ECONOMIC CONCEPTS

Opportunity Cost 	Value of the best-foregone alternative 

Marginalism 	The resources devoted to any policy should be expanded as long as the marginal benefit from doing so exceeds the marginal opportunity cost  

Paradox of Value	Just because good/service A is more valuable in total than good/service B does not imply that additional spending on A is more valuable than additional spending on B


Pareto Efficiency 	No one can be made better-off without making someone else worse-off

· Production Efficiency	Costs are minimized by choosing least-cost combinations of inputs
and best practices 

· Allocative Efficiency 		Commodities are produced in relative proportions and allocated
between people in such a way that no person can be made better-off
without making someone else worse-off

· Consists of two independent conditions:
· Efficient output mix
· Efficient distribution of outputs

Pareto Improvement		Someone is made better off without making someone else worse-off

Potential Improvement	Gainers could compensate the losers and still be better off 
· More conductive to change 
· If a series of potential improvements are made, almost everyone gains
· Underlies cost-benefit analysis
· Some people may end up worse-off (compensation does not actually have to be made)

Limitations:

· Pareto efficiency is almost never achieved in practice 
· Large number of agents
· Diversity of consumer preferences and situations
· Linkages between economic sectors
· Externalities

· Pareto efficiency does not necessarily result in a socially desirable distribution of resources
· State where one person receives everything is Pareto efficient

· An investment cannot be Pareto efficient if those who incur the costs do not live long enough to enjoy the benefits 
· Issue for long-term intergenerational investments (such as combatting climate change)


NORMATIVE ECONOMICS
(what ought to be)

Modern Western Philosophy

· Based on sovereignty of the individual
· Economic freedom
· Right to pursue one’s own interests/happiness as long as they do not impinge on the rights of others
· Government is only legitimate if it could arise from social contracts to which individuals voluntarily agree 


Fundamental Theorems of Welfare Economics

1) First Theorem (aka “Invisible Hand” Theorem)
· Any competitive equilibrium leads to a Pareto efficient allocation of resources
· Markets lead to social optimum
· No need for government intervention

· Adam Smith (first economist)
· “The Invisible Hand”: The natural forces that guide market participants to trade in the most mutually-beneficial manner

2) Second Fundamental Theorem
· Any efficient allocation can be attained by a competitive equilibrium, given the market mechanisms leading to redistribution
· Separates efficiency and distribution matters
· Those supporting government intervention will ask for wealth redistribution policies



4 Main Normative Goals (Reasons for Government Intervention):

1) Economic Efficiency
2) Macroeconomic Stabilization & Growth
3) Fairness (Equity)
4) Other Social Objectives



4 NORMATIVE GOALS (Reasons for Government Intervention)

	ECONOMIC EFFICIENCY

Markets fail for 4 reasons:

Imperfect Competition
 Over/under consumption/production - DWL

Asymmetric Information
 Lack info relevant to purchase/production

Incomplete Property Rights (Public Goods)
 Goods/services that are nonrivalrous and nonexclusive are undersupplied
 Free-riding problem

Poorly Designed Government Policies
 Rent controls
 Complex tax systems
 Complex regulations
 Obstacles to exchange
 Obstacles to trade 

	MACROECONOMIC 
STABILZATION & GROWTH

Macroeconomic Policy is directed at 3 phenomena:

The Business Cycle
 Fluctuations in economic activity
 Expansion and recession

Unemployment
 Frictional – people take time to change jobs
 Structural – some sectors grow, others shrink; retraining required

Public Policy Issues:
How much unemployment insurance, how long?
Should government help retain workers?

