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LECTURE 1:  INTRODUCTION

	INTRODUCTION

In MN3170, you were concerned primarily with microeconomic theory.  In general, microeconomics is the study of scarcity.  How do we use our limited resources to satisfy unlimited desires most efficiently.  With scarcity, these decisions involve trade-offs.  If our limited resources are fully employed, we must give up something in order to obtain more of something else.  Microeconomics develops tools to address problems of scarcity wherever they arise.
	OUTLINE
INTRODUCTION




The two most important tools are marginalism and opportunity costs.  The appropriate measure of cost is what we must give up to obtain more of something else.  Furthermore, in making these trade-offs, it is important to think in terms of marginal costs and marginal benefits, not total or average costs and benefits.  Most of MN3140 was spent in describing how these general principals could be used in different situations to find an efficient allocation of resources across alternative uses.

Efficiency
Spent most of the quarter using these concepts to examine how competitive markets operate.  In particular, focused on three questions:  what, how and for whom.  Found that perfectly competitive market economy provides efficient answers to each of these questions, where efficiency is defined as maximizing the total value consumers obtain from the goods and services produced by the economy.  What:  a competitive market economy produces the mix of products that maximizes the value received by consumers.  How:  profit maximizing firms use inputs so that there is no way to increase the output of one industry without decreasing the output of some other industry.  For whom:  The products are distributed so that it is impossible to make anyone better off with out making someone else worse off.

If any of these conditions are violated, we have not used our limited resources in a way that maximizes the total value received from the goods and services produced.  For example, if products are not distributed efficiently, utility for at least one person can be increased without reducing utility for anyone else.  Clearly not redistribution output would be inefficient.  Similarly, if inputs are distributed inefficiently across firms, we can increase the output of at least one firm without decreasing the output of any other firm.  If consumers gain any positive net value form this additional output, the original distribution of inputs would be inefficient.  (More on this next class.)

Also noted that perfectly competitive markets ensure efficiency, but not equity.  Given a distribution of income, we can't make anyone better off without making anyone else worse off, but the distribution may be inequitable.

Can illustrate with a PPF.

This quarter we want to use the tools we developed in MN3140 to look at policy analysis issues, particularly Cost-Benefit Analysis and Cost-Effectiveness analysis.  Why do we need to use CB/CE analysis?

Private sector vs Government sector.

Public sector policies typically justified on the basis of reducing market distortions:


redistribution  =>  may distort input/output mix over time,


imperfect competition  =>  firms produce the wrong mix of outputs,


externalities  =>  wrong output or input mix,


public goods  =>  private producers under-supply public goods,


price controls  =>  distorts output/input/distribution over time.

Model of perfect competition sets up an ideal from efficiency point of view.  This quarter we will spend time examining these distortions and alternative government policies to address them.  Some of the main questions we will address are:  is government intervention justified, what is the appropriate form of government intervention, and does government intervention introduce more problems than it solves?

Two approaches to C-B:  Text Book vs OMB A-94

Text Book CBA Steps

1. Specify the set of alternative projects

2. Decide whose benefits and costs count (standing)

3. Catalogue the impacts and select measurement indicators

Willingness to pay

Aggregation issues-distribution of wealth

Jurisdictional issues-spillovers, unacceptable preferences, future generations

May be subject to political lens

4. Predict the impacts quantitatively over the life of the project

5. Montetize all impacts

Some benefits are hard to quantify/monetize (qualitative CBA/Cost-effectiveness)

6. Discount benefits and costs to obtain present values

What discount rate?

Undertake all acceptable projects/exhaust budget?

7. Compute the net present values

Multiple goals

Distributionally weighted goals

8. Perform Sensitivity analysis

Uncertainty

9. Make a recommendation based on NPV and sensitivity analysis

Can’t use B/C ratio if different scales

Have to consider interactions between projects (exclusion/synergy)

OMB Circular A-94 attempts to provide guidance to standardize these issues for government CB,

General Principles 

a. Net Present Value and Related Outcome Measures 

b. Cost-Effectiveness Analysis 

c. Elements of Benefit-Cost or Cost-Effectiveness Analysis 

Identifying and Measuring Benefits and Costs 

a. Identifying Benefits and Costs 

b. Measuring Benefits and Costs 

Treatment of Inflation 

a. Real or Nominal Values 

b. Recommended Inflation Assumption 

Discount Rate Policy 

a. Real versus Nominal Discount Rates 

b. Public Investment and Regulatory Analyses 

c. Cost-Effectiveness, Lease-Purchase, Internal Government Investment, and Asset Sale Analyses

Treatment of Uncertainty 

a. Characterizing Uncertainty 

b. Expected Values 

c. Sensitivity Analysis 

d. Other Adjustments for Uncertainty 

Incidence and Distributional Effects 

a. Alternative Classifications 

b. Economic Incidence 

Special Guidance for Public Investment Analysis 

a. Analysis of Excess Burdens 

b. Exceptions 

Special Guidance for Regulatory Impact Analysis 

Special Guidance for Lease-Purchase Analysis 

a. Coverage 

b. Required Justification for Leases 

c. Analytical Requirements and Definitions 

Related Guidance 

Implementation

