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What is economics?

Arrow JEL (1998):

▶ ”Rational choice theory means that the individual actors act rationally (that is, by
maximizing according to a complete ordering) within the constraints imposed by
preferences, technology, and beliefs, and by the institutions which determine how
individual actions interact to determine outcomes. Further, the beliefs are themselves
formed by some kind of rational process.”

▶ ”By economic theory, we mean that in some sense, markets are the central institution in
which individual actions interact and that other institutions are of negligible
importance.”
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Markets

▶ impersonal exchange

▶ with perfect competition, given all prices, agents choose how much to supply and how
much to demand

▶ individual impersonal supply and demand added up

▶ good assumption for specialized security, futures markets

▶ less so for labor and credit markets where personal relations matter
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Market-Based Hyp 1: Taste-based Discrimination

▶ Becker (1957): add to the usual list of commodities some special disutility which whites
attach to contact with blacks, taste-based discrimination

▶ additional variable in market-based theory

▶ strange concnlusion: racist employee paid more to work with blacks

▶ caveat: taste slippery slope

▶ caveat: Darwinian survival of non-discriminatory employer

▶ caveat: large firms with ”tastes”
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Market-Based Hyp 2: Statistical Discrimination

▶ beliefs: blacks and white differ in productivity on average [due to persistent past
discrimination, culture, education etc]

▶ naive tagging: experience of employers over time will cause them to use the observable
characteristic, race, as a surrogate for the unobservable characteristic, productivity,
which in fact cause the productivity differences discrimination

▶ reg wage educ black, r >> reg wage educ, r

▶ lack of experimentation amplifies statistical

▶ unsatisfactory to postulate that the unobserved productivity just happen to be
correlated with race.

▶ If education investment unrewarded for blacks, blacks will not acquire it: statistical
discrimination confirmed!
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Government

▶ Incentives: principal - agent relationship (like in most of this class)

▶ tagging: it is desirable to tax proxies for productivity

▶ politics, voting and taxes, Boyer et al (2020)

▶ but suggestive evidence US welfare state less generous than European welfare state
because of racism [Alesina, Glaeser, Sacerdote BPEA (2001)]
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Alesina et al. (2001)
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Structural Racism

▶ Pager and Small (2020): Sociological Perspectives for Economists

▶ Organizations can discriminate irrespective of the intentions of their members

▶ No taste-based discr. or statistical discr

▶ Example: Referral in labor market + Homophily in Networks

▶ Okafor (2020): formalization of the idea in networks
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Back to what is economics? Social Interactions

Since Becker opened the black box

▶ Markets

▶ Governments

▶ Networks

▶ Tournaments

▶ Social identity: collaborative families, competitive countries

▶ Algorithms

▶ What else?...
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Classical Public Finance Revisited

1. In order to preserve production efficiency, it is not desirable to tax intermediate goods

2. Under certain conditions, it is desirable not to tax capital in the long run... but this can
be as long as (quarantine) for centuries

3. Under the threat of political instability and increased automation it is desirable to tax
wealth or robots

4. It is unnecessary to tax capital (income) when we can set any nonlinear tax on labor
income
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Dynamic Public Finance

When there is uninsurable wage risk:

1. It is desirable to tax capital if high precautionary savings are constrained inefficient or if
if productivity is unknown to the government

2. If wage inequality increases with age, It is desirable to increase labor distortions with age

3. It is desirable to make the US tax system more progressive, even accounting for
performance-based wage contracts

4. Asset testing or retirement benefits that increase in claiming age can prevent disability
fraud and premature retirement
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Contemporary Topics in Macro - Public Finance

1. In an economy with aggregate shocks, taxes should be iid in complete markets and a
random walk in incomplete markets

2. Because of heterogeneous returns to capital it is efficient to tax wealth instead of
capital gains

3. Gender and the family contribute to explain recent trends in aggregate labor supply

4. One needs to go beyond market-based theories of discrimination to study racism and
the causes of racial inequality
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