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FIRMS AND EFFICIENCY

DIMENSIONS OF EFFICIENCY

Efficiency: 

· “is concerned with getting the most out of limited economic resources” (Lipsey)

· “an efficient use of scarce resources within a given technological environment is one that maximizes the satisfaction of aggregate needs for a given set of preferences, and is a purely technical notion that is neither related to justness or equality criteria, nor to any moral or ethic questions of economic activity.”
1. Economic Efficiency (overarching)

a. Lowest cost production (productive efficiency)
b. Individuals and firms get maximum benefit from resources (allocative efficiency)
2. Productive Efficiency

a. When a firm produces at lowest unit cost, maximization of output for a given cost
b. When AC=MC
3. X-efficiency (Harvey Leibenstein, 1966)

a. Effectiveness with which a given set of inputs are used to produce outputs, producing maximum output given a set of inputs

b. Lowest possible AC and MC curves

c. Likely to exist when there is a lack of competitive pressure, “organizational slack”

i. Hicks: “the best of all monopoly profits is an easy life”

ii. It is possible to have X efficiency without productive efficiency; monopoly firms profit maximize and do not produce output to the level necessary for productive efficiency

iii. HOWEVER: Stigler: “X efficiency not compatible with profit maximizing behaviour” and thus not  compatible with theory

4. Technical Efficiency

a. Maximum possible improvement in outcome is obtained from a set of resource inputs

5. Allocative Efficiency

a. Resources are allocated in such a way that maximizes net benefit attained through their consumption
b. P=MC because P=MPB, S=MPC=MC
c. However, Leibenstein claims allocative inefficiency is insignificant as studies show that about 0.01% to 0.07% of GNP is lost from resource misallocation due to monopoly
6. Exchange Efficiency

a. Exists when there are no more mutually beneficial trades available

b. Efficient distribution of goods and services, an allocation that maximizes economic welfare given initial endowments
7. Pareto Efficiency
a. No party can be made better off without making another party worse off

b. Exists when there are no more movements from one allocation to another that can make one individual better off without making another individual worse off
c. There can exist Pareto efficiency without Allocative efficiency- by shifting around resources, a gain in the benefit of one indvidual can be greater than the loss in benefit of the other; thus before-trade situation is Pareto efficient but not Allocatively efficient
d. Contract curve in Edgeworth-Bowley box is the locus of Pareto optimal allocations of products

8. Kaldor-Hicks Efficiency

a. An outcome is more Kaldor-Hicks efficient if those who are better off could in theory compensate those who are made worse off and lead to a pareto optimal outcome
b. Underlies Cost-Benefit analysis, if Benefits exceed Costs (Scitovsky Criterion)
c. Disregards whether those who are made worse off are compensated in reality
9. Social Efficiency

a. Social Marginal Benefit = Social Marginal Cost
b. Maximize social economic welfare
10. Dynamic Efficiency

a. Development of new technologies or processes (to enhance producivity or reduce resource intensity) over time
i. Results in increase in consumer choice available
ii. Increased quantity of goods and services available
PROFITABILITY, EFFICIENCY, WELFARE

1. Profitability: MR = MC
2. Efficiency: P = MC (Allocative), MC = AC (Productive)

3. Welfare Economics: the branch of economics that evaluates issues of resource allocation with the dual criteria of allocative efficiency and distributional equity

a. Utility: level of satisfaction gained from consuming goods and services
b. Walrasian General Equilibrium: 

i. First Welfare Theorem: Any competitive equlibrium or Walrasian equilibrium leads to an efficient allocation of resources

ii. Second Welfare Theorem: Any efficient allocation can be sustained by a competitive equilibrium

iii. An analytical confirmation of Adam Smith’s “invisible hand” hypothesis, that competitive markets lead to a efficient allocation of resources

iv. Harberger’s 3 Basic Postulates for Applied Welfare Economics
1. Competitive demand price for each unit – value of unit to demander

2. Competitive supply price for each unit = value of unit to supplier

3. Cost benefits accruing to each member of the relevant group should normally be added without regard to the individuals to whom they accrue
c. Social welfare function: function of the utilities of the constituents of that society

i. Social or community indifference curves

ii. Interpersonal comparisons of utility are acceptable between consenting parties, but become impossible to keep track of as the number of persons in the society increases

iii. Situation where society would be better off as a whole if a change were made that benefits one group of people but makes others worse

1. Different slopes of the community indifference curves envisioned by different decision makers lead to different optimal points on the UPF (Evan Douglas)

d. Welfare Criteria

i. Pareto-Optimality:

1. Pareto Criterion: that change should be made if it is expected to benefit at least one person, ut hurt no one

2. Restrictve, would have prevented many developments in society that are generally considered to be in the overall best interests of that society

ii. Kaldor-Hicks Criterion (Nicholas Kaldor and John Hicks)

1. Change should be made if the gainers’ gains outweigh the losers’ losses

2. However, losers are likely to inflate their losses, while gainers may be unwilling to actually compensate

3. Depends on interpersonal comparisons, implies dollar has same psychich value to everyone (different changes in utility per dollar gained/lost)

iii. Bergson’s Criterion

1. Abraham Bergson’s criterion: explicit formulation of social welfare function, fed new values of all variables influenced by proposed change, total value of social welfare could be compared with status quo
2. Monumental task of updating and constructing social welfare function
iv. Arrow’s Impossibility Theorem

1. Impossible to derive social welfare function without violating one or more principles that the individual consumer considers inviolate
2. Social Welfare function either democratic or consistent, cannot be both
EDGEWORTH ANALYSIS (OPTIONAL)

1. Indifference curves

a. Both parties are willing to engage in exchange as long as there is some combination of  goods and services available that allows them to move to higher indifference curvesor at least allows one of them to move to a higher curve while the other stays on the same indifference curve
b. Contract Curve: locus of points of tangency between 2 people’s indifference curve
c. Conflict curve: any effort to trade (once the parties areon the curve) necessarily leads to a conflict situation in which  neither party can gain except at the ecpense of the other
2. Equilibrium in consumption

d. Parties incolced have attained Pareto-optimal allocation of available goods and services (Contract Curve)
e. Consumers and exchangers end up with same marginal rate of substitution between every pair of products
3. Equilibrium in production

f. Isoquants (the equivalent of Indifference curves), 2 firms exchanging amounts of capital and labour
g. Equilibrium: Marginal rates of technical substitution between capital and labour must be equal
h. Equilibrium occurs when neither firm can attain a higher isoquant without the other firm moving to a lower isoquant curve

4. General Equilibrium:

i. Marginal rate of substitution in consumption between products X and Y equals marginal rate of transformation in prodction between products X and Y

j. Thus, producers and consumers are wiling to exchange Y for X at the same rate
k. Thus only possible if pure competition prevails in all resource and product markets
MONOPOLY VS PERFECT COMPETITION

1. Definitions

a. Exists due to high number of entry barriers
b. Measures: Herfindahl-Hirschnan Index, the n-firm concentration, Abba Lerner’s degree of elasticity (defined as the reciprocal of the firm’s elasticity of demand)
c. SCP Market Power Hypothesis (Bain 1951)
i. Increased concentration, barriers to entry = increased profits
ii. Weiss (1989) found that price increased with concentration
iii. Berger and Hanman (1989) found that price of borrowing increased with concentration of banks
d. However

i. Coate: US 4 firms concentration ratios: profits decayed to equilibrium levels within 10 years
ii. Thus doubts, challenges to traditional thinking
1. Barriers to entry generally unimportant, market power passing phenomenon
2. Market power not the problem
3. Demsetz: Increased profits an indication of increased efficiency
2. Against

a. Lack of efficiency, welfare losses to society due to the non Pareto-Optimal situation

i. No productive efficiency since it is not producing at minimum point of its average cost curve

ii. No allocative efficiency since price is higher than marginal cost, an underproduction of the good

b. Liebenstein’s X-inefficiency results from managerial slack and complexity of organization

i. John Hicks: “the best of all monopoly profits is a quiet life”

c. Bagwahti’s “Directly Unproductive Profit-seeking”/Rent Seeking

i. Costs of keeping up barriers to entry are all costs borne to society which are unnecessary (e.g. bribery, corruption, etc)

d. HOWEVER: free competition in the form of monopolistic competition may result in wasted resources, such as in advertising 

