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Introduction

I would like to thank you for buying this book, but if you’re any-
thing like me you haven’t bought it at all. Instead, you’ve carried
it into the bookstore café and even now are sipping a cappuccino
in comfort while you decide whether it’s worth your money.

This is a book about how economists view the world. In fact,
there might be an economist sitting near you right now. You
might not spot him—a normal person looking at an economist
wouldn’t notice anything remarkable. But normal people look
remarkable in the eyes of economists. What is the economist
seeing? What could he tell you, if you cared to ask? And why
should you care?

You may think you’re enjoying a frothy cappuccino, but the
economist sees you—and the cappuccino—as players in an intri-
cate game of signals and negotiations, contests of strength and
battles of wits. The game is for high stakes: some of the people
who worked to get that coffee in front of you made a lot of money,
some of them made very little, and some of them are after the
money in your pocket right now. The economist can tell you who
will get what, how, and why. My hope is that by the time you
finish this book, you'll be able to see the same things. But please
buy it first, before the store manager throws you out.

Your coffee is intriguing to the economist for another reason:
he doesn’t know how to make a cappuccino, and he knows that
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nobody else does either., Who, after all, could boast of being able
to grow, pick, roast, and blend coffee, raise and milk cows, roll
steel and mold plastics and assemble them into an espresso ma-
chine, and, finally, shape ceramics into a cute mug? Your
cappuccino reflects the outcome of a system of staggering com-
plexity. There isn’t a single person in the world who could pro-
duce what it takes to make a cappuccino.

‘The economist knows that the cappuccino is the product of an
incredible team effort. Not only that, there is nobody in charge
of the team. Economist Paul Seabright reminds us of the pleas of
the Soviet official trying to comprehend the western system: “T'ell
me ... who is in charge of the supply of bread to the population
of London?” The question is comical, but the answer—nobody—
is dizzying,

When the economist drags his attention away from your cof-
fee and looks around the bookstore, the organizational challenges
are even greater. The complexity of the system that made the
store possible defies easy description: think of the accumulated
centuries of design and development, from the paper upon which
the books are printed to the spotlights that illuminate the shelves
to the software that keeps track of the stock, not to mention the
everyday miracles of organization through which the books are
printed, bound, stored, delivered, stacked, and sold.

The system works remarkably well. When you bought this
book—you have bought this book by now, haven’t you’—you
probably did so without having to give instructions to the book-
store to order it for you. Perhaps you did not even know when
you left your home this morning that you were going to buy it.
Yet by some magic, dozens of people took the actions necessary
to fulfill your unpredictable desires: me, my editors, marketers,
proofreaders, printers, paper manufacturers, ink suppliers, and
many others. The economist can explain how such a system works,
how companies will try to exploit it, and what you as a customer
can do to fight back.

Now the Undercover Economist is gazing out of the window
at the traffic jam outside. T'o some people, the jam is merely an
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irritating fact of life. To the economist, there is a story to tell
about the contrast between the chaos of the traffic and the smooth
running of the bookshop. We can learn something from the book-
store that will help us avoid traffic jams.

While economists are constantly thinking about the things
going on around them, they are not limited to discussing local
matters. If you cared to engage one in conversation you might
talk about the difference between bookshops in the developed
world and libraries in Cameroon, which have eager readers but
no books. You might point out that the gap between the world’s
rich countries and the world’s poor countries is huge and appall-
ing. The economist would share your sense of injustice—but he
could also tell you why rich countries are rich and poor countries
are poor, and what might be done about it.

Perhaps the Undercover Economist seems like a know-it-all,
but he reflects the broad ambition of economics to understand
people: as individuals, as partners, as competitors, and as mem-
bers of the vast social organizations we call “economies.”

This breadth of interest is reflected in the eclectic tastes of the
Nobel Prize committee. Since 1990, the Nobel Prize in Eco-
nomics has only occasionally been awarded for advances in the
obviously “economic” things, such as the theory of exchange rates
or business cycles. More often, it has been awarded for insights
less obviously connected with what you might have thought was
economics: human development, psychology, history, voting, law,
and even esoteric discoveries such as why you can’t buy a decent
secondhand car.

