Economics 103

Lecture # 2

Maximization

· The fundamental idea in economics has to do with motivation.

            - why do people do the things they do?

· This is what makes an argument economic …

  - all behavior is interpreted through this principle.

  - it doesn’t matter what your gender, race, religion, or neighborhood is.

· A Maximization Riddle:

· Can this explain why armies line up like this:

· Maximization     NOT the same as 

                      Nonsatiation.

Nonsatiation = more is preferred to less. 

       - you can be made worse off by more of something. 

However, for convenience, we’ll assume 

 more is preferred to less along with maximization.                 

· Maximization does not imply

    1. People are always correct.

    2. People are always cold and calculating.

What troubles people about this principle is the economist insists it is … universal.

It applies everywhere, always, and for everyone.

· What Does Maximization Imply?

· Scarcity.

· Recognize this guy?

· Why is Economics always in the news?

   - because we live in a world of scarcity.

   - scarcity implies there are always winners and losers to any choice.

              - eg. Price increases, sellers happy, consumers not happy.

· Scarcity …

        - cannot be legislated away any more    than gravity.

        - means that individuals will compete for things.

                 - competition takes on many forms:

                     markets, violence, sports, war, etc.

· Scarcity …

         - is not the same as rare. 

Something that is scarce is actually valued … people want more of it. 

Some thing that is rare is only limited.

Smallpox is rare, but it is not scarce!

· What Does Maximization Imply?

2. No other motivations allowed.

 - culture … 50-50 sharing.

 - stupidity … US invading Iraq

 - irrational … why firms are on the top floor.

 - psychic … why are commercials uninformative?

But this is very objectional …

· What about …

   a. Insane people?

   b. Criminal people?

   c. Terrorists?

   d. Altruism? 

· What Does Maximization Imply?

3. Equilibrium
· All Gains from Trade are Exploited in Equilibrium*    

    - no money left on the table

    - no good deals or bad deals at “the margin”

· Tonight when I go home, I’ll be sitting in this:

· Equilibrium implies…

  A. No Economic Profits.

       Expected Profit = Benefits – All Costs = 0

-profits drive people to change their behavior … therefore, not an equilibrium.

· only “normal” returns can exist in equilibrium.

· A profit in economics is “money on the sidewalk”.

· We are seduced by the idea of profits lying around everywhere.

 - someone must answer the spam emails.

 - Reader’s Digest

 -stuff on our windshield

· Maximization and Equilibrium suggest that if people tell you stuff for free, then it isn’t worth anything.

 - what is the interest rate (GNP ..) going to be?

 - Gold!

 - Word Perfect.

 - Cheating 101.

· One of my all time favorites:

· This idea is found in movies all the time:

                        PI

· But if Maximization is true, what must be true about stock market prices?

  - they must be a random walk.

 - in order to make above normal returns, you must have some inside edge …

                    Wall Street clip.

· But don’t economists make a living predicting the stock market, interest rates, pension/mutual funds, GNP …?

· we often act like we do, but how well do we do?

· Equilibrium implies …

 B. No Economic Policy

· this is a related idea.

· Economic theory can’t make us rich, and it can’t tell us how to save the world. 

Should we have:

   free trade, transferable fishing licenses, gay marriage, private property, takings clause, right to carry, abortion, flexible exchange rate, UI, …

· Saving the world is like finding $500 bills … it suggests we have the secrets to life.

- economics can provide insight into policy debates, but it cannot tell us what the right answer is.

Economists are mocked when they try to do this.

                                 - the three waiting at the pearly gates.

· So … Maximization implies no profit or policy…

               … maybe we should get a different first principle?

-Do people really maximize?

                -how did you come about your breakfast this morning?

                         - ever work in a firm?

And yet, how many had gasoline for breakfast?

· Belief in maximization comes from the first law of biology. 

Does anyone recognize this guy?

· Faith in maximizing behavior comes from the fact it is the only motivation that can survive.

Any other behavior will die out:

· Can people maximize without thinking about it?

       - Absolutely

                - closing hours

                - open grazing after civil war

                - trial and error

   Can people fail, even if they do think first?

      - Absolutely

             -my investments

· Why study Economics if the first principle implies we can’t save the world or get rich without working hard?

-we’re just here to understand the world, and if greed provides the best motivation to do that, we’ll use it. 

· we aren’t saying it is good or right, it just works.

                            - questions Ch. 2: 2, 3, 7, 8, 17.