3. For

a. Schumpter’s Theory of Creative Destruction: firms cannibalize their own products, monopoly creates an incentive structure that rewards innovation, investment in R&D, and product development to establish barriers to entry and secure customer loyalty

i. in modern times, it appears that many product innovations come from big firms in the market (Sony, Gillette, Toyota, etc)

ii. 2004 paper by Federico Ettro sets out a model in which the market leader has a greater incentive than any other firm to continue innovating and staying on top if there are no significant barriers to entry

iii. Empirical study: 1999 paper by Blundell, Griffith and Reenen of Britain’s Institute of Fiscal Studies found that the pharmaceutical industry provided the strongest evidence of a correlation between market share and innovation

iv. Thus, intellectual property rights may be crucial to innovation

v. The Economist: “while perfect competition ensures that all firms make efficient use of the (small) pie, , the bigger the pie, the less a few stolen crumbs matter”

vi. Harvard’s Markham: “technological change... can be traced to the doorsteps of large firms”

b. Edwin Mansfield Theory of Inappropriability 

i. postulates that firms in “perfect competition” have little incentive to innovate, since their competitive edge is lost amid the backdrop of perfect information

ii. Monopoly’s inefficiency is less than 1% of a nation’s GDP

c. Baumol’s Theory of Contestable Markets 

i. states that the actual market system does not matter if there is free mobility of firms, and the threat of potential rivals is enough to keep monopolies efficient

d. HOWEVER: Michael Porter points out the difference between the ability to, and the incentive or propensity to innovate: monopoly failure to innovate is still prevalent

e. Economies of Scale

i. Williamson 1968: occurs even where cost savings are small
ii. Needham (1978): monoply price 20% above comp level requires cost reduction of only 4% for productive efficiency to offset allocative loss
f. Natural Monopolies

i. 2 or more firms misuse resources if it led to duplication of facilities

g. Monopolies’ social obligations: Bill and Melinda Gates foundations

h. Empirical
i. Harberger: welfare loss of only 0.4% of GDP due to monopoly

ii. Stigler: “economists would be better employed fighting fires and termites”

4. Synthesis

a. Monopolies have costs and inefficiencies, but an all-out attack is unwarranted as they have their relative merits

b. Government failure to deal with the situation effectively may have more damaging repercussions than monopolies

c. Must look at the specifics of the circumstance to determine whether it is more beneficial for the masses to clamp down on monopolies, or for society to continue their game of monopoly.

5. Is monopoly VS PC relevant?

a. Galbraith: cynical view and argues that the focus on competition is an anachronism of bygone days when economics was developing and the world could be reasonable characterized as competitive

b. Friedman: “I have become increasingly impressed with how wide is the range of problems and industries for which it is appropriate to treat the economy as if it were competitive”

6. Economic Stance

a. SCP:

i. Cowling and Mueller:
1. Profit and expenditure in excess of that necessary to produce product constitutes welfare loss
b. Austrians

i. Monopolies temporary reward for beneficial innovation
ii. Over time, entrepreneurial profit will erode and transfer to consumer surplus
iii. No need to worry if it is possible for rivals to erode market positions (barriers: impediments which cannot be overcome through time)
iv. Pezzoli: Welfare loss of Italian economy in 1983 due to monopoly fell from 9.5 to 5.3% after beneficial effect of innovation was factored in
7. Industrial Policy

a. Effect of Entry
i. Jeong and Mason (1991) found that post entry profits fell
ii. Geroski (1991): increased barriers allow incumbent to maintain prices 15-20% above costs without net entry occuring
iii. Geroski “average entrant basically a tourist and not an immigrant, enjoying a life that is often nasty, brutish and above all short”
iv. Mueller: “influence of such entrants on profitability of domestic incumbents minor at best”
b. Contestable Markets?
i. Schwalbach (1991): Cigarette, asbestos industries in Germany no entry despite low entry barriers
ii. Weis (1989): “Should play no role in public policy”
COMPETITIVE, COLLUSIVE AND ENTRY DETERRENCE STRATEGIES OF THE FIRM

1. Competitive Strategies

a. Entry Deterring Pice Comp

i. Nash Equilibrium
ii. Stackleberg Equilibrium
iii. Entry-Deterring output
2. Collusive Strategies

3. Entry Deterrence

a. Barriers to Entry

i. Barriers to Entry source of all monopoly power
1. Types

a. Structural barriers: exist without any plan on the part of the incumbents e.g. due to government intervention, technoogy, consumer preferences etc
b. Strategic barriers: endogeneous to the industry, imposed by incumbents
c. Innocent barriers: cultural differences, geographical isolation, government regulations, insufficient market size, unprofitable entry, limit pricing
2. Welfare
a. May not be detrimental to welfare: e.g. firms which innovate should be rewarded through patents etc)
b. Natural monopoly, unprofitable for other firm to enter
c. New entrants will inevitably face a time lag between entry and full production
d. Sunk costs in entering
b. Strategic Entry Deterrence (Robert Wilson)
i. 3 Models of Strategic Entry Deterrence

1. Preemption: “Strengthen the incumbent’s options to exclude competitors”

a. Investments in R&D result in cost reductions
b. Bonano (1977): offering a large product line up to leave new entrant to niche

i. Nabisco, Kellogg and cornflakes

c. Klemperer (1987): Large switching costs
d. Fudenberg’s “Fat Cat” (1986): a firm that invests in goodwill (out of advertising) to its customers, and thus consumers will not switch

e. Advertising to raise entrants’ sunk costs of entry (Farrell 1986)

f. Chamberlin: Product differentiation as a source of barrier to entry 

i. Porter (2000) however found that if the cost differential may become to great to hold brand loyalty

ii. Imitation also tended to come at the mature stage of a product’s development

g. Vertical integration with input suppliers, control of inputs

h. Mergers and Aquisitions
i. Patents
2. Signaling

a. Conveys information that discourages unprofitable entry or survival of its competitors (limit pricing and attrition)

b. Attrition: Demonstration of ability to endure lower profits longer than it would be able to had its costs been higher

c. Limit Pricing: pricing below the monopoly level, to deter entrants

d. Capacity Expansion (Spence)
i. Existing firms can produce enough output to meet extra demand resulting from lower prices, strong singal that established firms are able to reduce prices in response to entry into their market

3. Predation

a. Price Retaliation: Profits from battling a current entrant to deter subsequent potential entrants

i. Richard Branson’s Virgin Airline’s battle with British Airways was “like getting into a bleeding competition with a blood bank”

c. First Mover Advantage
i. Innovating firm retains competitive advantage from being first in the field

1. Patents

2. Preemption of resources

3. Reputation

d. Theory of Contestable Markets (Baumol, Panzar, Willig, 1982)

i. Theory Fundamentals:

1. States that the actual market system does not matter if there is free mobility of firms, and the threat of potential rivals is enough to keep monopolies efficient

2. Failure to do so would create a “hit and run” opportunity where potential entrants enter market and exit with excess profit

3. “Pressure of potential competition compels even a natural monopolist to produce efficiently and earn no more than normal returns to capital” (Baumol)

ii. Thus best of both worlds scenario: cost savings from EOS for monopoly combined with Pareto Optimal outcome resulting from firm’s competitive behaviour
iii. Sylos Postulate: 
1. entrant believes that incumbent firm will continue to produce at pre-entry output rate, accepting reductions in price
iv. Criticisms

1. Assumes costless exit
2. Doesn’t work in natural monopoly
3. Predictions do not hold true if the contestability conditions are relaxed
4. Advertising (Refer assymetric information- important!)

a. Definition: 

i. Definitions
1. Mass paid communication with the ultimate purpose to impart information, develop attitudes and induce action beneficial to advertiser
2. Dorfman, Steiner: any expenditure which influences shape/position of firm’s demand curve, enters firm’s cost function
ii. Requires imperfect information
iii. Profit maximizing firm engages in advertising to the point when MB ADV = MC ADV

b. Types of goods (Nelson 1974)
i. Search Goods: goods whose qualities can be evaluated effectively before purchase
1. Advertising informs consumers of search goods
ii. Experience goods: goods which can only be evaluated effectively after purchase
1. Advertising higher, signals existence experience goods
2. Davis: advertising intensity 4.0 experience goods, 0.4 search goods
c. Persuasion and Welfare

i. Kaldor (1950) argues that advertising usually provides little information and is persuasive in nature

1. No separate market for advertising, it is sold jointly with the product and is thus supplied to an excess degree

2. Advertising is motivated by the chance to “steal” customers from other firms

3. Distorts consumer preferences

ii. Advertising economies of scale exist, advertising leads to more concentrated markets

1. May lead to lower prices if there are significant economies of scale

2. May lead to higher prices if it generates brand loyalty

3. Reduced XED

iii. Barriers to entry

1. Advertising a sunk cost

d. Information and Welfare

i. Stigler (1960) explains that consumers may be imperfectly informed when there are search costs associated with obtaining information as to the location, price and qualities of available products

ii. Advertising thus reducing the cost of search, reduced transaction costs 

iii. Increased PED, XED as substitutes increase; source of inelasticity: lack of information

iv. Entry facilitating advertising offers effective means whereby new firms can make potential customers aware of existence, produce existence
v. Empirical

1. Benham (1972) found that prices of eyeglasses were lower in states that allowed advertising, and higher in states that prohibited all advertising

2. Kwoka (1980) found that quality was higher in markets which allowed advertising, and lower in markets where it was prohibited

