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The Gazette recently ran an article in the business section that showcased a lack of financial literacy among high school seniors (“High School Seniors Flunk Questions on Personal Finance, Economics”, 4/6/06). The first sentence summed up the entire article, “They like to spend it, but young people don’t know much about how money works.” A nationwide survey showed that questions about personal finance were answered correctly only 52 percent of the time. The questions ranged from using credit cards to investing in stocks and bonds.

Just as appalling is the lack of economic literacy among the general population. Economic literacy goes far beyond financial literacy. Economic literacy means not just how to use money, but how income and wealth are created in the first place. How do individuals, and society at large, use scarce resources to meet human needs and wants? Economics is the study of human choices and behavior, and it is painfully clear that a majority of our fellow citizens have no clue. 

According to the Economic Literacy Project of the Federal Reserve Bank of Minneapolis, “Young people in our country need to know that economic education is not an option. Economic literacy is a vital skill, just as vital as reading literacy... economic literacy is crucial because it is a measure of whether people understand the forces that significantly affect the quality of their lives.”  A survey by the National Council on Economic Education found that only 39 percent of the general public gave the correct answers to several questions about economic fundamentals. A study by the Minneapolis Fed showed an average score of just 45 percent. As a result of this, they published an article “Why Johnny Can’t Chose”, a take-off on an earlier study of reading literacy called “Why Johnny Can’t Read.”

Without a proper understanding of economic forces, people can make counter-productive decisions in their personal, business, and political lives. There are many ways to organize economic affairs, from one extreme of centrally planned systems to the other extreme of totally free markets. And there are many variations in between. Each choice of systems has its own set of costs and benefits, both for the individuals in those systems and for the societies at large.

Economic forces are unseen, but they are as real as the unseen force of gravity. We can see the result of the force, but not the force itself. An understanding of gravity allows us to foresee what will happen if we roll a ball off a tall building. Similarly, an understanding of economic forces allows us to foresee what will happen if we pursue various courses of action. 

A classic example is taxes. Raising tax rates can never result in a proportional increase in tax revenue, and frequently results in an absolute decline in revenue. Lowering tax rates can never result in a proportional decrease in tax revenue, and frequently results in an absolute increase in revenue. Why? Because of a fundamental economic principle: People respond to incentives. Higher tax rates are a disincentive to engage in productive activity, therefore people choose to participate in less of it – the lower activity partially or wholly offsets the higher tax rates. Lower tax rates are an incentive to engage in more productive activity, therefore people choose to participate in more of it – the higher activity partially or wholly offsets the lower tax rates. 

Although this is not rocket science, I am constantly dismayed to see the lack of economic logic in the realm of public policy. Several years ago, the Colorado Springs City Council proposed to raise the sales tax rate by a certain percent, claiming it would increase tax revenue by the same percent. This is an economic impossibility. It could only happen if people were not constrained by limited budgets, and if they had no alternatives. But people do have limited budgets, and they do face alternative choices. Every choice involves a trade-off, and every trade-off incurs an opportunity cost (whatever is given up). There is no free lunch for anybody, least of all for the government. 

In addition to the Independence Institute, an excellent Colorado source for information to improve economic literacy is the Colorado Council on Economic Education www.ccee.net. They offer many courses and seminars that are open to the general public, as well as to economics educators.
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This is the first in a series of articles by Dr. Prentice. Coming next: “Property Rights: A Precondition to Economic Liberty”.
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Dr. Prentice teaches free-market economics in the MBA program at UCCS. Paul was an economist in the Federal Government under President Reagan, and has been a Visiting Scholar at the U.S. Department of Treasury. He developed a new course, “Free People, Free Markets: The Foundations of Liberty”, jointly with the Independence Institute and the Department of Political Science at UCCS. The course is open to the general public and is also available for CU credit www.freepeoplefreemarkets.org.
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