My aim in this book is to help you see the world like an econo-
mist. I will tell you nothing about exchange rates or business
cycles, but I will unlock the mystery of secondhand cars. We’ll
look at the big issues, such as how China is lifting a million people
a month out of poverty, and the little ones, such as how to avoid
paying too much money in the supermarket. It’s detective work
all the way, but I’ll teach you how to use the investigative tools of
the economist. I hope that by the end of the book, you'll be a
more savvy consumer—and a more savvy voter too, able to see
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the truth behind the stories that politicians try to sell you. Every-
day life is full of puzzles that many people do not even realize are
puzzles, so above all, I hope that you will be able to see the fun
behind these everyday secrets. So let’s start on familiar territory
by asking, who pays for your coffee?



ONE

Who Pays for Your Coffee?

The long commute on public transportation is a commonplace
experience of life in major cities around the world, whether you
live in New York, Tokyo, Antwerp, or Prague. Commuting
dispiritingly combines the universal and the particular. The par-
ticular, because each commuter is a rat in his own unique maze:
timing the run from the shower to the station turnstiles; learning
the timetables and the correct end of the platform to speed up
the transfer between different trains; trading off the disadvan-
tages of standing room only on the first train home against a seat
on the last one. Yet commutes also produce common patterns—
bottlenecks and rush hours—that are exploited by entrepreneurs
the world over. My commute in Washington DC is not the same
as yours in London, New York, or Hong Kong, but it will look
surprisingly familiar.

Farragut West is the Metro station ideally positioned to serve
the World Bank, International Monetary Fund, and even the
White House. Every morning, sleep-deprived, irritable travelers
surface from Farragut West into the International Square plaza,
and they are not easily turned aside from their paths. They want
to get out of the noise and bustle, around the shuffling tourists,
and to their desks just slightly before their bosses. They do not
welcome detours. But there is a place of peace and bounty that
can tempt them to tarry for a couple of minutes. In this oasis,



THE UNDERCOVER ECONOMIST

rare delights are served with smiles by attractive and exotic men
and women—today, a charming barista whose name badge reads
“Maria.” I am thinking, of course, of Starbucks. The café is placed,
inescapably, at the exit to International Square. This is no quirk
of Farragut West: the first storefront you will pass on your way
out of the nearby Farragut North Metro is—another Starbucks.
You find such conveniently located coffee shops all over the planet
and catering to the same desperate commuters. The coffee shop
within ten yards of the exit from Washington’s Dupont Circle
Metro station is called Cosi. New York’s Penn Station boasts
Seattle Coffee Roasters just by the exit to Eighth Avenue. Com-
muters through Shinjuku Station, Tokyo, can enjoy a Starbucks
without leaving the station concourse. In London’s Waterloo
station, it is the AMT kiosk that guards the exit onto the south
bank of the Thames.

At $2.55 a tall cappuccino from Starbucks is hardly cheap. But of
course, I can afford it. Like many of the people stopping at that
café, I earn the price of that coffee every few minutes. None of us
care to waste our time trying to save a few pennies by searching
out a cheaper coffee at 8:30 in the morning. There is a huge
demand for the most convenient coffee possible—in Waterloo
Station, for example, seventy-four million people pass through
each year. That makes the location of the coffee bar crucial.

"The position of the Starbucks café at F arragut West is advan-
tageous, not just because it’s located on an efficient route from
the platforms to the station exit, but because there are no other
coffee bars on that route. It’s hardly a surprise that they do a
roaring trade.

If you buy as much coffee as I do you may have come to the
conclusion that somebody is getting filthy rich out of all this. If
the occasional gripes in the newspapers are correct, the coffee in
that cappuccino costs pennies. Of course, the newspapers don’t
tell us the whole story: there’s milk, electricity, cost of the paper
cups—and the cost of paying Maria to smile at grouchy custom-
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ers all day long. But after you add all that up you sdll get some-
thing a lot less than the price of a cup of coffee. According to eco-
nomics professor Brian McManus, markups on coffee are around
150 percent—it costs forty cents to make a one-dollar cup of drip
coffee and costs less than a dollar for a small latte, which sells for
$2.55. So somebody is making a lot of money. Who?