3. Britt: “doing business without advertising is like winking at a girl in the dark. Nobody knows what the hell you are doing”

e. Advertising and entry deterrence

i. Bain (1956) saw advertising as a structural characteristic that determined the extent of product differentiation and thereby profits

ii. Chamberlin (1933) advertising leads to scale economies and thus a barrier to entry

f. Advertising and Market Structure
i. Cable (1972) Inverted U Hypothesis: optimal amount of advertising in oligopoly industries

g. Advertising and Profitability

i. Stock of goodwill that depreciates overtime

ii. Strong positive relationship with profits

iii. Clark 1976: low priced, frequently purchased goods: aftereffects 6-9 months

h. Overall Welfare Effect

i. Ambiguous

ii. Gutu (1971): strong positive relationship between increased advertising and increasing market concentration (persuasion)

iii. Telser: More stable market share following 1971 cigarette advertising ban; (persuasion reduces PED, XED, erects entry barriers)

iv. Benham: “advertising must be paid for, but can be more than offset by advantages of scale economies, lower net prices”

v. Adverse effects concentrated on low priced, nondurable goods

1. decisions made based on advertising

5. Research and Development, Innovation, Patents

a. Definitions

i. Schumpeter’s 3 strands of Innovation

1. Invention (New Idea), 

2. Innovation (commercialize invention), 

3. Diffusion (widespread imitation)

ii. Incremental Product Innovation: improved product, sales increase

iii. Fundamental Product Innovation: new good new market, satisfy latent demand

iv. Process/Organization innovation: reduced costs

b. Type of market structure

i. PC

1. Nelson and Winter (1982): more competitive market may lead to less rapid innovation, higher level prices, overall reduction in welfare

2. PC: benefit in lower current prices may not compensate for lower prices in the future

ii. Monopoly

1. Schumpeterian Hypothesis: monopoly conducive to innovation

2. HOWEVER: Freeman: research activity declined when firm exceeded a certain size

c. Important/Unimportant?

i. Stillerman et al (1969): Of the 70 important innovations in the 20th century, only 24 were from firms; the rest from universities, research institutes, individuals

d. Innovation Policy

i. Firms may not undertake desired level of innovatory activity
1. Returns uncertain, time scale to daunting
2. Higher profits eroded quickly, wasteful duplication of investment on research
ii. Gov:
1. Improve R&D Infrastructure, Lower costs to firms of information gathering
a. Net welfare ambigious
b. Rapid imitation
2. Patents
a. Incentive to innovate, slows down speed of imitation at which innovatory profits are eroded
b. Paradox of Patents (Robinson 1956): By slowing down diffusion of technical progress, ensures that there will be more progress to diffuse
c. Lower duplication of effort

d. However: Bureaucratic costs
e. Mansfield 1986: 65% of pharmaceutical innovations would not have occured without patent protection
f. Issue: Patent length
3. Financial support
a. However: Expenditure may not result in increased level of R&D Activity
4. Underlying
a. Increase of market concentration
b. Mergers benefit innovation (George 1992)
6. Outsourcing

a. Vertical Integration
i. Static Gains/Losses
1. Gains:
a. Lower transaction costs
b. Synchronization of demand and supply
c. Lower uncertainty and higher investment
d. Monopolize markets through the chain by market foreclosure
2. Losses
a. Monopolization
b. Rigid structure
c. Higher organization costs
FUNDAMENTALS OF GAME THEORY

1. Models

a. Prisoner’s Diliemma

i. Cooperate or Compete

b. Cournot Model: 

i. when two firms compete simultaneously on the quantity of output they produce of a homogeneous good

ii. Key assumption: each firm chooses an output to maximize its profits in the belief that the other firm will continue to produce the same output as it did in the previous 

iii. Key prediction: output decreases and rice increases as number of firms decreases

c. Stackelberg Model: 

i. when two firms compete sequentially on the quantity of output they produce of a homogeneous good

d. Betrand Model:

i. when two firms compete simultaneously on the price of a homogeneous good

e. Best Response Function: key to achieving nash equilibrium (interescection between 2 BRF)

2. Strategies in Game Theory

a. Nash Equlibrium

i. Each firm does the best it can, given what its competitors are doing, maximize profits given other firms’ actions

ii. Often non-cooperative outcomes

b. Dominant Strategy:

i. A player will have a dominant strategy if its choice is optimal regardless of what the other player does

c. Maximin Strategy

i. Minimizes worst possible outcome, is used when concerned about the rationality of the other player
d. Mixed Strategy

i. Randomly selecting from various strategies
ii. Nicholson’s (2002) example of random police patrols in streets
e. Multiple Equilibria

i. Nicholson’s (2002) example of the battle of the sexes, difficult to predict outcome as there is more than one equilibrium
ii. T. Schelling’s theory: Focal Point as the end result, the logical outcome on which to coordinate based on information outside the group (e.g. history)
3. Sequential/Simultaneous/Repeated Games

a. Trigger Strategies: strategy in repeated games where player stops cooperating in order to punish another player
ECONOMICS OF COOPERATION

1. Oligopoly

b. Basics:

i. Cooperative Equilibrium: Firms in an oligopolistic industry will make more profits as a group if they cooperate 

1. Explicit or tacit collusion

ii. Non Cooperative Equilibrium: however if one firm defects, it will make more profits while the others cooperate

iii. Nash equilibrium: bottom right cell, neither firm has an incentive to depart except through cooperation (i.e. self-policing)

c. Game Theory

i. Cournot Model (choose quantities): 

1. Nash Equilibrium: Equilibrium price and industry profit above PC level, below monopoly level

2. Firms do not take into account that increase in output can lower price and thus lower firms revenue, thus lower than monopoly profit

ii. Bertrand Model (choose prices)

1. Nash Equilibrium: same as PC outcome

2. Not PC outcome crucially dependent on assumption of no capacity constraints (cannot serve demand at lower price becuase of capacity constraints)

iii. Product Differentiation
1. Hotelling’s Law: Rational for producers to make their products as similar as possible 

2. Increasing in product differentiation results in lowered price competition and increased prices

3. Moves the best response function out, Nash Equilibrium higher

2. Advertising

d. Cooperative: nobody advertises
e. Non-Cooperative: everybody advertises, receipts remain constant and expenses increase
f. However, optimal amount of advertising depends on exactly how much the other firms advertise, thus it is more of a Stackelberg Model than Cournot or Betrand
g. Cigarette Manufacturers endorsed the creation of laws banning advertising in Nevada, 1970, because they were cognizant of the reduced costs and increased profits that would bring
i. Cigarette advertising fell by $63mn, profits rose by $91mn
3. R&D

h. Cooperative: nobody engages in R&D
i. Non-Cooperative: everybody engages in R&D
i. costly research projects represents risk for firms, however, if they do not engage in it while others do, they will lose their competitive edge
ii. Potential for large loss if other firm engages in R&D
j. Dominant strategy: go ahead with R&D spending
k. Only a limited number of patents available, 
4. Common Resources

l. Cooperative: nobody damages the environment in the pursuit of profits
m. Non-Cooperative: everybody damages the environment in pursuit of profits
n. Dominant Strategy: damage the environment
o. Nash Equilibrium: bottom right
Readings:

Google search terms:

R&D game theory

environment game theory

advertising game theory
http://ocw.mit.edu/OcwWeb/Sloan-School-of-Management/15-010Fall-2004/LectureNotes/index.htm
INDUSTRIAL ECONOMICS (FERGURSON)

1. Concept of Rationality (Knudsen, 1993)

a. Decision maker VS Transaction

i. Decision maker: entrepreneur, household or individual
ii. Transaction: agreements between economic agents
b. Assumption: Perfect information (Neoclassical)

i. Maximization Rationality

1. Definition: individuals have all the information relevant to any dcision, which they are able to utilize effectively, so as to maximize profits or utility
2. Neoclassical theory
a. Decision makers
i. SCP approach
ii. New industrial organization (Spence, Dixit, Stiglitz)
iii. Chicago School (Stiglitz, Demsetz, Peltzman and Brozen)
iv. Public Choice theory (Tullock and Buchanan)
1. Government Failure
b. Transactions
i. Principal-Agent theory (Fama, Jensen and Meckling)
1. Agent seeks to pursue different objectives from the principal
c. Assumption: Uncertainty 

i. Structural uncertainty: 

1. Surprises can occur because future is unknown and unknowable
2. Economic agents may seek to maximize profits or utility, but surprises prevent them from doing so
3. Attention is moved away from analysis of equilibrium states to consideration of the process of change over time
ii. Bounded Rationality

1. Simon (1957): capacity of human mind for formulating and solving complex problems is very small compared with the size of problems whose solution is required for objectiely rational behavior in the real world, partial information
2. Transactions
a. Transaction cost theory (Williamson)
i. Arrow: “costs of running the economic system”
ii. Firm will aim to minimize the sum of production and transaction costs
iii. Procedural rationality

1. General behavioural “rules” (either innate, cultural or learned) are established and the lessons of the past are carried forward to help solve current problems
2. Decision Makers
a. Austrian School
i. Menger, Mises and Heyek
ii. Comptition as a process, focus on processes by which economic agents seek to enance their welfare through time in an uncertain and changing world
iii. Anything which prevents innovation and change is undesirable, economic system should encourage economic agents to collct information and use it effectively
b. Evolutionary economics
i. Emphasis of routines: repositories of knowledge about how to undertakevarious tasks
ii. Under pressure from its environment, a firm should develop more efficient routines over time
iii. Study of innovation (Schumpeter, Nelson and Winter)
3. Transactions
a. Transaction cost theory (North)
i. Institutional environment determines and is determined by institutional arrangements (firms may lobby government for protection against foreign competition)
d. Evaluation Criteria

i. Kaldor-Hicks improvement
2. Government Stance

a. New Institutional Economics

i. Austrian School of Economics

1. Underlying theory
a. Characteristic of economy: equilibrium everchanging
b. Competitive process: forces that move economy towards equilibrium
c. Importance of entrepreneurs
d. Company failure important part of competitive process
i. transfer resources from hands of managements who incorrect predict market development (Mises 1949, Hayek 1944)
2. Demsetz: high profits resulting from efficiency rather than market power
ii. Transaction Cost economics