Inflation
 Low, positive rate is better than zero inflation
 Wages/prices that are too high will decline toward optimal values as inflation erodes their nominal values

	FAIRNESS (EQUITY)

 Fairness is difficult to define

 Attitudes influenced by culture/environment

 Difficult to establish absolutes (cultural relativism)

 3 philosophical approaches to fairness:
· Utilitarian
· Social Covenant
· Procedural Fairness (or rights)

 Apply approaches to judge ethics of behavior

 Distinction and conflicts between individual-based and group-based fairness

 Tradeoffs between fairness and efficiency

 Perceptions of unfairness in the marketplace
· Perceptions of fairness easily manipulated
· Perceptions tend to be inconsistent 
· Attitudes can change with experience
	OTHER SOCIAL OBJECTIVES

 Support for strategically important sectors

 Support for innovation
 
 National culture

 Prohibiting labour-market discrimination

 Paternalism (Health and Safety) 
· Minimum drinking age
· Restrict # of liquor outlets
· Limit opening hours
· Increase minimum prices
· Minimum prices at peak times


JURISDICTION FOR GOVERNMENT INTERVENTION

Fiscal Federalism  – 	how public-sector tasks are allocated between different levels of government 

Guiding Principle  – 	tasks should be delegated to the lowest level of government that is capable of undertaking it efficiently

Roles of Federal Government:
· Provide services for which scale economies are significant (national defense)
· Implement policies that address equity and redistribution
· Prevent provinces from impeding trade and transportation across the country 

FAIRNESS, ETHICS, AND PUBLIC POLICY

Moral Relativism  – 	value systems differ across cultures; there is no way to determine that one system is better than another

Conventionalism  – 	(Cultural Relativism) moral principles are not absolute, but merely reflect customary practice. An act is morally acceptable if and only if it is permitted by social conventions

TRADEOFFS BETWEEN EFFICIENCY AND FAIRNESS

· Household income inequality is growing – only the rich are gaining
· Rising inequality is an inevitable outcome in capitalist systems because the rate of return on capital (held mainly by the rich) exceeds the overall rate of economic growth

Fuel Subsidies: Fuel Costs vs. Foreign Exchange and Budget

Rent Controls: Rental Costs vs. Housing Quality and Quantity

Unemployment Insurance: Income Protection vs. Work Incentives

Worker’s Compensation: Income Protection vs. Bogus Claims

Ozone Standards: Lives vs. Jobs

General Problem:
· Redistributive policies reward the disadvantaged
· Creates incentives to become (or appear to be) disadvantaged

Policies:
(Aiming to improve fairness without substantially reducing efficiency)

· Progressive income tax schedules
· Maximum wage rates
· Ceiling on executive pay as multiple of lowest salary
· Guaranteed income

PHILOSOPHICAL APPROACHES TO ETHICS AND FAIRNESS

Utilitarianism 
· States should be ranked according to total utility

Social Covenant 
· A system is fair if people would voluntarily agree to join it
· People will bargain for a contract that is fair

· John Rawls
· Original Position and Veil of Ignorance

Procedural Fairness
· A system is fair if the procedures followed are fair

3 Principles of Justice:

1) Equal Liberty
· Right to life, freedom of speech, right to assembly, right to vote

2) Fair Equality of Opportunity
· Positions in society should be open to all

3) Difference 
· Rules should benefit the most disadvantaged (maxi-min)

Benefits Principle 
· Fairness should depend on the distribution of net benefits to the affected parties’

Kant’s Categorical Imperative
· We are morally obligated to do, or not do
· “The Golden Rule”

John Rawl’s Theory of Justice
· Original Position and Veil of Ignorance
· A rule is just if everyone would agree to it given that they were made ignorant of their position in society
· Eliminates personal bias

Nondiscrimination Principle
· Individuals have the right to be judged on the basis of their abilities and other characteristics, not group membership



ETHICAL ANALYSIS
(Application of Philosophical Approaches)

PRELIMINARY STEPS

1) Identify the ethical issues
2) Identify stakeholders and how they are affected by a move

UTILITARIAN ANALYSIS

1) Identify alternatives
2) Identify consequences of each alternative
3) Evaluate net social benefits of each alternative based on its consequences
4) Choose alternative with highest net social benefit

MORAL RULES ANALYSIS
· Immanuel Kant’s Categorical Imperative

1) Alternatives
2) Consequences of each alternative
3) Identify any conflicts between rights/rules
4) Prioritize conflicts
5) Choose alternative that does best in terms of the priorities established

JUSTICE ANALYSIS
· John Rawl’s Theory of Justice 

1) Alternatives
2) Consequences of each alternative
3) Evaluate alternatives according to the 3 Principles of Justice:
a. Equal Liberty Principle
b. Fair Equality of Opportunity Principle
c. Difference Principle
4) Determine alternative that people would agree to behind the Veil of Ignorance



UNETHICAL BEHAVIOUR

Rationalization (Moral Disengagement)
· Allows people to commit fraud without seriously compromising their own ethical principles





1

Pleading Ignorance
Ignore/misconstrue consequences of the act

“I’m not hurting anyone.”