You might think that the obvious candidate is Howard Schultz,
the owner of Starbucks. But the answer isn’t as simple as that.
The main reason that Starbucks can ask $2.55 for a cappuccino is
that there isn’t a shop next door charging $2.00. So why is no-
body next door undercutting Starbucks? Without wishing to dis-
miss the achievements of Mr. Schultz, cappuccinos are not in fact
complicated products. There is no shortage of drinkable
cappuccinos (sadly, there is no shortage of undrinkable cappuccinos
either). It doesn’t take much to buy some coffee machines and a
counter, build up a brand with a bit of advertising and some free
samples, and hire decent staff. Even Maria is replaceable.

The truth is that Starbucks’ most significant advantage is its
location on the desire line of thousands of commuters. There are
a few sweet spots for coffee bars—by station exits or busy street
corners. Starbucks and its rivals have snapped them up. If Star-
bucks really did have the hypnotic hold over its customers that
critics complain about, it would hardly need to spend so much
effort getting people to trip over its cafés. The nice margin that
Starbucks makes on their cappuccinos is due neither to the qual-
ity of the coffee nor to the staff: it’s location, location, location.

But who controls the location? Loook ahead to the negotiations
for the new rental agreement. The landlord at International
Square will not only be talking to Starbucks but to other chains
like Cost and Caribou Coffee, and DC’s local companies: Java
House, Swing’s, Capitol Grounds, and Teaism. The landlord
can sign an agreement with each one of them or can sign an
exclusive agreement with only one. She’ll quickly find that no-
body is very eager to pay much for a space next to ten other
coffee bars, and so she will get the most advantage out of the
exclusive agreement.
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In trying to work out who is going to make all the money,
simply remember that there are at least half a dozen competing
companies on one side of the negotiating table and on the other
side is a landlord who owns a single prime coffee-bar site. By
playing them off against each other, the landlord should be able
to dictate the terms and force one of them to pay rent, which
consumes almost all their expected profits. The successful com-
pany will expect some profit but not much: if the rent looks low
enough to leave a substantial profit, another coffee bar will be
happy to pay a little extra for the site. There is an unlimited num-
ber of potential coffee bars and a limited number of attractive
sites—and that means the landlords have the upper hand.

This is pure armchair reasoning. It’s reasonable to ask if all of
this is actually true. After I explained to a long-suffering friend
(over coffee) all of the principles involved, she asked me whether
I could prove it. I admitted that it was just a theory—as Sherlock
Holmes might say, a piece of “observation and deduction,” based
on clues available to all of us. A couple of weeks later she sent me
an article from the Financial Times, which relied on industry ex-
perts who had access to the accounts of coffee companies. The
article began, “Few companies are making any money” and con-
cluded that one of the main problems was “the high costs of run-
ning retail outlets in prime locations with significant passing
trade.” Reading accounts is dull; economic detective work is the
easy way to get to the same conclusion.

Strength from scarcity

Browsing through the old economics books on the shelfat home,
I dug out the first analysis of twenty-first-century coffee bars.
Published in 1817, it explains not just the modern coffee bar
but much of the modern world itself. Its author, David Ricardo,
had already made himself a multimillionaire (in today’s money)
as a stockbroker, and was later to become a Member of Parlia-
ment. But Ricardo was also an enthusiastic economist, who longed
to understand what had happened to Britain’s economy during
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the then-recent Napoleonic wars: the price of wheat had rock-
eted, and so had rents on agricultural land. Ricardo wanted to
know why.

The easiest way to understand Ricardo’s analysis is to use one
of his own examples. Imagine a wild frontier with few settlers but
plenty of fertile meadow available for growing crops. One day an
aspiring young farmer, Axel, walks into town and offers to pay
rent for the right to grow crops on an acre of good meadow.
Everyone agrees how much grain an acre of meadow will pro-
duce, but they cannot decide how much rent Axel should pay.
Because there is no shortage of land lying fallow, competing land-
lords will not be able to charge a high rent. . . or any significant
rent at all. Each landlord would rather collect a small rent than
no rent at all, and so each will undercut his rivals until Axel is
able to start farming for very little rent—just enough to compen-
sate for the landlord’s trouble.