1. Transaction costs: cost incurred in making an economic exchange
a. Search, Information, Bargaining, Monitoring, Policing, Enforcement costs
2. Coase: firms exist to lower transaction costs
b. New Industrial Organization: 

i. Move away from emphasis on Structure, Conduct the key element
ii. Demsetz (1973): Market structures develop into that which enables production and distribution at minimum cost
iii. Government efforts to improve performance by manipulating structure are misplaced, will fail to produce requisite changes in conduct
c. Neutral Policy (vs Decelerative, Accelerative)

i. Eliminate institutional barriers
ii. Assign property rights
iii. Prevention of monopoly
3. Industrial Policy

a. Definitions

i. Lindbeck: Political actions that affect th general mechanisms of production and resource alocation or the allocation of resources
ii. Competitive policy, Regional policy, Innovation policy, Trade policy
iii. Criterion: Kaldor-Hicks improvement
b. Stance

i. SCP Approach
1. Welfare losses arising whenenver private firms old dominant market position with entry barriers
2. Break up/regulate monopolies, control merger attempts
3. Prevent practicies that reduce competition
ii. Austrians

1. Policy focus on factors that make it difficult for entrant to compete with existing firms
a. Remove obstacles to competitive, allow the development of products, processes, ease entry by rival firms
b. Believe barriers imposed by government most effective (import controls etc)
2. Chicago: Efficiency prevails regardless of market structure
a. Contestability
b. Price lower than competitive
iii. Goverment stance a mixture of SCP and Austrians
1. Issues: Monopoly profits an indication of efficiency or market power?
a. UK Pedigree Petfoods: 50% of market, yet profits due to exceptional efficiency
b. Mergers, horizontal mergers: efficiency advantage balanced against competitive risk
c. Types of Government Intervention
i. SCP Stanec (Antitrust)
1. Anti-competitive behaviour
a. Destruction of entry barriers, Mergers, etc
b. Breakup of monopolies
2. Restrictive practices
a. Effect of restricting competitive behaviour (e.g. cartels)
3. Evaluation
a. SCP Based approach
b. Demsetz Efficiency Hypothesis (1973)
i. Austrians: mergers integral part of competitive process, remove inefficienct firms
ii. Case by vase: administrative costs
c. Governments lack info, bounded rationality limit government ability to identify potential threats to competition and produce remedies to enhance economic welfare
d. Government Intervention (limits?)

i. Public Choice Theory
1. Policy makers maximize chances of re-election; may be inconsistent with welfare maximization
a. Fergurson et al: “policies to enhance economic welfare rarely go hand in hand with vote maximization”
2. Immense resource use of government
3. Theory of 2nd Best
ii. Instititutional Economics
1. Intervention to improve workings of market economy
2. Remove impediments to competitive process
a. Increase information flows
b. Strengthen legal rights, improve framework for their enforcement
c. Difficult politically
4. Types of Government Intervention

a. Antitrust Activity

i. Promote competition by altering existing or proposed market structures

b. Economic Regulation

i. Pricing and entry decisions of the regulated firm, subtitute for competition

ii. Publicly sanctioned monopoly status for firms where natural monopolies, regulate profits

c. Social Regulation

i. Quality of good

d. Government Ownership

i. Regulation of electric and gas utilities in the USA

e. Patent Protection

i. Limit Competition

5. Government Failure
a. Inadequate feedback
i. Competitive market as a source of feedback; however government firms funded by taxes

ii. Unsatisfactory service is not punished by immediate financial consequences

b. Lack of incentives and rewards
i. Bureaucrats are salaried, compensation is tied more closely to size of organization than any measure of performance

ii. Thus do not expend same energy to monitor resource usage and efforts of subordinates as private-sector counterparts

iii. Voting system has even less of an incentive to monitor performance of government activities as impact on typical citizen is small

c. Conflicting objectives
i. E.g. Education: administrators may face pressures to move in different directions due to conflicting pressures from different constituencies

d. Interest groups and Political pressures
i. Little incentive for the typical boter to watch the activities of government closely

ii. Groups that monitor decisions are significantly affected by outcomes, may spend millions to influence commission’s decisions

iii. Public organizations (i.e. regulatory bodies) may be suscept to interest group influence)

6. Market VS Government
a. “Because both institutions have flaws, the choice is between degrees of imperfection”

b. Costs of government action versus benefits 

i. Costs: Direct expenditure by government + Indirect costs of compliance by the market

MARKET FAILURE AND EFFICIENCY

TYPES OF MARKET FAILURE

1. Types of Market Failure

a. Limited Competition
b. Public Goods
c. Externalities
d. Inadequate Information
ii. Fundamental assumption is that people will voluntarily participate only in those exchanges that improve their personal welfare
1. However, information may be misleading, excessivley complex, inadequate; thus it is difficult for people to make welfare-improving choices
a. E.g. Akerlof’s Lemon
iii. Lack of information: abestos workers example
iv. Inefficient production due to lack of information about price data
v. ALL IN ALL: whenever economic agents lack adequate information, their decision making is impaired
e. Distributional Inequity
vi. In a market economy, the distribution of income is largely the result of the initial endowment of resources possessed by the economic agents in the system
vii. Those who by luck or effort have more labour skills, land or capital will receive proportionately greater rewards in the form of income
PUBLIC GOODS

1. Tragedy of the Commons (William Foster Lloyd, 1883)

a. Conflict over resources between individual interests and the common good

2. Public Good

b. Definitions

viii. One where the total cost of production does not increase as the number of consumers increases

ix. Non-Rivalrous

1. The amount that one person consumes should not affect the amount that other people can consume

x. Non-Excludable

1. Once a good is produced, there is no way to stop anyone from consuming it

c. Pure Public Goods VS Mix of “Private” and “Public”

xi. Partially Rivalrous: certain goods are non-rivalrous up to capacity, partially ricalrous over a range of use in excess of normal capacity, and fully rivalrous at absolute capacity utilization

1. example of the motorway

xii. Not economically excludable: “non excludability” does notmean being technically impossible to exclude, but impossible to exclude at an economic cost

1. example of building a fence around the grand canyon (Lipsey)

xiii. Club Goods: non rival goods that permit imposition of exclusion mechanism (Cornes and Sandler, 1986)

1. HOWEVER: inefficient exclusion (reducing social efficiency by excluding some people who value the good more than the cost of allowing them to consume it)

3. Free Rider Problem
d. Consumers who consume more than their fair share of a resource, or shoulder less than a fair share of the costs of its production

e. Rational Homo Eonomicus sees an incentive in being a free rider

4. Policy Options
a. Taxes

i. Those who value a particular good higher than the average valuation gain more than those who value it below average valuation
ii. Members of a group who are expected to benefit from a public good must in some way be foreced to pay for it in optimal amounts
b. Lindahl Equation (1919)

i. Individuals pay for the provision of a public good according to their marginal willingness to pay. 

ii. Lindahl Equilibrium: Balance between people’s demand for public goods and tax shares each must pay for them

iii. Eric Lindahl: efficient equilibrium with compulsory taxation, citizens vote for goods they want

c. HOWEVER

i. Flaw in voting system

1. Paradox of voting (M. de Condorcet): voters may not arrive at clear decisions, cycle among alternative operations

2. Duncan Black: majority rule results in selection of project most favoured by median voter

3. Does not offer voters any way to indicate intnsity with which they desire specific public goods
4. Economists found little correspondence between efficient allocation caused by the Lindahl Equation and actual allocation adopted by a median voter approach (Snyder, 1998)
ii. C.M Tiebout: choice of location an indicator of their preference for local publig goods

iii. Principal-Agent problem: representatives (politicians) take advantage of info assymetries to distort allocation of resources 
5. Hardin’s Policy Responses:
f. Privatization, 

g. Polluter Pays, 

h. Regulation

6. Optimal quantity of a public good

i. Samuelson: when Marginal Social Cost equals Marginal Social Benefit

j. Lipsey: the sum of the demand curves of all individual consumer

7. Quotes

k. Lloyd: “each human exploiter of the commons was driven by self interest”

l. James Madison: “If men were angels, then no government is necessary”

m. Gareth Hardin: “the nonangelic corrupt the angelic”

