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Value and Distribution since Adam Smith

· Adam Smith (1723-1790), usually considered founder of classical political economy (now economics)
· His work was known for philosophy
· A self-organized economy
· An Inquiry into the Nature and Causes of the Wealth of Nations (1776, 1790)
· Theory of Moral Sentiments (1759)
· Not the first to think about what would now be considered economic issues
· Medieval scholastics: just price, condemnation of usury
· Normative, not positive – what economic behavior is sinful
· Get rid of the urge to commit crimes
· Be as self-efficient as possible
· People in commerce are one step away from piracy 
· Mercantilists – “mercantile system of political economy” named (and condemned by Smith) – balance of trade – conflict – trade as zero-sum game – politicians are instinctive mercantilists
· To increase the wealth of their nation
· Physiocrats – Francois Quesnay (1694-1774), Jacques Turgot – Les Economistes 
· Natural resources, natural law – “primary sector” (agriculture, forestry, fisheries) – “laissez-faire” (Turgot)
· Letting natural law work out itself
· The GDP of a country comes from the natural resources of the country
· Labour simply produced a value equal to its cost
· Net product (surplus) – Single Tax
· Contrast Smith: annual product of labour, not stock of precious metals (mercantilists) or surplus from agriculture (Physiocrats) – flow, not stock – productivity of labour – flow of consumption per person
· Smith: Division of labour
· Pin Factory: 3 sources of productivity gain
· The principle which gives rise to the division of labour – inherent instinct to “truck, barter and exchange” – butcher, baker, brewer
· Only human beings make exchanges
· Contrast to Aristotle: exchange natural; differences among people the result of division of labour, not the cause – “vanity of the philosopher” 
· Thomas Hobbes, Leviathan (1651) – social contract – war of all against all – life in state of nature “nasty, brutish and short”
· Smith, Theory of Moral Sentiments (1759) – as if observed by an impartial spectator; Wealth of Nations “invisible hand”


“The division of labour is limited by the extent of the market”
· 1707 England and Scotland form United Kingdom
· Brexit from European Union
· Referendum on Scottish independence
· The real price of anything is the toil and trouble which enables someone to avoid
· Labour commanded, not labour embodied
· Cost of production – deer and beaver example (for simple state of society, nocapital or private ownership of land)
· “Invisible hand” (mentioned once in Wealth of Nations) guides allocation of resources
· Market price versus natural price
· Natural price: just covers necessary costs of production, leads to unchanged output –no entry or exit
· Smith, following John Law: water/diamond paradox
· Malthus, Ricardo: margin of cultivation
· Ricardo (1817) – Corn laws
· Ricardo comparative advantage – mutual gains from trade
· Portugal: 80 person-years per unit of wine, 90 per unit of cloth; England 120 per unit of wine, 100 per unit of cloth 
· Smith: real wages in growing, stationary and contracting economies 
· Importance of growing wages fund (e.g. England), rather than large wages fund (e.g. China) – disaster of shrinking wages fund (Bengal under rule of East India Company)
· Smith: Can keep wage high as long as wages fund grows faster than population – importance of thrift, small government
· Malthus (1798): Can increase capital stock as fast as population, but endowment of natural resources fixed, so diminishing returns in farming – better as historian than as prophet (so far) – offset by technological change and by New World
· Marx (1867) – Labour theory of value
· Value in use, value in exchange, value as such
· Surplus value
· Menger (1871), Jevons (1871), Walras (1874): marginal utility – subjective evaluation – utility maximization
· Walras: markets linked through budget constraint 
· Marshall (1890): diagram
· Pareto efficiency
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Elasticity
· Recall: Elasticity of demand is how sensitive quantity demanded is to changes in price
How to measure?
· ED = % change in q/ % change in p
Alternate definition of elasticity
· Suppose we have the following demand equation: p=a-b-q
· The formula for the ED = P/Q (-1/b)
· eg) suppose you’re giving p=2-1/3q, what is elasticity when p=1?
· First, rearrange to get q on the LHS: p=2-1/3q (5)
· = 5p=10-q, q=10-5p, q= 10-5, q=5
· Ed=1/5(-5) = -1
· What do these numbers mean?
· Inelastic: If -1<ED<0, qD is not very responsive to change in price
· Unit Elastic: If ED =-1, then we have unit elasticity, if price goes up by 1, then qD falls by 1
· Elastic: If ED<-1, then we have elastic demand
· Note: If ED=0, then demand is vertical and is called perfectly inelastic
· Note: If ED= -infinity, then demand is horizontal and is called perfectly elastic
· Q: You own a bar, but want to make more money. Your bouncer thinks that reducing the price of drinks will increase revenue; your bartender, on the other hand, believes that raising drink prices will increase revenue

Elasticity of Supply
· How sensitive qS is to price changes
· Eg) AK-47 vs tactical nukes

Supply for AK-47s
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                           Supply of tactical nukes
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· Lesson: per-unit cost of production determines elasticity of supply. The lower the costs, the more elastic.
· Extreme case: Pablo  Picasso’s paintings
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· For demand, elasticity of demand is driven by:
· A) How necessary the good is (the more necessary, the more inelastic)
· B) If there exist substitutes (the more substitutes, the more elastic)

Slave Redemption
· 4000 slaves in Sudan
· Idea: buy them, then free them
· Ideal scenario:
· Slave market:
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Taxes
· Q: If you were a benevolent dictator (Kim Jong Un), where would you set price, quantity?
	   P