The first lesson here is that the person in possession of the
desired resource—the landlord in this case—does not always have
as much power as one would assume. And the story doesn’t specify
whether Axel is very poor or has a roll of cash in the false heel
of his walking boot, because it doesn’t make any difference to
the rent. Bargaining strength comes through scarcity: settlers
are scarce and meadows are not, so landlords have no bargain-
ing power.

That means that if relative scarcity shifts from one person to
another, bargaining shifts as well. If over the years many immi-
grants follow in Axel’s footsteps, the amount of spare meadow-
land will shrink until there is none left. As long as there is any,
competition between landlords who have not attracted any ten-
ants will keep rents very low. One day, however, an aspiring farmer
will walk into town—Iet’s call him Bob—and will find that there
is no spare fertile land. The alternative, farming on inferior but
abundant scrubland, is not attractive. So Bob will offer to pay
good money to any landlord who will evict Axel, or any of the
other farmers currently farming virtually rent-free, and let him
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farm there instead. But just as Bob is willing to pay to rent mead-
owland rather than scrubland, all of the meadow farmers will
also be willing to pay not to move. Everything has changed, and
quickly: suddenly the landlords have acquired real bargaining
power, because suddenly farmers are relatively common and
meadows are relatively scarce.

"That means the landowners will be able to raise their rents. By
how much? It will have to be enough that farmers earn the same
farming on meadows and paying rent, or farming on inferior scru-
bland rent free. If the difference in productiveness of the two
types of land is five bushels of grain a year, then the rent will also
be five bushels a year. If a landlord tries to charge more, his ten-
ant will leave to farm scrubland. If the rent is any less, the scrub
farmer would be willing to offer more.

It may seem odd that the rents changed so rapidly simply be-
cause one more man arrived to farm the area. This story doesn’t
seem to explain how the world really works. But there is more
truth to it than you might think, even if it is oversimplified. Of
course, in the real world, there are other elements to consider:
laws about evicting people, long-term contracts, and even cul-
tural norms, such as the fact that kicking one person out and
installing a new tenant the next day is just “not done.” In the real
world there are more than two types of farmland, and Bob may
have different options to being a farmer—he may be able to geta
job as an accountant or driving a cab. All these facts complicate
what happens in reality; they slow down the shift in bargaining
power, alter the absolute numbers involved, and put a brake on
sudden movements in rents.

Yet the complications of everyday life often hide the larger
trends behind the scenes, as scarcity power shifts from one group
to another. The economist’s job is to shine a spotlight on the
underlying process. We should not be surprised if, suddenly, the
land market shifts against farmers; or if house prices go up dra-
matically; or if the world is covered by coffee bars over a period
of just a few months. The simplicity of the story emphasizes one
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part of the underlying reality—but the emphasis is helpful in re-
vealing something important. Sometimes relative scarcity and
bargaining strength really do change quickly, and with profound
effects on people’s lives, We often complain about symptoms—
the high cost of buying a cup of coffee, or even a house. The
symptoms cannot be treated successfully without understanding
the patterns of scarcity which underlie them.

“Marginal” land is of central importance

The shifts in bargaining power don’t have to stop there. While
the farming story can be elaborated indefinitely, the basic prin-
ciples remain the same. For example, if new farmers keep arriv-
ing, they will eventually cultivate not only the meadowland but
also all of the scrubland. When a new settler, Cornelius, walks
into town, the only land available will be the grassland, which is
even less productive than scrubland. We can expect the same
dance of negotiations: Cornelius will offer money to landlords to
try to get onto scrubland, rents will quickly rise on scrubland,
and the differential between scrubland and meadow will have to
stay the same (or farmers would want to move), so the rent will
rise on meadow too.

