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Economics Is aboubehaviour

It Is about how people make choices

Microeconomicexamines individuabehavioun firms and
households

Macroeconomicgxamines economic aggregai@éscome,
output, employment, and so dribehaviouron a national

scale
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Economics Is central to policy

Economicauses a simple, logical, consistent framework, with transparent assumptions,
to analyse policy problems and the effects of policy changes

It uses criteria to assess the efficiency and equity impacts of policies

Many of the familiar words used in policy analysis are econdmigincentives,
tradeoffs opportunity costs, costenefit analysis

Economics is particularly useful to frame policy questions and solutions when there is
little empirical evidence

Economi cs does not have all t hhe answer s
é butit is the starting point for thinking abopolicy

So we will start by understanding the economic way of thinking



What we will talk about today

ne economic way of thinking

ne rationales for government intervention

Policy levers

Policy decisioAamaking
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The economic way of thinking
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Scarcity Is everywhere

Everything is scarceeven things that seem abundant are finite and limited

Scarcity means we need to make choices about how to use scarce resources
such as time, money, water, air

Scarcity Is a fundamental principle in economics

It leads to further principles
Institutions! rules guide choices
Constraintg all choices are constrained
Tradeoffsi making choices involves weighing alternatives
Opportunity cost the cost of a choice is the next best alternative forgone



|l nsti tuti ons
of the gameo

Scarce resources are inevitably eve
exploited when there are no rules

Rules create costs and benefits to
affect incentives and behaviour

Different institutions have different
effects

Institutions can be assessed on thel
effectiveness, efficiency and equity

Comparative institutional analysis is
the heart of policy




Choice Is constrained

Scarcity means that all choices a|,.I o o
constrained "ENTY .
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Policy choices are often e
constrained by budget availabilit
or political feasibility



Choices Involve tradeoffs

Using a scarce resource forone [
purpose means it is not being usec
for another

Ime, attention, and money are
limited so choices involve
tradeoffs

Most policy choices involve
tradeoffs



Every choice has an
opportunity cost

Scarcity means that the opportunity
cost of a choice Is the value of the
best alternative forgone

The cost of something is what you =<
have to give up to get it §

Deciding In favour of one option ‘
always means deciding against so |
other option (the opportunity cost)

All policy choices have an
opportunity cost
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People choose purposively

People make the best choices they can, in the circumstances, to maximise
their interests

Rationality means people in general act in relatively predictable ways to
further their interests this Is core to policy design

But someti mes peopl edbs deci si ons
unconscious biases

Rationality is a fundamental concept in economics

It involves further principles
Incentives - people respond to incentives
MarginalityT people choose at the margin
Information- people geth
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People respond to
Incentives

Both positive and negative incentives affe
peopl eds choi ces a

Responses to incentives are generally
predictable because people usually pursu
their seltinterest

Policy changes behaviour by altering
Incentives through rewards and penalties

Understanding the incentives people face
crucial in predicting responses to policy




Economic thinking Is
marginal thinking

Marginal changes are incremental
adjustments in activity

People compare the costs and benefits
each additional unit of activitggextra
slice of cake vs extra kilo weight

At some point, the marginal cost will
equal the marginal benefithis is the
optimal level

The opti mal | ev el
policy seeks to reducedpollution,
smoking) is not zero because it become
too costly to eliminate relative to the
benefits




People get just enough

Information

Like other resources)formation Is
scarce

People try to get the best informatic
they can

But information is never perfect

So all decisions are made under
uncertainty

Policy decisions are fraught with
uncertainty




P

Mar ket s wor ké mo st o™

Specialisation Peoplespecialisen what they do best
Trade- Trade makes both parties better off
Price- Price Is a signal that brings goods to market

Markets- Trade allows scarce resources to be used
efficiently
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Peoplespecialisan what
they do best

Peoplespecialisevhere they have a comparative
advantage

They trade with other people wispecialisen
producing other things @

Everyone consumes goods and services prod
by many other people in New Zealand and arc
the world

Trade allows everyone to enjoy a greater quantity
and variety of goods and services

The principle of comparative advantage applies to
countries as well as people

ipanz
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Trade makes both parties
better off

Trade occurs when a buyer is willing
to pay a higher price for a good tha
] t 0s worth to th

Trade creates value for both parties

The difference between the price paid
and the price the buyer was willing to
pay Is theconsumer surplus

The difference between the price paid
and what the seller was willing to
accept ie to cover all costs) is the
producer surplus