EXTERNALITIES

1. External costs and benefits:

a. Bandwagon and Snob effects in consumption
i. Bandwagon: tendency to change one’s taste and preference pattern in favor of a particular product in some positive relationship with total demand for that product
ii. Snob: the opposite, derives utility from the attribute exclusivity (rather than conformity)
b. Technological vs Pecuniary externalities
i. Technological: imposed directly upon another party; impediment to the efficient functioning of the microeconomic system
ii. Pecuniary: indirectly, via the market system (snowstorm results in Hawaiian fruit drinks increasing in price); part of the microeconomic system
c. James Meade’s Honey and Apples example (1952)
2. Internalization of External Costs (Tax/Susidy)

a. Underpinning theory

i. Market output too high when there are negative externalities, too low when there are positive externalities
ii. Marshallian triangles represent welfare loss
iii. A.C Pigou, 1961: Pigouvian Tax
iv. Internalize external cost, produce/consume at social optimal
v. ESSENTIAL ASSUMPTION: Government can do better
b. Merit goods: distribution of payment burden 

i. Pro-Market Economists against merit goods
1. Individuals are the best judges of their own welfare
2. Merit goods are merely examples of goods which people are ill informed about
3. Merely examples of markets with externalities
ii. Governmental Problems

1. 3 essential questions
a. What should be a merit good
b. How to pay for it: public provision, or private production with public funding?
c. Extent of public subsidy
2. Theoretically sound, however difficult to translate into a consistent and coherent policy: “the impossible task of politics” (Begg)
3. Milton Friedman: Government will not allcoate resources any more efficiently than markets
4. Empirical: Airbus: positive externality, yet immense inefficiency
c. Regulation of demerit goods

i. Pigouvian tax: government taxes the producer to equate social marginal cost and social marginal benefit

ii. Socially optimal level

d. Voluntary Internalization of cost
i. Offending party to compensate offended party

ii. Reducing activity to a level that no longer imposes external costs

iii. Eliminate external costs (install purification system etc)

e. Regulation

i. “injustice preferred to tal ruin”
ii. Injustice in the form of market distortion and loss in efficiency preferable to ruin
f. Effluent Fee of F*
i. Will choose reduction level of meeting of MC and MB
ii. Firm free to choose whatever combination of output reduction adn adoption of pollution control technology
iii. Minimal cost
g. Optimal level of external cost

i. Benefits of a further reduction in external cost are outweighed by the cost of obtaining that further reduction
ii. If cost outweighs gain, second best solution might be more appropriate: banning pollution rather than taxing it
3. Direct Controls
a. Precise mechanism as to how optimal level will be achieved

4. Property Rights

a. Definition: Legal specification of who owns a good and what the owner is allowed to do with it
b. If all property rights were allocated, all externalities would disappear (potential external cost becomes a private cost)
i. Ownership by polluting firm or ownership by injured firm: both firms will bargain to achieve optimal level of pollution, and production by both firms (Coase Theorem)
ii. Demsetz: “property rights arise when it becomes economic for those affected by externalities to internalize benefits and costs”
c. HOWEVER
i. Impractical: to whom should the property be allocated to? Property can only belong to society as a whole
ii. High transaction costs in allocating of property rights
1. Arrow (1969): When property rights are perfect, transaction costs vanish
iii. Ethical and Equity issues: sufferers would pay rights holders to restrict pollution
iv. Tragedy of the Anticommons (Michael Heller): resources are underutilized when rational individuals who have the right to excludability underutilize a particular good
d. Common Property
i. With imperfect informatio and trasaction costs
ii. One co-owner has no reason to pay regard to impact of his actions upon others
iii. Heavy costs in trying to reach agreement, free riders
e. THUS: Failure of institutional environment
i. New Instititutional Economics
1. Formal/informal social rules
2. Institutional arrangements
a. Exist and evolve within institutional environment
5. Coase Theorem and its limitations (Alternative to Pigouvian)

a. In the absence of transaction costs, all government allocation sof property rights are efficient, as interested parties will bargain privately to correct any externality
b. Class Action suits: press claim for compensation jointly
i. THUS
1. Result does not depend on who is legally given property rights
2. As long as property right is well defined and the costs of negotiation are not excessive, parties will negotiate an agreement that will efficiently allocate resources regardless of initial allocation of resources
ii. HOWEVER
1. Meade: transaction costs are always too high for any bargaining to take place

2. Property rights not well defined, highly ambiguous

3. Blurred distinction between victim and prepatrator

a. Baumol: “the murder victim too, is then always in accessory to the crime”

4. Public goods: incentive to hold out for more compensation, or wait for others to bear the burden of transaction costs

5. Legal Recourse necessary: 

a. In the presence of high transaction costs, legal redress an important complement to Coase Theorem (Calabresi and Melamed, 1972), Law of “Torts”
6. Gov action: lower transaction costs
7. THUS: combination of ill defined property rights, substantial transaction costs and externalities result in market failure
6. Marketable Permits

a. Market for permits will create a market clearing price where the marginal benefit of pollution is equal to marginal cost of pollution

b. Crucially, market must be competitive

c. Gradually the total amount of pollution can be lowered/controlled

d. Businesses can either buy permits or invest in technology to reduce pollution

e. Problems

i. High administration costs to ensure that permits are adhered to

ii. May see pollution concentrated in certain areas

iii. Who determines level of pollution?

iv. May not be socially beneficial

Readings:

http://www.economist.com/blogs/freeexchange/2007/08/making_the_second_best_of_it.cfm
UNCERTAINTY AND IMPERFECT INFORMATION

1. Uncertainty and risk

a. Problem

i. Risk-averse may result in lower output
b. Attitudes to Risk

i. Risk Aversion: tendency of people to refuse to accept fair games
1. Daniel Bernoulli (18th century)
a. Expected utility, rather than monetary payoff matters 
2. Thus, because of risk, people take insurance policies and diversify (reduce risk)
3. May also pay for information to reduce risk
2. Optimal search with imperfect information

a. Theory of Search (Stigler 1961)

i. When knowledge is imperect, consumers can improve decisions by searching for information
ii. MB = MC
b. Optimal Search

i. MC of search constant 
ii. MB differs
1. Durable goods higher
a. Optimal level of search higher, producers interests served by keeping prices low
2. Non-Durable goods lower
3. Lower for goods purchased frequently
4. Lower proportion of total expenditure
c. Search costs: 
i. Cost to the consumer to learn the price charged for a good
1. Some consumers have high search costs, some low search costs
ii. Equilibrium (Stiglitz, Salop 1977)
1. Firms specialize serving the consumers with low search costs at low prices, high search cost consumers at high prices
2. Ellison et al, 2004: Internet leads to a lower search cost, consumers extremely price sensitive
3. Stigler “the economics of information”
d. Search employment:

i. An individual’s optimal strategy when facing a series of potential opportunities of a random quality, and a cost of delaying choice
ii. Balance the cost of delay versus the value of the option to try again
iii. “reservation wage”: lowest wage a worker is willing to accept
1. Reservation wage/price drops over time 
iv. Greater variance of offers leads to prolonging of search
3. Assymetric information, hidden actions and characteristics

a. Adverse Selection

i. Market processes with asymmetrical information: the “bad” products or consumers are more likely to be selected
ii. Agents’ type (i.e. innate characteristic) is private information
iii. Problem arises when uninformed party makes first move by offering contract to party with private information
iv. Akerlof’s Lemon (1970): unable to get a good second hand car because 2nd hand car market is full of “lemons”
b. Moral Hazard

i. Existence of a contract between two parties causes one to change his behaviour so as to injure the welfare of the other
ii. Agents actions affect the principal but principal does not directly observe actions
iii. Insurance: less careful after purchasing insurance, etc
c. Principal-Agent problem

i. Overarching
1. Principal (offers contract) vs Agent (performs under terms of contract)

ii. Product
iii. Insurance
iv. Labour
d. Insider-Outsider markets

i.  Workers willing to turn down (be indifferent) to offers of higher wages because of transaction costs
ii. Employers willing to pay premium to retain existing workers, because of lower transaction costs, greater experience, etc
4. Measures to counter Asymmetric information

a. Monitoring

i. HOWEVER: “nebulous and thus prohibitively difficult effort” (Snyder)
b. Signalling

i. Michael Spence’s Education model (1973)

1.  it is possible for people to signal their type
a. Honesty
b. Resources spent signalling
2. Separating equilibria: each different type of worker chooses different action, perfect signal of worker’s skill
3. Pooling equilibria: all types choose same action, thus uninformative signal
ii. Predatory pricing and signalling
1. Incombent price as a signal of its cost (high or low) to potential entrants
iii. Inefficiency

1. Spence Education Model
a. Education has no social benefit in terms of raising productivity
b. Players with private information depart from the efficient action choice to provide an informative signal to other players
c. Screening

i. Stiglitz: Screening in a bank to avoid adverse selection
d. Efficiency wages

i. Incentive for managers to pay their employees more in order to improve their productivity or efficiency
ii. Increased productivity pays for the higher wages
iii. Raff and Summers (1987) found that Henry Ford’s Five Dollar Day resulted in substantial queues for Ford jobs, and significant productivity and profit increases at Ford
SHOULD GOVERNMENTS INTERVENE?