The rent on meadowland, therefore, will always be equal to
the difference in grain yield between meadowland and whatever
land is available rent-free to new farmers. Economists call this
other land “marginal” land because it is at the margin between
being cultivated and not being cultivated. (You will soon see that
economists think about decisions at the margin quite a lot.) In
the beginning, when meadowland was more plentiful than set-
tlers, it was not only the best land, it was also the “marginal” land
because new farmers could use it. Because the best land was the
same as the marginal land, there was no rent, beyond the trivial
sum needed to compensate the landlord for his trouble. Later,
when there were so many farmers that there was no longer enough
prime land to go around, scrubland became the marginal land,
and rents on meadows rose to five bushels a year—the difference
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in productivity between the meadowland and the marginal land
(in this case, the scrubland). When Cornelius arrived, the grass-
land became the marginal land, meadows became yet more at-
tractive relative to the marginal land, and so the landlords were
able to raise the rent on meadows again. It’s important to note
here that there is no absolute value: everything is relative to that
marginal land.

From meadows back to coffee kiosks

A nice story, but those of us who like Westerns may prefer the
gritty cinematography of Unforgiven or the psychological isola-
tion of High Noon. So, David Ricardo and I get no prizes for our
screenwriting, but we might be excused, as long as our little fable
actually tells us something useful about the modern world.

We can start with coffee kiosks. Why is coffee expensive in
London, New York, Washington, or Tokyo? The commonsense
view is that coffee is expensive because the coffee kiosks have to
pay high rent. David Ricardo’s model can show us that this is the
wrong way to think about the issue, because “high rent” is not an
arbitrary fact of life. It has a cause.

Ricardo’s story illustrates that two things determine the rent
on prime locations like meadowland: the difference in agricul-
tural productivity between meadows and marginal land, and the
importance of agricultural productivity itself. Ata dollar a bushel,
five bushels of grain is a five-dollar rent. At two hundred thou-
sand dollars a bushel, five bushels of grain is a million-dollar rent.
Meadows comnmand high dollar rents only if the grain they help
produce is also valuable,

Now apply Ricardo’s theory to coffee bars. Just as meadow-
land will command high rents if the grain they produce is valu-
able, prime coffee-bar locations will command high rents only if
customers will pay high prices for coffee. Rush-hour customers
are so desperate for caffeine and in such a hurry that they are
practically price-blind. The willingness to pay top dollar for con-
venient coffee sets the high rent, and not the other way around.
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Spaces suitable for coffee kiosks are like meadows—they are
the best quality property for the purpose, and they fill up quickly.
The ground-floor corner units of Manhattan’s Midtown are the
preserve of Starbucks, Cosi, and their competitors. Near Wash-
ington DC’s Dupont Circle, Cosi has the prime spot at the south-
ern exit, and Starbucks has the northern one, not to mention
staking out territory opposite the adjacent stations up and down
the Metro line. In London, AMT has Waterloo, King’s Cross,
Marylebone, and Charing Cross stations, and indeed every Lon-
don station hosts one of the big-name coffee chains. These spots
could be used to sell secondhand cars or Chinese food, but they
never are. This isn’t because a train station is a bad place to sell a
Chinese meal or a secondhand car, but because there is no short-
age of other places with lower rents from which noodles or cars
can be sold—customers are in less of a hurry, more willing to
walk, or order a delivery. For coffee bars and similar establish-
ments selling snacks or newspapers, cheaper rent is no compen-
sation for the loss of a flood of price-blind customers.

Portable models

David Ricardo managed to write an analysis of cappuccino bars
in train stations before either cappuccino bars or train stations
existed. This is the kind of trick that makes people either hate or
love economics. Those who hate it argue that if we want to un-
derstand how the modern coffee business works, we should not
be reading an analysis of farming published in 1817.

But many of us love the fact that Ricardo was able, nearly two
hundred years ago, to produce insights that illuminate our under-
standing today. It’s easy to see the difference between nineteenth-
century farming and twenty-first-century frothing, but not so easy
to see the similarity before it is pointed out to us. Economics is
partly about modeling, about articulating basic principles and pat-
terns that operate behind seemingly complex subjects like the rent
on farms or coffee bars.
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There are other models of the coffee business, useful for dif-
ferent things. A model of the design and architecture of coffee
bars could be useful as a case study for interior designers. A phys-
ics model could outline the salient features of the machine that
generates the ten atmospheres of pressure required to brew
espresso; the same model might be useful for talking about suc-
tion pumps or the internal combustion engine. Today we have
models of the ecological impacts of different disposal methods
for coffee grounds. Each model is useful for different things, but
a “model” that tried to describe the design, the engineering, the
ecology, and the economics would be no simpler than reality it-
self and so would add nothing to our understanding.

