Economics 103

Lecture # 3

Substitution

· The Second Economic Principle in Economics is Substitution

· Another way of stating the principle of substitution is:

  Everyone has their price
Or

Nothing is sacred

Again, like maximization, this assumption is universal … it applies to all things we value.

· Example of Substitution are everywhere.

 1. I drive this:

2. I buy my clothes here

· I teach here:

· I’m not the only one who substitutes.

 I would tell my kids if they didn’t eat this:

· Other examples:

· There may be social sanctions to substituting:

          - speeding, driving an unsafe car.

          - custody and bad marital behavior

Sometimes we bind ourselves not to substitute

       - promise spouse to “forsake all others”

       - promise parents to study and live off campus.

       - set your alarm on other side of room.

· Objections to the Principle of Substitution

· Not everyone is willing to make the same trade off.

           - they don’t have to.

           -this is the meaning of “different tastes”

                          -the old Rabbi/Priest joke

We don’t even assume your willingness to substitute (trade) must be constant over time.

2. No one will substitute a necessity.

      - the principle doesn’t say how much.

      - just says that you will …

          -insulin for diabetic … 

                                               exercise and diet.

But what about your own  … life?

       - have you ever … smoked, driven too fast, taken an unsafe short cut, eaten fast food, engaged in unsafe …

     sports, etc. 

       - living wills forgo excessive medical treatment for lower insurance premiums.

You substitute an expectation of a lower life for goods all the time.

But would you ever accept something to kill yourself?

       - most would not, but this doesn’t mean your life has infinite value … it just means you can’t enjoy the payment.

      - “the problem isn’t multiplying by infinity it is dividing by zero.”

Still, for those considering suicide …

     -incidence is highest in 13th and 25th month of life insurance policy.

    - lowest in the 11th and 23rd months.

· But what about your mother’s life, or your child’s? Would you substitute on these margins?

  - again, we do it all the time.

  - a good job offer will take you from your parents.

  - I let my daughter go to Europe at 14.

            - Northwest Hospital. 

· I’m always amazed at how little it takes for people to substitute.

       - Mcinnescreekpress.

3. What if you don’t care, or can’t distinguish between two things?

         - then we say you are indifferent.

            - when you are indifferent you are willing to let someone else choose for you.

4. What if you don’t make consistent trade-offs?

         - not allowed, we assume you do.

         - transitivity

         - this is all we mean by “rational behavior.”

· Implications of Substitution.

 1. “Need” is not an economic concept.

               - no priority of consumption.

               - people consume a variety of goods, even at a low income.

2. The willingness to substitute (sacrifice) is the only observable measure of value.

To value something is to say you are willing to sacrifice for it.

Talk is cheap, but the action of sacrifice speaks louder than words. 