Shifting Blame
Diffuse/displace responsibility elsewhere

“Everybody does it.”

Advantageous Comparison
Comparison to a more flagrant act

“This is nothing compared to…”



Moral Justification
Re-construct as socially worthy or having moral purpose

“I’m protecting the company, employees, my family…”

Euphemistic Labeling
Using convoluted language to make act sound better

“I’m trying to level the playing field.”

Victim Takes the Fall
Finding faults with those impacted by the act

“They had it coming.”


· People are prone to cheating
· People are more likely too lie/cheat:
· If others do so
· If people from another social group are visibly breaking the rules

People will commit fraud when 3 conditions are met (Fraud Triangle):

1) Opportunity 
2) Motive 
3) Rationalization



COST-BENEFIT ANALYSIS

Cost-Benefit Analysis (CBA) 	Quantifying costs and benefits in monetary units and computing net benefits – based on utilitarianism 



Challenges of applying this formula:
· The choice of T may be unclear
· The choice of discount rate can be controversial
· Project may have scrap value (BT+1>0) or require disposal (BC+1>0)
· It may not be possible to quantify some benefits/costs using market prices (shadow prices)
Value of Life – May be unavoidable for assessing some projects

· Traditional Approach: Value of Life = Lost Earnings + Legal Expenses

· Modern Approach: Calculate Value of a Statistical Life (VSL)
· VSL depends on age, health, and income
· Value of Quality-Adjusted Life Years (QALY)


THE RULE OF LAW

Rule of Law	The legal principle that law should govern a nation, and not arbitrary decisions made by government officials

· Property rights
· Exchange of goods/services must be voluntary
· People must benefit from long-term investments

· Protection against personal attacks

· Universality
· Law applies to everyone, including government officials

· Contract enforcement

· Effect on economic growth 
· Regulation
· Tax compliance
· Corruption
· Freedom of information/speech




THE POSITIVE THEORY OF GOVERNMENT
(what governments do, and why they do it)

Lobbying 	The act of attempting to influence decisions made by officials in the government
(most often legislators or members of regulatory agencies)

· Hired the same way as people hire accountants to do their taxes
· Most charge $200-$300/hr
· Provide a “network of contacts”
· Becomes a system based on who you know rather than merit

Direct Democracy 		Voting by referendum on specific issues

· Rare in Canada at the federal and provincial level
· Exceptions: 1980 and 1955 – Sovereignty association for Quebec, 2011 – Abolish HST

Representative Democracy	Elected politicians make decisions
· More practical
· Politicians are better informed and can solicit advice and opinions of experts
· Voters have limited influence on policy

Representative and direct democracy can produce different outcomes (capital punishment, gun control)
· Representatives differ from the average citizen (income, education, socioeconomic…)
· Representative can draw on expert opinions
· Representatives are more susceptible to lobbying

Pairwise Majority Voting	Each alternative faces off against another alternative – most wins wins
· Project that is excluded from the first round is the eventual winner
· The agenda setter can pick the winner
· Pairwise comparisons can lead to an endless cycle – “Voting Paradox”

Approval Voting	Members vote for all projects they approve, project that receives most votes wins
· Members can express an opinion for every alternative

Point Voting		Members receive points that they can allocate to projects in any way they choose
· Reveals strength of preferences

Vote Trading		Members for coalitions to support each other’s proposals
· Provides way to resolve differences

Rank-Order		Restricted version of point voting used in clubs to choose MVP’s
· Not independent of “irrelevant alternatives”

· Voting may seem democratic, but it is not necessarily fair
· Some mechanisms fail to reflect strength of preferences
· Majority can gang up on a minority




[bookmark: _GoBack]THE CANADIAN BUSINESS ENVIRONMENT

Public policy
· Moderate the business cycle
· Control macroeconomic environment

Macroeconomic policy
· Keeps inflation and unemployment low 
· Promotes real income growth