Ricardo’s model is useful for discussing the relationship be-
tween scarcity and bargaining strength, which goes far beyond
coffee or farming and ultimately explains much of the world
around us. When economists see the world, they see hidden so-
cial patterns, patterns that become evident only when one fo-
cuses on the essential underlying processes. This focus leads critics
to say that economics doesn’t consider the whole story, the whole
“system.” How else, though, could a nineteenth-century analysis
of farming proclaim the truth about twenty-first-century coffee
bars, except through grossly failing to notice all kinds of impor-
tant differences? The truth is that it’s simply not possible to un-
derstand anything complicated without focusing on certain
elements to reduce that complexity. Economists have certain
things they like to focus on, and scarcity is one of them. This
focus means that we do not notice the mechanics of the espresso
machine, nor the color schemes of the coffee bars, nor other in-
teresting, important facts. But we gain from that focus, too, and
one of the things we gain is an understanding of the “system”—
the economic system, which is far more all-encompassing than
many people realize.

A word of caution is appropriate, though. The simplifications
of economic models have been known to lead economists astray.
Ricardo himself was an early casualty. He tried to extend his bril-
liantly successful model of individual farmers and landlords to
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explain the division of income in the whole economy: how much
went to workers, how much to landlords, and how much to capi-
talists. It didn’t quite work, because Ricardo treated the whole
agricultural sector as if it were one vast farm with a single land-
lord. A unified agricultural sector had nothing to gain from im-
proving the land’s productivity with roads or irrigation, because
those improvements would also reduce the scarcity of good land.
But an individual landlord in competition with the others would
have plenty of incentive to make improvements. Tied up in the
technical details, Ricardo failed to realize that thousands of land-
lords competing with each other would make different decisions
than a single one.

So Ricardo’s model can’t explain everything. But we are about
to discover that it goes farther than Ricardo himself could ever
have imagined. It doesn’t just explain the principles behind cof-
fee bars and farming. If applied correctly, it shows that environ-
mental legislation can dramatically affect income distribution. Tt
explains why some industries naturally have high profits, while
in other industries high profits are a sure sign of collusion. It
even manages to explain why educated people object to immi-
gration by other educated people, while the working classes com-
plain about immigration by other unskilled workers.

Different reasons for high rent

Do you care if you get ripped off?

I do. Alot of things in this life are expensive. Of course, some-
times that expense is a natural outcome of the power of scarcity.
For instance, there are not many apartments overlooking Cen-
tral Park in New York or Hyde Park in London. Because so many
people want them, those apartments are expensive, and a lot of
people end up being disappointed. There is nothing sinister about
that. But it’s not nearly so obvious why popcorn is so expensive
at the movies—there was no popcorn shortage last time T checked.
So the first thing we might want to do is to distinguish between
different reasons for things being expensive.
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In Ricardo’s terms, we would like to know the different causes
of high rents. Knowing this about meadows is only mildly inter-
esting (unless you are a farmer) but takes on a sudden signifi-
cance when applied to the question of why your apartment rent
seems so extortionate, or whether banks are ripping us off. But
we can start with meadows and apply what we learn more widely.

We know that rents on the best land are determined by the
difference in fertility between the best land and the marginal land.
So the obvious reason that rents might be high is that the best
land produces very valuable crops relative to the marginal land.
As mentioned a couple of pages ago, five bushels of grain is a
five-dollar rent at a dollar a bushel, but at two hundred thousand
dollars a bushel, five bushels of grain is a million-dollar rent, If
grain is expensive, it’s only natural that the scarce meadows that
produce it will also be expensive.