1. MARKET MALFUNCTION

f. Economies of Scale (downward sloping MC curve)
i. Result in natural monopolies
g. Transaction Costs

i. Transaction costs of a market exceed social gain resulting from market allocation

ii. Williamson’s Transaction cost economics

h. Information

i. Lack of information, consumers may not be able to make a valid judgement as to whether MB = MC

ii. Cost of providing information exceeds benefit from it

iii. Better information a transaction cost

iv. Akerlof’s Lemon: backward sloping demand curve in secondhand markets

v. Frictional unemployment (Marshallian triangle)

i. Certainty

i. Risk neutrality vs Risk Averse

ii. Perfectly informed agents would have all relevant knowledge presently available, including future consequences of his actions

iii. As we do not have perfect information, potential loss of welfare in risk neutral or risk averse stances

2. LAISSEZ FAIRE VS GOVERNMENT INTERVENTION

a. Market Failure: existence of externalities, social cost is not fully reflected in market costs
b. Case for gov intervention

i. Imperfect Competition: higher profits by producing the quantity of goods at a socially inefficient level
ii. Externalities
iii. Public goods
iv. Information
v. Tort Law, Pigovian taxes to ameliorate demerit goods
c. Case for Laissez Faire

i. Lipsey and Lancaster’s Theory of the Second Best: when two or more markets are not perfectly competitive, any efforts to correct only one of the distortions may lead the economy even further away from pareto efficiency
ii. Coase: externalities as being reciprocal, a circumstance of two parties having conflicting uses for the same resource. Governments may not assign liability to the correct party
iii. Galbraith: against government intrustion into a firm’s decision making; any tendency to rearrange orgranization, may cause uncertainty and unease
iv. Lipsey: governments may spend more on administrative costs calculating
v. Unable to determine exact level of SMB SMC, difficult to get to a socially optimal level of output with taxes. Welfare loss
d. Synthesis

i. John Maynard Keynes: “The important thing for a government is not to do things which individuals are already doing and do them a little better or a little worse, but do things which are, are present, not done at all”
TRADE THEORIES

1. Ricardo’s Comparative Advantage 

a. Theory of Comparative Advantage contends that when a country specializes according to its comparative cost structure, it achieves an efficient allocation of resources and an increase in real national income
2. Heckscher-Ohlin Model

a. H-O Theorem:

i. Definition:
1. The basic determinant of a country’s comparative advantage is its relative factor endowment
2. Countries will export products that use their abundant factors of production, and import products that use their scarce factors of production
ii. Refutations

1. Leontief’s Paradox (1954): Wassily Leontief found that the US exported more labour intensive products even though it was abundant in capital
2. Krugman (1985) saw economies of scale leading to arbitrary specialization by nations on products within monopolistically competitive industries. Specialization by the “accident of history”
3. Vernon’s Product Life Cycle theory: production gradually moves away from point of origin as the product matures
4. Keesing’s Human Skills Theory of Trade: based on human factor endowments
a. Baldwin: positive relationship between skill in industry and exports
5. Dynamic Comparative Advantage: extensive study by the Washington based Institute for International Economics traces changes in comparative advantage of Japan and the USA between 1967-1985, major changes within 20 years
a. Michael Porter: “nations succeed in industries where they are particularly good at factor creation”
b. Stolper-Samuelson Theorem

i. Definition:
1. An increase in the relative price of a good will lead to an increase in the return in the factor used most intensively in the production of the good, and a fall in the other factor, i.e. benefits abundant factor, hurts scarce factors

ii. Inference:
1. Unskilled involved in the production of capital-intensive products will see a fall in their real wages
3. Factor Price Equalization (FPE)

a. Definition:
i. Relative prices for 2 identical factors of production in the same market will eventually equalize because of competition
ii. Lack of empirical support: Bureau of Labour Statistics found that in 2000, the hourly compensation of workers in countries such as Portugal and Spain were less than ¼ that of the USA and Germany
4. Intra-Industry and Inter-Industry Trade

a. Definition
i. Linder Hypothesis (1961): Nations with similar demands would develop similar industries, and would trade with each other in similar but differentiated goods as a result of monopolistic competition. 
ii. Ricardo’s assumption of a homogeneous product qualified Inter-Industry trade; with monopolistic competition, there is Intra-Industry trade
b. Intra-Industry trade: trade for the same type of good, but each firm/country sells a differentiated product
i. Constituted 60% of European trade, 57% of American trade
ii. Intra-Industry trade is not based on comparative advantage, the pattern of trade is indeterminate
1. May be based on economies of scale (Krugman), choice of specialization based on the “accident of history”

iii. Ruffin: “Intra-Industry trade enhances the gains from trade through better exploitation of economies of scale, leading to a world expansion of output because of the savings on fixed costs”
iv. Ruffin’s Endogeneous Theory of Growth: Intra-Industry trade encourages monopolistic competition, trade stimulates innovation

v. Marvel and Ray (1987): “Intra-industry trade reduces the demands for protection because there are both exports and imports, making it difficult to achieve unanimity among those demanding protection.”
vi. THUS: Trade need not cause the dislocations associated with inter-industry trade. Intra-industry trade beneficial because it stimulates innovation and exploits economies of scale
1. Allows countries to benefit from larger markets: Study of the North American Auto Pact in 1964 indicated that the gains from intra-industry trade can be substantial
c. Inter-Industry Trade: trade for different types of goods based on comparative advantage

5. SYNTHESIS
a. Agree trade results from product characteristics related to one or more attributes of econmies

b. Hufbauer: Significant correlations among attributes

c. Different aspects of trade addressed by different theories

Readings:

The Nature and Significance of Intra-Industry Trade, Roy J. Ruffin

University of Berlin, Trade Theories (ECONS 451)

The Economist Search terms: Trade Policy

TRADE POLICIES (INCOMPLETE)

1. Aims of policies

a. “Navigating between the Charybdis of inflation and the Scylla of deflation and unemployment”
2. Exchange Rate Policy

a. Freely-Floating Exchange rates

i. Freidman (1953): act as shock absorber, insulate economy against external shocks
ii. Facilitates smoother adjustment relative to a fixed exchange rate
iii. HOWEVER: instability
1. Depreciation inflates liabilities that are denominated in foreign currency
2. THUS: “dirty float”
b. Niels Arne Dam (University of Copenhagen): found a 0.8% increase in the level of consumption if Denmark gave up its peg

3. Strategic Trade Policy

a. Definiton

i. in a world of increasing returns and imperfect competition, “lucky” firms would earn returns higher than opportunity cost of employed resources

ii. In an industry with only 1 competitor, the winner will earn supernormal returns which will not easily be competed away

iii. Thus governments can raise a nation’s welfare at another country’s expense by providing a subsidy that will gain returns that will not be easily competed away

iv. Brender-Spencer model: Boeing and Airbus

b. Refuted:

i. Markusen: found that when there is a possibility of 4-5 firms in the industry, the subsidies will be passed to foreign consumers rather than secure excess returns for the domestic producers

ii. Schmitz: farm programs, such as production subsidies in the presence of international trade barriers can completely eliminate any trade gains

4. Protectionism

a. Refer to Trade VS Protectionism

5. Economic Sanctions

6. Free trade Agreements

a. Advantages
i. Changes can be made incrementally
ii. Negotiations are simpler
iii. FTAs can be formed in a relatively shorter space of time
iv. FTA can go beyond trade to other forms of co-operation
b. Disadvantages
i. Raise world prices
ii. Encourage factionalism
iii. Exclude developing nations even if they are more efficient
c. Synthesis:
i. Krugman: “Loosely speaking, if the extra trade that takes place between memebers of a trading bloc represents an addition to world trade, the bloc has raised world efficiency”
ii. “Although welfare gains from regional trade arrangements can be large, multilateralism in the form of adherence to international trading rules will continue to be essential to make regionalism work”

7. Economic Integration (Balassa)

a. 1 Preferential Trading Agreements

b. 2 Free Trade Areas: eliminate all tariffs, quotas etc between them
i. Welfare gains: int trade
ii. Disregard for distribution
c. 3 Customs Union

i. Free trade area with common external tariff

ii. Trade diversification and creation 

iii. MERCOSUR

d. (3/4) Monetary Union

i. Single Currency

e. 4 Common Market

i. Free movement of all factors of production

f. 5 Economic and Monetary Union

i. Single market and common currency

GLOBALISATION

DEFINITIONS

· Friedman: “Globalization is the emergence of a global market as oppposed to national markets”

· Lipsey (1996) identifies various areas of globalization:

· Lowering of Barriers to Trade (flows of goods and services)

· Flows of Capital: move in expectation of a higher rate of return

· Flow of Labour (migration)

· Flow of Technology

· Globalization of the firm: MNEs

· Globalization made possible by a rapid reduction in transportation and communication costs

KEY POINT 1: GLOBALIZATION- GOOD OR BAD?

Motivations for flows of Factors of Production

· Productive factors flow in response to differences in returns (such as wages and yields on capital) as long as these are large enough to more than outweigh the cost of moving from one country to another.

