achieve
amore equal distribution of
economic well-being.

To say that the government
can improve market
outcomes does not mean
that it always will.

Income tax
system

GOVERNMENTS CAN SOMETIMES IMPROVE MARKET OUTCOMES
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Greenhouse Gases and the United Nations Framework Convention
on Climate Change

The greenhouse effect

IS recognized as a major cause

Greenhouse gases and the
of climate change.

United Nations Framework Convention

on Climate Change
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Greenhouse Gases and the United Nations Framework Convention
on Climate Change

(arbon dioxide is the major culprit
of global warming.

The greenhouse ‘effect refers to t
W
the atmosphere bya, transparent layer of carbon droxrde and vapor.

This results in therise of the earth’s temperature

—h- u‘ .‘M
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Greenhouse Gases and the United Nations Framework Convention
on Climate Change

-

The Antarctic glaciers, which are dozens of times larger than Tuvalu, a small island nation in the Pacific Ocean, is facing the risk of being submerged by sea water.

Singapore's land area, have begun to break up.

Today, the world

is warming.

it's time @

to éha}nge /
LA L
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Greenhouse Gases and the United Nations Framework Convention
on Climate Change

ENVIRONMENT
Rio de Janeiro

§tate representatives have met

in R_io de Janeiro to sign the Rio
Environmental Convention to tackle
and prevent global warming.

GOVERNMENTS CAN SOMETIMES IMPROVE MARKET OUTCOMES

Signatories to the
Convention are required

to investigate their

greenhouse gas emissions and
its elimination, and report their
findings to the Negotiation
Committee. They are also
required to draft a national
plan to prevent climate
change.

i issions
Starting from 2011, .the em
system (ETS) led mainly by the EU.
been put in place. :

pany A
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affects the €0S

50



Rockefeller's Market Power and the Role of Government

i
Rockefeller’s Market |
pPower and the Role o
of the Government | |3
K

Rockefeller, the oil magnate, first
entered the oil business by purchasing
a small refinery in Cleveland.
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Rockefeller's Market Power and the Role of Government

"""‘""’ﬁ

= TTTRET

n jUSt six weeks, he acqunred
22 competitors out of 26 in
(leveland.

- e X

Rockefeller founded the! Standard @HCompany in_1870,
ftwhich| gre%very rapldly by buylng outlits competltors or by

bankruptmgxthem _ R

*I-v

He also dominated the oil transportation
network by conspiring with the railway
industry.

—_-—---—--—---——--—- @
- . - .

; In 1880, he controlled 95% !

of the oil distributed in
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Rockefeller's Market Power and the Role of Government

Taking advantage of his: Later in 1882, he established the Rockefeller’s market power allowed
position of market dominance, Standard Oil Trust by integrating all him to lower the price of oil from
Rockefeller amassed a huge of its subsidiaries. 30 cent_s per gallon to 6 cents,
amount of assets through %@\ driving small playe(s out
Standard Oil. , 1 " of business.

30 cents

This allowed
him to obtain
90% of the oil
market in
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Rockefeller's Market Power and the Role of Government

This move led to the passage of the Sherman

=T 2T T
Antitrust Act by the U.S. Congress in 1890 to Fi o a1l fé \'3;[ 1'_4\!.‘3/1

weaken the market power of large trusts.

In 1911, the U.S. Supreme

Court ordered the Standard Oil

Trust to be broken up into

smaller companies.
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Rockefeller's Market Power and the Role of Government

ExxonMobil
and Mobil Oil
were born out
of the process.

The Clayton Antitrust Act was enacted in 1914:
> 1

the Federal Trade Comn issior

The Act also led to the
creation of the Federal Trade
Commission, a government

organization that oversees unfair
trade activities.

GOVERNMENTS CAN SOMETIMES IMPROVE MARKET OUTCOMES
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* The invisible hand can only function effectively when the
government strictly enforces laws and maintains
institutions crucial to the market economy, such as
property rights.

= The fundamental reason for government intervention in the

market is to promote efficiency and equity.