GDP fails to recognize:
· Environmental externalities
· Household services
· Product innovation

Goods can be subcategorized:
· Primary Goods – agriculture, mining, fishing, energy…etc. 
· Secondary Goods – Construction and manufacturing

Concentration Ratio = % of industry accounted for by the largest firm(s)

Canadian Exports = 30-40% of GDP – mainly to US

Worldwide economic growth creates markets for Canadian products




FIRMS AND MARKETS

Profit 	= Revenue – Contractual Costs (inputs) – Non-Contractual Costs (opportunity cost)

Measures of Profit:
· Total monetary figure (NI)
· Rate of return on equity (ROE)
· Rate of return on shareholders’ assets (ROA)



Perfect Competition
Monopoly
Dominant Firm
Oligopoly
Monopolistic Competition


Increasing Competition          



	
	Perfect
Competition
	Monopolistic
Competition
	Oligopoly
	Dominant Firm
	Monopoly

	
	
	
	
	Dominant
	Fringe
	

	Prices
	Given
	Choice
	Choice
	Choice
	Given
	Choice

	No. firms
	Many
	Many
	2-20
	1
	Several to many
	1

	Products
	Homogeneous
	Differentiated
	Homogeneous or differentiated
	Homogeneous
	One or more

	Entry & exit
	Free
	Free
	Restricted
	Restricted
	None

	Equilibrium profit
	Zero
	Zero
	Positive
	Positive
	Positive
	Positive










Difficult to measure industry performance directly:
· Policy makers do not know demand/costs
· Industry participants are unlikely to reveal this information

Structure-Conduct-Performance Approach – infer market performance without cost/demand data


Structure
· # of firms
· Market shares
· Entry/exit
· Differentiation
Conduct
· Pricing/output
· Investments
· Product choice
· Degree of cooperation

Performance
· Productive efficiency
· Allocative efficiency
· Brand diversity
· Product quality

ENVIRONMENTAL POLICY AND EXTERNALITIES

Technological Externality	Actions directly affect the utility or production possibilities of other agents without a market in which the effects can be priced

Pecuniary Externality 	Actions affect other agents through prices 
	Does not change the utility or production possibilities

Coase Theorem – Externalities can be resolved by creating markets

Assumptions:
1) Property rights are well-specified
· It may be unclear who has property rights – they cannot be assigned to everything
2) Costless negotiation is possible
· Transaction and communication costs exist – costs increase with # of parties involved 
3) Assignment of property rights does not affect willingness to pay
· The assignment of property rights can affect willingness to pay – parties will compete to gain property rights – costly rent-seeking action

POLICY SOLUTIONS TO EXTERNALITY PROBLEMS

Internalize Externalities
· Perpetrators and victims are places under one management
· Impractical for far-reaching externalities (air pollution)

Quantity Controls and Standards
· Ceiling on total emissions
· Mandatory installation of pollution abatement equipment
· Monitoring/compliance costs
· Difficulties of imposing punishments
· Polluters have no incentive to exceed standards

Taxes and Subsidies
· Tax negative externalities (pollution)
· Subsidize positive externalities (pollution abatement)
· Simple administration
· Less susceptible to evasion
· Incentive to reduce emissions as much as possible
· Generate government revenue
· Subsidies increase government expenses
· More costly than a standard
· If optimal level of pollution is zero, a ban is simpler

Cap and Trade Systems
· Choose total quantity of pollution
· Issue permits to polluters
· Polluters can sell/trade permits 
· Tradable permits minimize cost of achieving total reduction
· Pollution “rights” seems morally wrong
POLLUTION – AN IMPORTANT NEGATIVE EXTERNALITY

Pollution Abatement (Reduction)

Short-Run	Only way to reduce pollution is to reduce output

Long-Run	Abatement may be feasible
· Install more energy-efficient equipment
· Install scrubbers to reduce emissions
· Carbon capture for major carbon emitters

GLOBAL WARMING

· Undeniable evidence of global warming and human contribution to greenhouse gas concentration

· Human contribution to global warming is largely disputed

Costs of global warming:
· Sea level rise
· Droughts and fires
· Spread of tropical diseases and pests
· Increasing severity of storms