Q
· Q: With a $2 tax on weed, what happens to consumer surplus (CS), producer surplus (PS), and government revenue? 
· CS+PS = TS
· Tax Revenue = $2 (amount sold) = 2xq*
· Deadweight loss is the surplus that a market losses due to government intervention, or a market imperfection
· Eg) Suppose that initially, the market’s equilibrium is p*=30 and q*=1000. A tax of $1 a gram is imposed, causing the following: 30.5 - 29.5 
· Q: What is the original CS and PS, and TS?
· CS = (1000)(80-30)x1/2 = $25000
· PS = (1000)(30)x1/2 = $15000
· TS = $25000 + $15000 = $40000
· Q: What is the CS, PS, tax revenue, ^ total surplus under the $1 tax? 
· Tax Revenue = $1 x 900 = $900
· CS= (900) (80-30.5) x1/2 = $22,275
· PS = (900 (29.5) x1/2 = $13275
· TS= CS + PS + Tax Revenue
· = 22275+13275+900 = 36450
· DWL = (Original TS) – (new TS under tax)
· =
· What about a tax on consumers?
· Its basically the same deal! All that matters are the demand & supply elasticities
· Second case: Marijuana, tax consumers
· Point: Whether it affects producers or consumers, the result is the same 
· Extreme: Consumers love your pizza so much that why will always buy it, no matter what. The demand is perfectly inelastic
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Quotas
· Limit of how much you can produce in a market
· Trudeau threatens Lougheed
· In the 1970s Trudeau created implemented oil policy that basically created Petro Canada
· Peter Lougheed challenges Trudeau saying you can’t implement sanctions on the oil in Alberta
· Trudeau responds with the Federal government controls trade
· Mao implements quotas in China
· Saudi Arabia, with OPEC, controls crude oil
· Control 40% of earths crude oil supply
· Determine the gas prices
· Quotas are often used in agriculture, so are subsidies 

The question of poverty 
· The EU, 40% of the EU budget is used to subsidize farmers
· One solution?
· Get rid of farm subsidies in rich countries
· Australia and NZ have done this
· One problem? Emergencies

Subsidies 
· They are reverse taxes
· Tax payers is the DWL in subsidy
· This is stark and stunning in centralized economies (Soviet Union)
· 
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Midterm 2
· Chapter 5,6,8 

How do we allocate resources?

Richard Nixon
· Watergate
· Gave orders to spy on democrats
· Price shocks

Rent controls 
· A policy which limits landlords charge for rent
· Landlords do not want to offer accommodation at below-market rates
· Less rental property on the market
· Shortage
· Landlords don’t maintain apartments as well
· Rent control is an example of a price ceiling

Eg) Now, let supply : p=q, demand : P=20-q
· (1) Find equilibrium
· Supply = Demand: q=20-q, 2q=20, q=10
· (2) Find CS, PS
· CS = (20-10)(10)(1/2) = $50
· PS = (10)(10)(1/2)= $50
· TS= PS+CS = $50+$50 = $100
Now let’s introduce a rent control of p=5
· (1) Find q
· Take the equation for supply, and plug p=5 into it => q = 5
· (2) Find p
· To find P, take the equation and plug q=5 into it => p=20-q = 20-5 = 15
· (3) Find PS
· PS = 1/2bh = ½(5)(5)=12.5
· (4) Find CS
· CS = 1/2(5)(20-5) + (5)(15-5) = 12.5+50 = 62.5
· (5) Find TS
· TS = 62.5 + 12.5 = 75
· (6) DWL = Original TS – New TS
· 100-75 = 25
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$15 Minimum wage 

Standard Argument
· Minimum wage makes it too expensive for businesses to hire people
· So, businesses fire people, and shut down, scale back, or switch to machines
· Result? Less output, more unemployment
However,
· There’s mixed evidence that minimum wages cause job losses
· Card & Krueger (1994)
· Compolieti, Fang, and Gunderson (2005)

Price Ceilings
· What relationship does that have to starvation in the Soviet Union?
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Price floor
· A price floor is a legally mandated minimum price
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Numeric Example
· In the market for labour
· Supply: w=L
· Demand: w=20-L






	

· What are CS, PS, and TS under a free market?
· PS = bh x 1/2 = (10)(10)x1/2 = $50
· CS = bh x 1/2 = (10)(20-10)x1/2 = $50
· TS= CS + PS = $50 + $50 = $100
· Now, the government enacts a min. wage of $15. What are CS, PS, TS, DWL?
· 1. Find L (equate demand curve to 15) : 15 = 20 – L, L + 15 = 20, L = 5 
· 2. Find W (equate supply curve to 5): W = 5
· 3. Find CS: CS = bh x ½ = (5)(5) x 1/2 = 12.5
· 4. Find PS: Rectangle + Triangle  = bh+ bh x ½, = (5)(10)+(5)(5)(1/2)= 62.5
· 5. Find TS: CS + PS = 12.5 + 62.5 = 75
· 6. Find DWL: 100 – 75 = 25

Minimum Wage Empirical Evidence
· Card & Kruger (1994), American Economics Review
· 410 Fast Food restaurants in neighbouring states: New Jersey & Pennsylvania
· In NJ, there was a min. wage increase
· In PA, there was none
· Method: Phone fast food companies and ask how many workers they employ
· Answer: Min. wage in NJ had zero effect on employment 
· Compolieti, Fang, & Gunderson (2005)
· In the 1990s, there were 24 min wage increases across Canadian provinces
· Result? A typical min. wage increase causes a 6% drop in youth employment
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