= Policies aimed at improving efficiency seek to enlarge the economic pie,
while policies enhancing equity change how the pie is divided.
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= When market failures occur, such as the presence of
externalities or market power, the government can
Implement relevant policies to enhance economic
efficiency.

= Market failure refers to situations where the market fails to achieve efficient
resource allocation.

= Externalities occur when one party's actions affect the economic well-being
of a third party, such as environmental pollution.

= Market power refers to the ability of an individual, a small group, or a single
company to significantly influence market prices.
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= World Climate Treaties

= 1992 Rio Summit: Government and civil society representatives gathered in

Rio de Janeiro, Brazil, to discuss global issues such as climate change and
industrial waste. The United Nations Framework Convention on Climate
Change (UNFCCC) was signed during the summit. This international
environmental treaty aims to prevent further global warming by limiting
greenhouse gas emissions.

1997 Kyoto Protocol: Following the adoption of the UNFCCC, parties met in
Kyoto to discuss how to achieve the treaty’s goals and signed the Kyoto
Protocol to fulfill their commitments. The protocol required 38 developed
countries, which accounted for 55% of global greenhouse gas emissions in
1990, to reduce their emissions by an average of 5.2% below 1990 levels by
2012. In March 2001, the United States withdrew from the Kyoto Protocol,
citing incompatibility with its national interests. This led to a reduction in the
overall emission cuts from the targeted 5.2% to an actual 1.8%.
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= World Climate Treaties

= 2012 EU Emissions Trading System: Environment ministers from the 15

European Union member states agreed to establish an emissions trading
system, enabling the trading of carbon dioxide emission rights. This means
companies that need to exceed their emission quotas can purchase
emission rights from those with lower emissions, thereby allowing them to
emit more carbon dioxide.

2015 Paris Agreement: This agreement outlined actions for countries to
address climate change starting in 2020, replacing the Kyoto Protocaol.
Unlike the Kyoto Protocol, which only required emission reductions from
developed countries, the Paris Agreement imposed binding commitments
on all 195 signatory parties, including China. However, the United States
withdrew from this agreement in 2017.
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Quick Quiz

1. Do the following policies promote efficiency or equity? If they
promote efficiency, discuss which type of market failure is involved.

(1) In 2007, Hong Kong announced the creation of the world's first
"smoke-free society”. 500,000 venues, including parks, stadiums, and
beaches, were designated as non-smoking areas. Anyone caught
smoking in these areas would be fined HKD 5,000.

(2) In 1911, under the Sherman Antitrust Act, the Standard Oil Trust,
which controlled over 90% of the U.S. refining market, was broken up
into 33 companies. Standard Oil was founded by oil tycoon John D.
Rockefeller in 1870.

(3) The government implements a "three-strikes" policy for drunk

driving, stipulating that individuals caught violating the law three times
(such as for drunk driving) will face severe punishment. The term
originates from baseball, where a batter is called out after three missed
swings in a single at-bat. 60



Quick Quiz

1. Do the following policies promote efficiency or equity? If they
promote efficiency, discuss which type of market failure is involved.

(4) Sweden is one of the most renowned welfare states. It implements
a progressive tax system — the higher the income, the higher the tax
rate. Sweden is known for having one of the highest tax rates in the
world, with the top marginal income tax rate reaching 57%.

(5) The U.S. Food Stamp Program first appeared in 1939 during the
Great Depression as a form of support for impoverished populations.
The program provides food stamps to low-income individuals, allowing
them to purchase food.
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2. Is there a difference between trade between nations and
a win-lose contest?
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3. What role does the invisible hand play in the market?
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4. Please name two causes of market failure. For each
cause, provide one example.
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5. Adam Smith's "invisible hand" refers to:

a. The means by which companies earn profits from
consumers

b. A function of the market economy that enables market
participants, while pursuing self-interest, to achieve public
benefit

c. The regulatory role played by the government without
consumers' awareness

d. The phenomenon where producers and consumers harm
third parties through their actions
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6. Government intervention in the market aims to:
a. Protect property rights

b. Correct market failures caused by externalities
c. Ensure equitable income distribution

d. All of the above are correct
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