Price Is a signal that ipanz
brings goods to market

Trade between buyers and sellers sets pric

Prices rise and fall to reflect shortages and
surpluses

Prices changes act as signals between
consumers and produceet he ni nv

hando | _—
Higher prices are a signal to suppliers to | ) )
expand production to meet higher demand w/

Lower prices eliminate a surplus of goods it
the market
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Trade allows goods to be used efficiently

Trade moves goods to the person who values them most leghymarket is allocatively
(Pareto) efficient

Other measures of efficiency used to assess policy include productive effidlemeglie of
output relative to the value of inplisnd dynamic efficiency (incentives for technical progress)

But the outcome of an efficient market may not be fair

One or more Amar ket f ail ur e-gedbmostsnarkpes wakrpeettyl vy
well most of the time

If a market failure is bad enough, it may warrant government intervéntidhe government
can do better

The market requires other institutions to operate effectively +
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The rationales for government
Intervention



Externalities lead to too much
harmful and too little
beneficial activity

Generators do not bear the

costs/enjoy the benefits of their
activities

Policies seek to make generators b "
the full costs of their activities

Market mechanisms

Cap and trade
Taxes/subsidies

Non-market mechanisms
Regulation
Information, suasion




There Is no Incentive for the
private sector to provide
public goods

Public goods araonrivalrousin
consumption andonexcludable

The government can provide public
goods with taxesegnational defence)

Local public goodsdgstreetlights) are
provided by councils

Club goods are provided by members
(who may tolerate freaders)



Imperfect information -
makes it difficult to make P putrition Facts
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Firms with market power can raise prices

Firms have market power when consumers have no substitutes
and there are barriers to entry by new firms

Consumers lose more than monopolists gain from market power

Monopolists eliminate competition by
Mergers- buying out competitors
Cartels- colluding with competitors
Predation forcing competitors out of business

Competition law seeks to block these routes

24
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Missing markets prevent transactions

Market may not exist or be incomplete

Policies are bespoke
establishing and enforcing property rights
creating a markee@ITQs, ETS)

as part of a system overview to address gaps in the functioning of
the system

addressing cordination problems
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People may be boundedly
rational

People make not be able to make
decisions that make them better o

because oég
limited information
cognitive limitations/biases
vulnerabllity

Consumer protection policies
support sound decisiemaking



https://www.google.co.nz/url?sa=i&rct=j&q=&esrc=s&source=images&cd=&ved=2ahUKEwjzqsWIyOrjAhVbWH0KHe66BPsQjRx6BAgBEAU&url=https://www.apr.org/post/payday-loan-reform-bill-passes-al-senate&psig=AOvVaw2O7QkrPIGuKKkv16iADgBo&ust=1565054300554443

Equity Is an important reason for intervention P

Equity Is the basis of much government
Interventioni 1 t | S not a ( EatT ¥y

o OTHER
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-—« WORKING FOR
FAMILIES TAX

CREDITS
MNZ SUPER
FRIMARY SERVICES

/ |
f Les ECONOMIC AND
/ INDUSTRIAL SERVICES
f
f

‘e TRANSPORT AND COMMUNICATIONS

What Is fair is ultimately a political

decisioni economic analysis can provide
Information on the distribution of costs Y
and benefits GovERNNENT

EDUCATION =

Other rationales apart from market
falrlure 1T nclude ng
risk-bearing, morality, and the provision
of legal and political institutions

DEFENCE

LAW AND ORDER
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Policy levers



The government 0s | ever s
Sermons
Regulation Ownership/provision

Legal framework €gelectoral)

General €gcompetition)

Industry egbanking)
Taxation

General taxationeg GST)

Excise taxesggalcohol)
Funding

Redistribution égwelfare)

Services ¢ghealth, education)

Subsidies€ghome insulation)

Public goodségdefence
parks)
Infrastructure ¢gschools,
hospitals)

Information

Disclosure égfood labels)
Provision €gGeonet)

Behaviourah nud ge s o

ipaa

29



P

Choices can be influenced bipehavioural .-

~Y N\

Nnudgeso

Cognitive biases and bounded rationally mean people apredictablyirrational
Loss aversioni weigh losses more than gan¥stax at source
Default biasi stick with the first option> use opiouts rather than ophs
Social normsi conform to norms> say what others do
Rules of thumbT mentalshortcuts economise on cognitive effiortsimplify choices & messages
Projection biast forecast future on the current stateencourage sefommitment; reminders
Framing i how messages are framed affects choieasframe incentives

Nudgescan shape choices without closing off options
E i Easy -> use default options, simple messages, make processes easy
AT Attractive -> attract attention; use simple choices
Si1 Social-> show the desired behaviour is the norm, encourage social commitment
T 1 Timely -> text reminders; immpt when people are most receptive
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Policy decisionmaking
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Economics provides tools for assessing
policy

The main criteria for assessing policy are:
Effectiveness will it work? Predict the responses to incentives

Equity T is it fair? Estimate who wins and who loses and by how
much

Efficiency 1
Does It distorbehaviour(allocative efficiency)?
Does It prevent innovation (dynamic efficiency)?

