LECTURE #29

 

To provide you with schematic to think about your studying and the course, I will go over the whole semester with some kind of structure about what I was trying to accomplish in this class. The course is divided into two parts: descriptive and normative.

 

Descriptive
We make certain assumptions about how agents act.  Based on these behavioral assumptions, we try to predict their behavior under alternative situations.

 

We deal with decisions made by individual agents.  Sometimes these fall under the general heading of decision theory.  The way we model individual agents is to think of them as being rational agents.  By rational we mean that they act in a purposeful and consistent way.  The two primary sets of agents are consumers and firms.  The way we organize our thoughts about these decision makers is to think about a model of goals, constraints, and behavior.  

 

Theory of consumer behavior
To describe consumer behavior under this organization, we have utility maximization.  Under consumer behavior we look at demand functions, which result from utility maximization.

 

We can describe demand functions using income and substitution effects and Slutsky’s equation.  We can characterize goods as being inferior or Giffen. There are some normative notions, such as consumer surplus, which are used as a way of trying to think what individuals gain in the process of making purchases at different prices.

 

Theory of the firm
From a mathematical point of view, theory of the firm looks very similar to theory of consumer behavior.  There is a decision agent who attempts to maximize profits of the firm or minimize the cost of the firm.  The implied behavior is summarized by the supply function.

 

There are some non-price-taking firms such as monopolies and oligopolies.  This leads us into various game theoretic ideas like Nash equilibrium, Cournot equilibrium, Stackelberg equilibrium, and Bertrand equilibrium.

 

General equilibrium

To see how the different parts of the economy interact with each other, we put together consumers and firms in what we call general equilibrium. One of the questions we look at under general equilibrium is if, whether or not agents are price takers, we can find prices that will simultaneously clear all the markets in the economy at the same time.

 

Whether or not there exist prices that clear all the markets depends upon continuity of the excess demand function. We can look at this in an exchange economy and in a Robinson Crusoe economy with simple production.

 

Normative
We ask questions about how an economy ought to behave. What should our goals be? What policies should we be choosing? The notion of Pareto optimality says that we do not want to leave a situation where we could make someone better off without making anyone else worse off.    

 

Under certain circumstances, leaving markets to function on their own and leaving individuals to function as price-takers will achieve a Pareto optimal allocation.  In other words, under certain circumstances, a competitive equilibrium results in a Pareto optimal allocation of resources (Adam Smith's Invisible Hand Theory and also the First Theorem of Welfare Economics). This is one of the desirable characteristics of a competitive equilibrium.

 

There are other situations under which when the market is left to its own, it would fail to achieve a Pareto optimal outcome. Some examples are monopolies, taxes, and externalities.  Externalities are ways in which agents influence each other that do not operate through markets.  For example, firms dumping pollutants into the air you have to breathe (using up your clean air without buying it from you) is an externality.

 

Problems with externalities arise when property rights are not clearly defined.  We may find a situation where nobody is taking care of a scarce resource.  If you want to use up something of mine that is scarce, I generally see to it that you do not waste it.  (I make you pay for it).  If something does not belong to anyone, then we may be in a situation where nobody is keeping it from being wasted.

 

The classic example is the Tragedy of the Commons. In most English towns there is a green area in the center of town which is communally owned. Everybody brings their sheep to graze in this common area until it gets overgrazed and turns into a horrible swamp.  In the meantime, privately owned plots are well maintained and nobody would dream of letting their sheep graze heavily in an area and turn it into a swamp.

 

One of the underlying notions in a private property economy is that because people are greedy and selfish, they have an incentive to protect things that are scarce from being used up. Because people are greedy and selfish, they also have an incentive to produce things that are scarce that other people want.  If I am in business, I am interested in making money and not necessarily in providing you with any benefit.  However, under certain circumstances, the way in which I make money may be to give you what you want the most.

 

One variety of  critics of market systems focuses on the crassness of this entire monetary way of valuing things. Another set of critics focus more on what the underlying distribution of wealth is. A system responding to the wants of people who have money is saying that it is better to be rich than to be poor in such a system. The system tends to cater to the preferences of those who command resources as distinct from those who do not.     

 

One way in which we might think about dealing with inequality is to think about dealing with inequalities in the ownership of the underlying resources or distribution of wealth rather than to try to muck around with particular goods. 

 

We can correct externalities by correcting the prices. 

 

The theory of the second best says that if we cannot correct all inefficiencies, then we may have problems trying to correct things in a piecemeal fashion.  If there are many distortions, removing some of the distortions does not necessarily make things better. 

 

Public goods are goods that are not necessarily used up by an individual’s consumption, so many people can consume them at the same time.  The efficient production of public goods might be complicated in a market system because the exclusion of anyone would be an inefficient thing to do.  Yet if you do not exclude people, how are you going to finance the production?  So there might be some difficulty providing public goods in a private way.

 

In a cost-benefit analysis we use market prices in a competitive system to correctly value how much things are worth at the margin.  If benefits exceed cost, the project is potentially worth undertaking.

 

Along the lines of 'things being better' and of 'correcting things', there is the idea that a change is potentially Pareto superior. If we uncover an inefficiency and make someone better off without making anyone else worse off, then the change is Pareto superior.  This does not necessarily imply that moving from an inefficient to an efficient allocation of resources makes everyone better off.  It is possible that we move from an inefficient way of doing things where everything is divided fairly evenly to an efficient way of doing things where I have everything.  This clearly has not made everyone better off.

 

Most of the schemes that we come up with for correcting inefficiencies generally involve having some people pay and other people benefit.  Therefore, it is not obvious why efficiency is supposed to be the overriding consideration in these kinds of problems.  You may have some idea that it balances out (one good gets divided so that I get most of it, but something else gets divided so that you get most of it).  However, casual observation suggests that most types of cost-benefit schemes that get considered generally have the benefits very concentrated and the costs very diffused. You may even see projects being considered where the benefits do not outweigh the costs but because the benefits are concentrated and the costs so diffused, then the beneficiaries are able to lobby effectively.  For example, why would anyone in their right mind want to build a ball park in Cleveland?

 

This is an idea worth considering when people listen to efficiency arguments which are divorced from questions of what the distributive effects are. Efficiency does not offset redistribution.  How do we judge competing distributions? How do we reconcile conflicting views about what ought to be happening in the economy? Arrow's Impossibility Theorem tells us that if we want to keep certain principles (universality of domain, Pareto assumption, independence of irrelevant alternatives, and non-dictatorship), we cannot make social rankings.  Somehow that is not enough information in general.  There are problems with voting paradoxes where we get intransitivities and voting cycles.  At least one of the assumptions must be weakened. 
 

We have a very weak notion of the normative part of economics, the welfare part of economics.  We have the notion that Pareto optimality, or efficiency, is good, but it is really saying that if we can make everyone better off, then we should.  When we get to the interesting question, "How do we decide whether it is worth making you worse off to make him better off", we do not know how to answer.  We may have an opinion, but we do not have a general principle that we can propose to someone else and expect general agreement.  We have the notions of equity and fairness but they are slightly flawed.  Most people would agree that fairness is a good thing but they would not be able to agree on what fairness means.  Maybe economics is not the place to answer these questions.  Maybe these questions can be answered more effectively by other disciplines and not in economics which is dealing with more mechanical set of problems.

 

There are several technical conditions that have to be met.  I do not want to finish this review without emphasizing that we talked about efficiency in production, efficiency in distribution, and allocative efficiency. This was a handy way to think about efficiency and to think about how things can break down. 

