Lecture 2: Trade, Prices and Efficiency

1. Efficiency

a.

2. Trade

A Pareto improvement (hereafter justmprovement) is a change that makes somebody
better off without making somebody else worse off.
I. A strict improvement makes everyone better off
il. An improvement makes somebody better off without making someleisly
worse off.
iii. All strict improvements are improvements
V. Improvements are good—why throw away the possyalitmaking somebody
happier?
(1) whatif it causes envy?
(2)  well, when you take the envy into account, therhgps it isn’t an
improvement.
A situation isefficient if there are no improvements available, thatheré is no way to
make somebody better off without making somebodyg iorse off.
I. Standard economists’ definition of efficiency.idtvery weak.
(2) Even if we could makeveryone except the king better off at the expense
of the king, we would still call the status quoi@#nt by this definition.
il. It is a minimal definition of goodness. If youtwation is not efficient, then it is
pretty bad—it is like you are throwing an opportyraway.

Trade between people may be defined as individuals lgugimd selling goods and

services with each other.

I. Usually, we use money, and the stuff we trade hasca measured in money.
For example, a shirt might cost $40 and a meal tgkt $20: their prices are
$40 and $20.

il Barter is where we trade without using money---just staffstuff. There's still a
price here, it is just measured in stuff. If werevpist bartering shirts for meals,
the prices would be 2 meals for a shirt, or hahat for a meal.

Trade enables peopleto get together and make each other better off.

I. If I am good at baking but not sewing, and yougwed at sewing but not baking,
then individually, we would be deprived of eithe@ogl food or good clothing.
However, if we trade with each other, then we ca#ddh produce twice as much
of the thing we are good at, and none of the tiwegre bad at, and trade with
each other so that each of us has both good fodd@od clothing.

il. This is the miracle of the market: markets alloaders to get better off, and in
principle, all traders can win.

Voluntary interactions occur only with the consent of alltige: If trade is voluntary,

then it cannot make a trader worse off---s/he\watldn't trade. So, voluntary trade can

only make traders better off.

If the market issimple (in a specific way, defined below), then if thesea way for

traders to be better off, then allowing them talé&ravill take advantage of it.

Themiracleof trade: repeated tradein a simple market yields efficiency.

I. That is, traders left alone in a market can getffinient outcome. Nobody
would wonder why a possibility to make everyonddyedff goes unexploited---
trade always exploits such possibilities.

Another miracle is that under very general condgidhere is a set of prices (in this

example a price for food and a price for clothisggh that if we trade at these prices, we

will end up with an efficient situation. That there is a set of prices that, if we all faced



g.

them, would yield an efficient outcome.

Yet another miracle, is that snmple markets (described below), private markets with no

government intervention and free trade between lpaegults in exactly this set of prices

(the efficient set of prices).

I. This is the classic story for why government inggrion in private markets might
be bad: if governments just leave people aloneattetin simple markets, then
people will trade to reach an efficient situatiddowever, if governments
intervene to change the price for any good, themtlarket will NOT deliver
efficiency.

Prices, Market Clearing and Efficiency

a.
b.

d.

e.

Theprice of a good is the rate at which it can be tradedtber goods.

When we trade, there is a price underneath the texckn if there is no money and the

trade was just barter.

Themarket-clearing price is the price that would ‘clear the market' in$base that:

I. everybody who wants to buy at that price has boegattly how much they
want; and

il. everyone who wants to sell at that price has saddty how much they want.

If prices do not clear the market, then there mapiessure on the price, upwards or

downwards, until prices do clear the market.

The First Fundamental Theorem of Welfare Econorfdescribed below) states that if

markets are simple (described below), then the etalkaring price yields efficiency.

Taxes and inefficiency

a.

Taxes do two things: they raise money for govemine do stuff; and they change the

prices of things.

I. Raising money is obvious: government gets the naedérom the tax;

il. Changing prices is subtler: the GST raises theef goods and services;
income taxes raise the price of labour for firmsocguse workers get less than the
advertised rate); excise taxes change the prieé&cohol and tobacco.

If taxes change prices, then people may changelibbaviour. Here, we say that the tax

maydistort my actions. If the tax reduces the amount of mdrgeet from working, |

may work less. Maybe | would stop working entirely

I. Imagine that | stop working entirely. If | hadabj it was revealed that my
services were worth at least my wage to my emp|amat my time was worth my
wage to me. The arrangement is ‘worth it’.

il. But, if the government taxes my income, it putseslge between what my
employer must sacrifice to get me and what | geodbmy employer. An activity
that is ‘worth it’ to undertake does not get undken.

iii. The inefficiency here is that everyone could bedvaiff if the government just
told me ‘you have to pay X$ in taxes whether youkaar not'.

If you want to prove that a situation is inefficieall you have to do is show that a pareto
improvement exists.

a.

So, the inefficiency of taxation is demonstratedgpelling out the pareto improvement
(tax without changing prices as above).

I. But, typically, this option is not available to thevernment.

il. A demonstration of inefficiency should uséesasible pareto improvement.

Try another example of demonstrating inefficien&g, a monopolist charges a lot
produce a little.

If they would just sell more stuff ‘at-cost’ to mimasers committed to their initial
monopoly-price purchase, then all the purchaserdetter off, and the monopolist is no



worse off. So, monopolies are inefficient.
I. But, this option is not available to monopolists.