· Carbaugh: “International trade in goods and services and flows of productive factors are substitutes for one another”

1. International Trade (Trade Liberalization)

a. Washington Consensus

i. “Markets are efficient, states are unnecessary, and markets perform best when left alone. Privatization and deregulation and open capital markets promote economic development, and governments should balance budgets and fight inflation and do almost nothing else”

b. Theoretical underpinnings

i. Benefits of Trade

1. Static Gains (efficient resource allocation):

a. Ricardo’s two-country, two-goods model, and reliance on principle of comparative advantage shows a possible increase in output

2. Dynamic Gains:

a. Krugman: specialization results in ability to exploit economies of scale

b. Porter’s Principle of Competitive Advantage: global competition and the market act as a constant source of feedback to the firm on the efficiency of its production methods and the acceptance of its pricing policy, encourages X efficiency

i. “It is one thing to train against the clock, but nothing beats hearing the breath of the runner in the next lane”

c. Stimulates innovations

d. Educative effect of trade (Meier): transfer of technology

ii. Intrinsic costs of protectionism:

1. Tariffs results in higher prices for domestic consumers, and distort the signalling function of prices

2. Harberger Triangles: deadweight loss

3. Berkeley’s Paul Romer suggests that protectionism in the long run may result in domestic monopolies that raise prices further at consumers’ expense

4. Protectionism protects inefficient industries

a. Asian Tigers, with their open economies, have seen growth rates in excess of 7% from 1960-1990, Sub-Saharan Africa, which has been largely protectionist, has seen negative or negligible growth rates

b. Porter’s Competitive Advantage

c. However

i. Unrealistic assumption of Perfect Factor mobility in CA model

1. factors may not be geographically or occupationally mobile
2. may not be easy to switch production from primary goods to capital goods
3. lead to structural unemployment
ii. Geriatric Industries

1. Selective and temporary import controls may be necessary to minimize social and economic costs
2. Britain’s textiles industry was allowed to go into a managed decline from 1970-1990, despite lossof comparative advantage to Asian producers, to avoid short term instability
iii. Infant industries argument

1. Allow them to carve a global niche for themselves
2. Malaysia’s protection of the car industry to allow Proton to carve a global niche
iv. Lester Thurow’s Strategic Trade Theory

1. Protectionism or the use of subsidies can tip the balance of the Nash equilibrium in favour of one producer when previously, the oligopolistic inter-dependence gave neither a controlling power
2. Brender-Spencer Boeing vs. Airbus model
3. QWERTY Principle of Strategic Complementality furthers this argument by demonstrating the positive effects of growth and development from protected industries
v. Ricardo’s CA model ignores distributions of the gains from trade

1. Terms of trade tend to shift against LDCs that specialize in primary produce
vi. Free trade, while efficient, immiserises the unskilled in the developed world

1. Ross Perot and Pat Choate denounced NAFTA as a drastic and unfair scheme that would pit American and Mexican workers in a “race to the bottom”

2. Ross Perot and the “giant sucking sound” of American jobs disappearing over the border

3. Stolper Samuelson Theorem and the Factor Price Equalization (FPE)

a. However highly unlikely to hold in the real world, because some of the sufficiency conditions (such as the absence of factor-intensity reversals) are not met

b. Does not square with empirical evidence: Leontief’s Paradox

vii. Problems with CA model

1. Effects of transportation costs (domestic goods vs international goods), resource-oriented vs makret-oriented vs footloose, 

2. Effect of imperfect information (monopolies, economies of scale, nonprice competition and uncertainty) reduce gains from trade (Franklin Root, 1978) 

d. Synthesis

i. Protectionism’s benefits are mainly in the short term, in the long term, free trade does result in welfare benefits
1. Even pro-protectionism Cambridge Economic Policy Review group acknowledges this
2. Krugman: “protectionism is a fallacy of aggregation, a prisoners’ diliemma where each country is better off intervening, but everyone would be better off if nobody intervened”
ii. Some justification for protectionism, but the benefits of free trade still prevail
1. Krugman: “free trade is not passe, but it is an idea that has irretrievable lost its innocence”
2. Krugman: “its status has shifted from optimum to reasonable rule of thumb”
e. Dumping

i. Price discrimination: firm charges a lower price for an exported good than it does for the same good sold domestically
ii. Monopolistic firm may find it profitably to engage in dumping
2. Flows of Capital

a. International movements of capital via International borrowing and lending
1. Mishkin, in The Next Great Globalization, asseverates that the flow of foreign money into stocks, bonds and banking in emerging economies constitutes the next wave
2. 2003 survey by IMF economists Rogoff, Prasad, Shang-Jin and Kose found no robust proof that financial globalization helped countries grow more quickly
3. Anil Kumar: “A key aspect of economic development lies in poorer countries’ capacity to acquire more capital and scale the technological ladder”
ii. Effects (Prasad et al, 2003)
1. Direct benefit of foreign capital by importing savings from abroad

a. Removes constraint posed by low savings rates

2. Indirect benefits

a. Deeper financial system

i. Lower cost of equity

ii. Sophisticated banking, foreign players put pressure on domestic lenders

b. Better-run companies

i. “Cosmopolitan capitalists” can police companies better than locals

ii. Recent study of 365 firms on the Thai Exchange, found that foreign institutional investors holding a minority stake helped ensure that the company is run for the benefit of all owners

c. Disciplined Macroeconomic policy

i. “Capital flows improve a country’s macroeconomic stewardship by rewarding prudence and punishing profligacy”

3. Costs:

a. Risks of financial crisis

i. Obstfeld: “Risks of financial and balance of payments crisis- some of them self-fulfilling crises unrelated to “fundamentals”- may represent further obstacles to the adoption of free capital markets”

b. Loss of control of interest rate

i. Obstfeld’s “Macroeconomic Triliemma” (1998): an open capital market deprives a country’s government to simultaneously target its exchange rate and use monetary policy in pursuit of other objectives

ii. Obstfeld: “if capital is perfectly mobile, it dooms to failure any attempts to manipulate local asset prices to make them deviate from global prices, including the most critical macroeconomic asset price, the interest rate”
c. “Dutch Disease” (The Economist, 1977): an appreciation in the country’s currency due to increase in capital inflow results in reduced demand for the country’s exports
b. Foreign Direct Investment

i. Refers to international capital flows in which a firm in one country creates or expands a subsidiary in another

ii. Involves not only a transfer of resources but also an aquisition of control

iii. See MNEs
c. Capital movements eroding comparative advantage (see MNEs)

i. Goldsmith (1995): traditional trade theory (Ricardo’s Comparative Advantage) did not envisage the degree of capital mobility and increased scope for shifting production processes to low-cost areas
ii. Thus, comparative advantage is subject to a risk of “suddden disappearance”
iii. “Pauperization hypothesis”: workers in a low-cost country can approach developed countries output-per-hour levels 


3. Flows of Labour

a. Leads to a convergence of real wage rates
b. Benefits

i. Factors of Production more efficiently allocated: move from occupations of lower productivity (and wages) to occupations of higher productivity (higher wages)

ii. Lowered cost of labour: low wage rates result in lower equilibrium product prices, benefiting consumers

c. Costs:

i. Brain Drain from LDCs

1. Effects

2. (find empirical evidence!)

3. Mitigating factor: Remittances provide important source of foreign exchange and GDP in LDCs

a. World Bank (2004): US$150bn in remittances to LDCs in 2004, surpasses foreign aid as largest source of foreign capital in dozens of countries

4. World Bank: “International Migration is desirable: developed nations can hope to profit from a “brain gain”, while developing countries enjoy the economic and benefits their expatriates send home”

ii. Negative effects on domestic labour force (Dani Rodrik)

1. Increased supply of labour, domestic wages fall

a. HOWEVER: Empirical evidence: a 10% increase in immigrant share of population reduces native wages by a mere 1%

b. Together with (1) international trade, and (2) shifting of production to other countries (FDI), has a negative effect on the domestic labour force, particularly with the unskilled.

i. May result in protectionist policies being pressed for: 1996 Buchanan’s Republican campaign based on protectionism

d. Synthesis:

i. World Bank: Increase in migrants equal to 3% of the labor force in OECD countries could result in global welfare gains surpassing those obtained with the removal of all trade barriers (Walmsly and Winters)

ii. Important: rapid technological change as the biggest contributor towards unemployment of typically blue-collar workers, rather than the globalization of labor

4. Flows of Technology

a. Jagdish Bagwahti’s Kaleidoscopic Comparative Advantage

i. Sees LDCs benefiting from technological development transferred from DMEs
b. On Comparative Advantage
i. Moruyama: “the rapid rate of innovation and the dynamics of technological flows mean that comparative advantage is short lived”
ii. “Technological innovation and proliferation of transnational organizations are driving the formation of a global economy that sometimes conflicts with nationalistic concerns about maintaining comparative advantage and competitiveness”
c. Brought about by MNEs (effects)
WHAT SHOULD BE DONE ABOUT IT?