Challenges in addressing global warming:

TRULY GLOBAL EXTERNALITY
· Requires coordinated action by national governments

MANY DISBELIEVERS 
· Canada: 42%		US: 53%	Britain: 55%

NO SENSE OF URGENCY FOR THE GENERAL PUBLIC 
· Distant, abstract, and disputed threat won’t seriously mobilize public opinion

TIME LAGS
· Takes at least a decade to significantly reduce emissions

GROWING DEMAND FOR ENERGY
· Developing countries
· New technology



COMPETITION POLICY

Per se Illegality	Merely engaging in the practice is illegal

Rule of Reason	Judgment depends on the consequences of the practice on a case-by-case basis

Competition Policy – Body of legislation and procedures used to promote competition/efficiency
· Deals with anti-competitive practices 
· Conspiracy to lessen competition
· Mergers and abuse of dominant position
· Predatory pricing
· Resale price maintenance
· Misleading advertising/deceptive marketing

COLLUSION 

· Collusion is profitable, but susceptible to cheating
· Per se Illegal – collusive contracts cannot be legally enforced (legal liability)
· Most prevalent in oligopolies – can also occur in monopolistically-competitive markets
· Incentive to cheat  # of firms 

Conscious Parallelism 	Price-fixing with one firm as the leader

Tacit Collusion	Multi-period game supported by trigger strategies

Incentive to cheat (increase output above assigned quota):


Increases with # of firms

Cheating may be deterred with a punishment strategy
· Requires 2+ time periods

THE GRIM-TRIGGER STRATEGY
· Most severe punishment
· All firms threaten to abandon an agreement and produce their non-cooperative (Cournot) outputs forever if any one firm ever cheats 

· It is rational for firms to produce their Cournot outputs if other firms do so too
· Punishment is not renegotiation-proof; firms may revert back after cheating and collude again

THE TIT-FOR-TAT STRATEGY
· Less extreme alternative
· Firms begin by cooperating, then mimic whatever other players did in the previous period

· Simple to implement and understand
· Never initiates cheating
· Never lets cheating go unpunished
· Does not hold grudge for long
MERGERS

· Merger transactions over $77 million must be approved by the competition bureau
· Threat of review can affect merger plans
· Alleged merger violations can be defended:
· Imports may provide adequate competition in lieu of domestic firms
· Efficiency gains (production, administration…etc.)

Three types of mergers:

HORIZONTAL 
· Same industry
· Same/similar products
· Same geographical market

VERTICAL
· Between firm that produces and input and firm that uses input 

CONGLOMERATE
· Different products
· Different markets
· Not vertically associated

HORIZONTAL MERGERS

· Face a trade-off between economies of scale and allocative efficiency from greater market power
· If market is unconcentrated, gain from EOS > gain from allocative efficiency

Measures of market concentration:

Four-Firm Concentration Ratio: 	(% market share of the 4 largest firms)

Herfindahl Index:  	(sum of squared % market shares)

· Concentration indexes alone are insufficient to adequately quantify welfare effects of a merger
Also depends on:
· Structure of costs (difference between firms)
· Degree of product differentiation
· Mode of competition (quantity or price)

· Firms gain more than consumers; firms not involved in the merger can gain even more


CORPORATE SOCIAL RESPONSIBILITY

CSR = acting in an ethical and transparent way that contributes to the health and welfare of society

Stakeholder Theory
· Managers have obligations to other stakeholders besides shareholders

Triple Bottom Line
· People
· Planet
· Profit

KENNETH ARROW
· Addresses issues relating to asymmetric information in markets, which creates incentive for the party with more information to cheat the party with less information

· Consumers have limited opportunities to learn:
· It is difficult to determine whether products are safe
· Products change rapidly
· Probabilities of failure or injury are unknown or unknowable
· Individuals cannot gain experience if a product kills them

· Emphasizes the importance of honesty and ethics in business to maintain public trust


· If government policy were perfect, there would be no need for CSR
· CSR can be effective to fill some gaps left by government

· CSR is not a complete substitute for government action

· Poor government policies may undermine business ethics 
· Complicated tax rules that encourage avoidance
· Rewarding lobbyists
· Soliciting bribes
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