We can also think of efficiency in terms of the skthings that are possible.

a. Draw picture of you and me and our happiness, aaw d line to define the most
happiness we can each get, given how happy the isthe

I. There is a trade-off, perhaps because we are ghsome stuff, or doing stuff
together or what-have-you.

il. The edge is called tHeontier.

iii. Efficiency requires that we be on the frontier.

iv. It does not require that we are both very happst, oat given how happy each is,
we cannot make the other more happy.

First Fundamental Theorem of Welfare Economics. Markets deliver efficiency at the market-
clearing (competitive) price if the marketssnple. A simple market satisfies:
a. Perfect Competition

I. price-taking; large number of individuals and firregual power (of zero) for all
individuals and firms. Individuals and firms tatkes prices of things as beyond
their control, and just make decisions as if thasees fell out of the sky.

(1) monopolists are not price takers; they are in ssemse ‘price-setters’.
b. Complete Markets

I. you can buy and sell anything, eg, all types aififes and insurance contracts.

Q) nobody will see me insurance for journals rejectimgpapers.
C. No Externalities

I. action taken by an agent cannot affect other agertept through prices

(1) | drive to work without taking into account the preoming from my
tailpipe that is then breathed by Fraser Valleydesss.
d. No Public Goods

I. public goods are can be shared without cost, and cannot beiowtwsexclusively,
and no agents can choose not to consume.

(1) clean air can be shared nearly freely, cannot ereaclusive and cannot
be denied (except in Total Recall).
e. No Increasing Returns to scale.

I. If returns to scale are increasing for a firm, ceiitpve firms don’t know how
much to produce; the industry will be monopolisgdhe biggest producer (see
Perfect Competition).

f. Perfect Information

I. everybody knows everything about commodities amncepr

(2) perfect knowledge of quality (health, education?)
(2) perfect knowledge of prices (all of them, for aliadjties)
3) perfect knowledge of qualities and prices in there. (savings).

il. eg, firms don’t know who is sickly and who’s hegltlso they don’t know what
price to charge for insurance policies to peofdlkey charge a fixed price
independent of your health (which they can’t obsgrso healthy people don’t
buy any because it seems too expensive. used cars.

The miracle of efficiency:

a. Market-clearing prices reflect social costs forpaiksible goods deliver efficiency.

b. This means that even if you start very far frome#ficient allocation, markets get you to
an efficient allocation.

C. For example: SITUATION A: | have beer, you havelsyi cheese. 1 like stinky cheese,
you like beer. Clearly, this is not a very gooldedtion of goods. Propose an alternative



10.

f.

SITUATION B: wherein | have all the cheese and pawe all the beer. A is inefficient
if B is feasible.
Imagine now that SITUATION A holds, and that thesa price, eg, 1 pound of cheese
per pint of beer, that we can trade at.
I. | may want to sell 2 beer to you at this price; yoay want to sell 10 pounds of
cheese to me at this price.
il Since trade is voluntary, only 2 beer and 2 powntisransact.
iii. You will feel that you didn’t sell ‘enough’ cheese.
Iv. This trade is an improvement—atfter all it was vééup and we did it.
V. But is it efficient?
Vi. The price didn’t ‘clear the market’
(1) the marketlears when everyone who wants to buy and sell stuff ang
sells exactly as much as they want to at the gpriog.
(2) themarket-clearing price is the price at which the market clears.
The Theorem above states that if we trade at thikehealearing price, then we will get
an efficient allocation
I. It will not be possible to arrange any switchestoff that makes everyone better
off.
It sounds like that Theorem is just about tradingds, but it is covers the case where
agents both produce and trade goods.

One can think of the “if conditions” in the Theora relating to the nature of prices. (This is
how Landsburg thinks about it.)

a.

b.

C.

f.

Perfect competition implies that nobody—neitherdauyor seller—can influence the

price.

Complete markets implies that there is a priceef@rything. (Lives, slums, futures

contracts on shrimp dumplings, everything.)

No externalities implies that all the agents ateldby a goods consumption either pay or

collect the price. | buy gas from a gas statiBut folks who breathe in the carbon

monoxide neither pay nor collect any part of thegar

I. Alternatively, we may say that the price coversfthiesocial cost or value of the
good. If the good has no consequences beyondhere my value is sufficient.

No Public Goods implies that if | consume a gobeéntsomeone else cannot. If they

could, then they would consume it without paying price.

No increasing returns implies that there are nanaaimonopolies that exert power on the

price.

I. If there were increasing returns, it means thabigeroducer can produce
cheaper than the small producer. In this casayithproducer wins. But a big
producer is, by definition, big, and can influeriice price.

Perfect information implies that everyone knows hbe price connects with quality, and

that everyone knows every price for every good.

Market Failure

a.

b.

We cannot count on markets to deliver efficiencgny of the conditions above does not
hold. For example, if there is a public good, thesrkets may not deliver efficiency.

We often think of these failures market-by-marleateh though the theorem does not).
So, we think about a market failure for pollutidie¢ause there is an externality on other
people), and we think about an inefficient quantityollution in the economy.

However, one cannot really isolate a market lika-ththe inefficiency in that market

may cause inefficiency in all the others.

But, market-by-market thinking will dominate how tvg to correct market failures.