1. Globalization is a Kaldor-Hicks improvement, but not necessarily a Pareto improvement

a. The winners of globalization could theoretically compensate the losers from globalization
2. Okun’s Leaky Bucket: “money must be carried form the rich to the poor in a leaky bucket. Some of it will simply disappear in transit, so the poor will not receive all the money that is 
taken from the rich”
a. Administrative costs of taxing and transferring
b. Incentive effects 
i. Loss of incentive of poor to find work
ii. Loss of incentive of rich to work 
3. Kuznet’s Law:

a. Increases in income inequality in the early stages of industrialization will be followed by increasing income equality

4. Kennedy, Reaganomics and Trickle-Down economics:

a. “a rising tide lifts all boats”
b. General conclusion that “increases in real GDP are always good for the poor”
5. Inevitability of Globalization

a. Bastiat: “when goods do not cross borders, troops will”
EFFECTS ON LDCs

1. Empirical Evidence

a. 2001 World Bank Research Report “Globalization, Growth and Poverty”, “More Globalized” economies had a 5% GDP (PPP) growth; “less globalized” -1% GDP growth
2. Trade

a. Benefits:

i. Benefits of Free Trade (see main)

b. Costs:

i. Domestic industries unable to compete with foreign producers who can enjoy economies of scale (infant industries argument)

ii. Insufficient/unfair globalization:

1. Many tariff barriers still exist for goods produced by LDCs

a. Thomas Hertel and Will Martin found that the average tariff that rich countries place on manufactured goods from LDCs is 4 times the average tariff they place on each other’s goods

2. Diminishing terms of trade (diminishing purchasing power of exports)

a. With 1985 as the base of 100, Sub-Saharan Africa’s terms of trade had fallen to 71 in 1992

iii. Dumping

1. Empirical evidence

3. Labour

a. Brain Drain vs. Remittances
4. Capital

a. Increased capital base vs. Financial risk + lack of control
5. Technology

6. MNEs and FDI:

a. Bring in all MNE and FDI arguments
7. Other effects

a. Culture and identity

b. Rostow: Globalization neccessitates socioeconomic change

Main Readings:

http://globalization.icaap.org/content/v3.1/01_imade.html

Google search term: emerging economies globalization

EFFECTS ON DEVELOPED COUNTRIES

1. Average worker missing out on benefits from globalization

a. Empirical evidence:
i. America: rise in productivity of 15%, yet only 1.5% rise in real wages
ii. Japan and Germany: stagnant real wage, or falling
b. High earners earning more:
i. America’s top 1% earns 16% of all income (2006), up from 8% in 1980
2. Redistribution of income from labour to capital

a. The Economist: “Globalization has lifted profits relative to wages”

i. Offshoring to low-wage countries has reduced firms’ costs

ii. Employer’s ability to shift production has curbed bargaining power of workers in rich countries

iii. Increased immigration has depressed wages, especially in low-skilled sectors

b. Reasons why:

i. Global Capital-Labour ratio is shifting

1. Entry of China, India, and ex-Soviet Union has increased the world supply of workers from 1.5bn to 3bn, yet supply of capital remained constant

2. Reduce the relative price of labour, and raise the global return to capital

ii. Increase in supply of skilled as well as unskilled labour

1. 1.2mn graduates from Chinese and Indian universities

2. “it is no longer just blue-collar jobs in manufacturing that are sucked offshore, but also white-collar service jobs”

iii. Spread of technology weakens DMEs’ comparative advantage in high-tech sectors

1. 2004: China overtook America as world’s leading exporter of IT goods

2. depresses wages of skilled workers in the developed world

iv. A 2004 IMF paper found that the depression of wages was due more to technological change rather than labor globalization




3. Outsourcing: 
a. Empirical evidence:

i. Forrester Research: 2015, 3.4mn jobs outsourced

ii. Blinder: 30% of all jobs at risk, given technological advances in communications and transport

b. The “Squeezed” middle class:

i. Autor, Katz, Kearney found that in America, Germany and the UK, workers at the bottom as well as the top have done better than those in the middle-income group

ii. “Office cleaning cannot be done by workers in India”- The Economist
4. International Trade: 

a. Stolper-Samuelson Theorem and Factor Price Equalization

5. Migration: 

a. Increased supply of labour, domestic wages fall

b. HOWEVER: Empirical evidence: a 10% increase in immigrant share of population reduces native wages by a mere 1%

6. Should there be protectionism?

a. Globalization is beneficial to developed economies as a whole

i. Institute of International Economics estimates that globalization is benefitting America more than $9,000 a year for every family
ii. However, much of it has gone to those at the top or into profits
KEY POINT 2: MNCs AND FDI

a. MOTIVES FOR FDI

a. John Dunning’s OLI framework predicts firms will invest if they have

i. Market power in ownership
ii. Locational advantage in locating overseas
iii. Advantage from internalizing foreign activities
b. Navaretti et al “MNE equation” states that firms will invest if benefits exceed costs

i. Costs:

1. Economies of Scale forgone

a. Distinction between firm-level EOS (knowledge, planning) and plant-level EOS (production)
b. MNEs tend to have high firm level EOS, low plant level EOS (Navaretti and Venables, 2004)
2. Economies of Integration forgone

a. Trade costs: freight, packaging costs
b. Hummels: 0.5% of value lost each day due to depreciation, planning and uncertainty etc.
ii. Benefits

1. Lower factor costs

a. Reduce costs of production
2. Market access

a. Avoids trade barriers/transports costs
i. Nissan, Toyota and Honda factories in the UK and US
b. Market power: cut costs and squeeze rivals out of market
c. Respond better to tastes and changes in local market
d. Larger the market, the better 
b. Horizontal VS Vertical Integration

a. Horizontal FDI: 
i. Production processes duplicated
ii. Forgoes economies of scale, for market access
b. Vertical FDI: 

i. Production process broken up across borders
ii. Forgoes economies of integration for lower factor costs
c. MNEs AS A SOURCE OF CONFLICT

i. Navaretti et al breaksdown MNE’s impact into 3 effects

1. Product Market Effects

a. Increased competition in product market
i. Siotis (2002) found that the presence of MNEs increased industry efficiency
ii. Graham (1998) postulated the “catch-up” theorem, where domestic industries are pressured to keep up with MNE efficiency levels
b. However, may crowd out local supply
c. Lower prices if MNEs are more productive
d. Governments lose tariff revenue from lessened imports
2. Factor Market Effects

a. Capital inflow 
i. breaks constraint of low savings
ii. Low volatility- relative stability and long term character 
b. Labour
i. Raises employment
1. However, may be offset by reduced demand for labour by local industries being driven out by MNEs
2. Langdon (1975) found a net loss of labour demand
ii. Less volatility
1. Less likely to be affected by downturns in domestic economy
iii. Wage premium
1. Lipsey 1994 found that there was a 6% to 26% wage premium paid by MNEs
3. Spillovers (externalities)

a. Technological transfer, Aquisition of labour skills, Managerial knowledge
i. Empirical evidence: India, Taiwan
ii. Aitken and Harrison (1999) found that local affliates of MNEs in Venezuela were more efficient than domestically controlled firms
iii. Giffith (1999) found that labour productivity in MNEs is between 30% to 70% higher than domestic firms
b. Costs:

i. Competition

1. May monopolize the markets and raise prices above those that would prevail in competitive markets

2. Destroy infant industries

ii. Balance of Payments position

1. Subsequent outlow of income as a foreign subsidiary repatriates its income to its parent company

2. Foreign subsidiary imports a substantial number of inputs from abroad

iii. Transfer Pricing and Taxation

1. MNEs can reduce tax bills by shifting operations around or by crafty transfer-pricing, by paying inflated prices for components imported from a subsidiary in a low tax country, a firm can move its taxable profits to that country and so reduce its tax bill
2. A nation’s ability to set tax rates higher than everywhere else is being constrained
iv. National Sovereignty impugned 

1. MNEs aim to maximize profits, and use their size and clout to bypass governmental regulations
2. LDCs too desperate for investment to reject MNEs
a. Nigeria, which depends on oil for 80% of their revenues, was willing to overlook environmental concerns to allow Shell to drill for oil
v. Environmental

1. Profit maximizing MNEs disregard environmental externalities
vi. Costs to home countries

1. Simultaneously creates and destroys jobs: increased demand for highly skilled workers, lowered demand for low-skilled workers
a. Graham: “it is the NAIRU, rather than oursourcing, that constrains job creation in the US”
2. US exports more intermediate and final products than they import
3. Most jobs cannot be outsourced
a. Bardham and Kroll: 89% of American jobs
d. SWEATSHOPS

a. Edward Graham’s definition of Sweatshops
i. Long hours
ii. Crowded, unsafe, unsanitary working conditions
iii. Harsh treatment of workers
b. NOT MNEs

i. Edward Graham in his book “Fighting the wrong enemy” found that most “sweatshops” were owned and managed by local entrepreneurs rather than MNEs themselves
ii. Establishment of export oriented apparel and footwear operation was the first step on a long journey to prosperity for Asian tiger economies
1. Krueger 1998: “developing countries that foster export-oriented activity do better at alleviating poverty than do those that maintain inward-looking regimes”
iii. Moreover, child labour might be socially acceptable in certain cultures, and is better than the other option of being on the streets
iv. Jonathan Wolff on the ethical objection to “exploitation”
1. Trading with countries, and purchasing the goods produced by exploited labour increases the demand for those goods. 
2. As the price of those goods rises, the marginal product and wages of labour rises, assuming perfect competition in the product and labour markets. 
3. Thus, free and unfettered trade may actually lift Third World labourers out of “exploited” conditions.
c. Graham, on Sanctions: “that would be to punish the innocent along with the guilty”
d. ILO and Fair Labor Association: Inspectors to spot check member firms’ suppliers
e. More to do with rule of law in countries, than globalization and MNEs
Readings:

http://www.dallasfed.org/research/eclett/2007/el0701.html



















































Daniel Ong, H3 Notes                                                                                                                                    Page 1 of 39