But there’s another way to drive rent on meadows up, and it is
not nearly so natural. Let’s say landlords get together and man-
age to persuade the local sheriff that there should be what in
England they call a “green belt,” a broad area of land around the
city on which property development is very strongly discouraged
by tough planning regulations. The landlords claim that it would
be a shame to cover beautiful wild land with farms, and so farm-
ing on the land should be made illegal.

The landlords stand to benefit hugely from such a ban, be-
cause it would drive up the rents on all legal land. Remember
that rents on meadowland are set by the difference between the
productivity of meadowland and the productivity of the marginal
land. Ban farming on that marginal land, and the rent on mead-
ows will jump; where once the alternative to paying rent and farm-
ing on meadows was to farm on grassland rent-free, now there is
no alternative. Farmers are much more eager to farm on mead-
ows now that farming on the grassland is illegal, and the rent
they’re willing to pay is much higher too.

So we’ve found two reasons why rents might be high. The first
is that it’s worth paying a lot for good land, because the grain
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that good land produces is so valuable. The second is that it’s
worth paying a lot for good land because the alternatives that
should be available are not.

Those readers currently renting property in London may have
furrowed brows at this point. London is surrounded by the origi-
nal “Green Belt,” created in the 1930s. Is that why property in
London is so expensive to rent or buy—not because it’s so much
better than the alternative, but because the alternative has been
made illegal?

It is a combination of both: it is certainly true that London is
unique, and a better place to put plush apartments or office build-
ings than Siberia, Kansas City, or even Paris. Rents are high, in
part, for that reason. But another reason why property in Lon-
don is expensive is because of the Green Belt. One effect is to
keep London from sprawling out across the surrounding region—
which many people think is a good idea. The other effect is to
transfer a massive amount of money from London tenants to
London landlords: the Green Belt keeps rents and house prices
in London much higher than they would be, in exactly the same
way as a ban on grassland farming keeps rents on meadow and
scrub much higher than they would otherwise be.

This is not an argument against the Green Belt. There are lots
of benefits in having London’s population capped at around six
million people, instead of sixteen million or twenty-six million.
But it is important that when we are weighing the pros and cons
of legislation like the Green Belt, we understand that its effects
are more than simply to preserve the environment. Office rents
in London’s West End are higher than in Manhattan or central
Tokyo—in fact, the West End is the most expensive place in the
world to rent an office, and it also holds the world record for
the most expensive home, at £70m (about 130 million dollars).
The Green Belt has made property in London scarce relative to
the people who want to use it, and of course, strength comes
from scarcity.
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THE UNDERCOVER ECONOMIST

Now it’s time for your first economics test. Why would im-
provements in the quality and price of the commuter train ser-
vices that bring people into New York’s Penn Station from the
surrounding suburbs please anyone who rents a property in Man-
hattan? And why might New York landlords be less enthusiastic
about such improvements?

The answer is that improved public transportation increases
the alternatives to renting a place in the city. When a two-hour
commute becomes a one-hour commute, and people are able to
get a seat on the train instead of standing, some decide they’'d
rather save money and move out of Manhattan. Vacant apart-
ments then appear on the market. Scarcity lessens, and rents fall.
Improving commuter services wouldn’t just affect commuters; it
would affect everyone involved in New York’s property market.

Are we being ripped off?

One of the problems with being an undercover economist is that
you start to see “green belts” of one kind or another all over the
place. How can we tell the difference between things that are
expensive because they are naturally scarce, and things that
are expensive because of artificial means—legislation, regulation,
or foul play?

Ricardo’s model can help here, too. We need to appreciate a
hidden parallel between natural resources, like fields or busy lo-
cations, and companies. Fields are ways of turning stuff into dif-
ferent stuff: manure and seed into grain. Companies are the same.
A car manufacturer turns steel, electricity, and other ingredients
into cars. A gas station turns pumps, big tanks of fuel, and land
into gasoline in your tank. A bank turns computers, advanced
accounting systems, and cash into banking services. Without per-
petrating too much intellectual violence, we can replace “rent”
with “profit” throughout Ricardo’s model. Rent is the return land-
lords receive from their property; profit is the return company
owners earn from their property.
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