Do the benefits outweigh the costs (productive efficiency)? Use
CostBenefit Analysis
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CBA: Estimate costs and benefits and array N
sover time ipanz

Costs and benefits Years 1 to 20

10

There are techniques to estimate hard

to-measure social costs and benefits
-10

-15
m Costs H Private Benefits m Social Benefits
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Discount future costs and benefits to bring to
odayos

!

15

10

-10

-15

.
5

I
e

val ue

Discounted costs and benefits years 1 to 20

I N N S S S S S S
10 11 12 13 14 15 16 17 18 19 20

1111
8 o

7

Treasury discount rate is 5% per year

m Costs m Private Benefits '« Social Benefits

P

ipanz
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Assess whether investment i1s worthwhile ipanz

$
80 _ _
Present value of discounted costs and benefits years 1 to 20
60 PV Social benefits 25
_ _ Net Present Value= PV Benefits' PV of Costs
40 PV Private benefits 45 = $70$35
= $35
20 Benefit Cost Ratio= PV Benefits/PV of Costs
= $70/$35
=2
0
2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
PV Social costs 35
-20
-40

H PV Costs m PV Private Benefits = PV Social Benefits

35



Policy decisions are made under uncertainty P
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The effects of policy are always uncertain, given the complexities and interdependencies in
soci ety and economy, and the unpredictabi

The bigger the policy issue, the more robust the evidence and analysis needs to be
So sound policy advice under uncertainty should include:
Systems thinking to understand wider linkages in complex systems

Robust policy analysis. Economic theory provides a sound, logical and rational framework
decisionmaking in the absence of good evidence

The best available evidence on the policy problem and solutions, with transparency about
limitations and risks

Assessment of options. Economic modelling and scenarios can help identify impacts of po
choices

The ability to learn and to continue, correct or terminate polieigth¢ough pilots,
monitoring and evaluation, feedback loops)
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Microeconomics- The Basics

Economic Thinking

Scarcity T Everything is scarce

A Constraints all choices are constrained

A Institutionsi rules guide choices

A Tradeoffsi making choices involves weighing alternatives

A Opportunity cost the cost of a choice is the next best alternative forgone

Rationality 1 People choose purposively

A Incentives- people respond to incentives

A Marginalityi people choose at the margin

A Information- people get just enough information

Mar kets work émost of the ti me
A Specialisation people do what they do best

A Trade- both parties benefit from trade

A Price- signal that brings goods to market

A Markets- trade allows scarce resources to be used efficiently

Rationales for government intervention

Market failure i Helping the market work better

Externalities unintended, uncompensated impacts Bp&rties
Public goods$ nonrival and norexcludable

Market powefi monopolist sets quantity or price

Information asymmetry parties have different information
Missing market$ not possible to trade or transact
Rationalityi bounded ability to make good decisions

Too T To T To I

Equity i Making distribution of goods and services fairer
Others eg

Government failures

Legal framework

Residual risk bearer

Morality

To T To I

ipanz

Policy levers

Regulation Ownership/provision
A Legal framework A Public goods
A General A Infrastructure
A Industry Information
Taxation A Disclosure

A General taxation
A Excise taxes

A Provision
Behaviouralh nudges o

Funding é E-Easy
A Redistribution AT Attractive
A Services A Si Social
A Subsidies A Ti Timely

Policy decisionmaking

Assessment criteria

A Effectivenes$ will it work?

A Equityi is it fair?

A Efficiency- do the benefits outweigh the costs/ does it distenaviout
does it prevent innovation?

Cost Benefit Analysis

A Discount rate

A NPV=PV benefitsPV costs

A B:C Ratio = PV benefits/PV costs

Uncertainty and complexity

Robust policy analysis

Systems thinking

Best available evidence

Transparency about limitations and risks

Assessment of options

Feedback loops and learning

T>o T o To o To
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