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Thanks for coming along to the lecture. Lecture attendance is important in this course, for
sure. Those who attend will be rewarded.

I would like to offer some quick comments about several points I was trying to convey, then
start to discuss a very key theme of the course: empirics.

1 Comments on the Lecture

i. The State versus the Market

In an emergency, the State has certain advantages over the Market in terms of allocating
(and re-allocating) resources. For instance, in times of war, the State requisitions resources,
and has the power to do so, at great speed. That can be advantageous.

[As an aside, there is an interesting, long-standing literature in economics that considers
this ‘State versus Market’ issue in a rigorous way. (I am happy to direct those of you who
are interested to some relevant readings.). We will address this when discussing the welfare
theorems, which turn out to be very key in economics.]

ii. A Climate Emergency?

That’s a very current question. The October 2018 IPCC report indicates that there is only
a short window in which we can act.
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What is interesting is the way that certain organizations/industries are feeling rather less
urgency to change current patterns of behaviour/modes of doing business than others. In
2017, Volvo Cars announced that all the vehicles it made would be either electric or hybrid
by 2019. That is a radical switch.

As we have touched on before, in a democratic state, people need to be persuaded. This
means ‘losers’ from a policy need to be compensated, which takes us into the realm of politics.
(The carbon tax soon to be implemented by the federal government features some interesting
politics, in that the tax will be revenue-neutral, with everyone receiving a rebate.)

iia. Status Quo versus the New Economy?

I think there’s a fundamental issue regarding the current economic system, in the background.
It is to do with the way property rights are defined, and externalities are accounted for.

In the mode of industrialization that emerged during (and has embedded since) the First
Industrial Revolution, various ‘environmental’ factors of production were treated as free to
firms. Thus, rivers were used as waste dumps, and chemical pollutants entered the air, and
no-one was charged for the respective privilege.

Imagine a firm, today, making a product that is covered in nice plastic packaging, as con-
sumers typically desire. The firm makes conventional profits of $X million. The disposal
costs of all the plastic, disposed of properly, amount to $100,000. But under current ar-
rangements – the way property rights are defined – the disposal costs are paid by others (for
instance, the local government). There are a variety of reasons why this is inefficient. (We
will be getting to that quite soon, but here is one reason: suppose X < 0.1. Then the firm
should not even be in business!)

In terms of the New Economy, I will conjecture that the entrepreneurs of the future will be
people skilled at accounting for the full costs of their production processes – they will need
to be. Firms that succeed will be ones that have figured out how to create wealth net of
the costs to the environment. Yes, that would take a regulatory shift. Such a shift may be
coming, however: various governments are now seeking to shift costs of processing garbage
(for instance) back to the firms where the garbage originated. There is a certain appealing
completeness to that...

iib. Green Accounting

We will get to this in more detail: William Nordhaus was a pioneer (starting with the classic
Norhaus and Tobin article from 1972 – we will discuss this soon).

The idea is to figure out how to construct national accounts (and also accounts for firms)
that reflect environmental damages. That takes us into the realm of empirical methods. But
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first, we need to know what national accounts are – something on our ECO336 agenda!

iii. Changing People’s Behaviour

We considered two classes of policy (supply-side and demand-side) intended to change the
behaviour of agents in the economy – firms (auto manufacturers, to be specific), and con-
sumers (mainly of vehicles).

* On the supply side, we considered subsidizing innovation, and imposing quotas on auto
makers, briefly. These policies have pluses and minuses, as we discussed.

* On the demand side, consider a policy that subsidizes the purchase of electric vehicles.
(Of course, there are other demand-side policies.) The question is: how much will the policy
increase the number of electric vehicles in use? It depends on the generosity of the subsidy,
and the responsiveness of demand, given by the slope of the demand curve.

We can learn about the slope through a process of estimation. This goes beyond the scope
of the First Writing Assignment, and leads naturally to:

2 Empirics

Understanding empirical methods (at least at an intuitive level) is one of the main goals of
this course (and beyond this course, an invaluable skill for a educated person in the 21st
Century). Here, I want to focus on a prime issue that has been receiving lots of coverage
recently, namely:

Air Quality

The World Health Organization (WHO) has been issuing urgent reports recently that draw
attention – based on the organization’s extensive research – to the severe and adverse health
costs associated with air pollution. These costs constitute a classic externality – a negative
externality, to be precise.

One such article, written by the WHO’s director general, is given here:

The London ‘study’

Suppose we wished to examine the link between air quality and health (as discussed in many
WHO reports). One approach would be to go to a place – a city, for example – where
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air quality was low, and gather some data, in this instance on air quality and on health
outcomes.

Take the London study I referenced (in a sort of confusing way): let us try to clarify what
the researchers who compiled that did, and then assess whether they did a good job.

Sample: the researchers went to the eastern part of London, where the air is known to be
poor (the wind blows from west to east). They selected 28 primary schools (a UK term for
elementary schools), and measured the lung health of a subset of students. The lung health
was poor, consistent with the WHO consensus view I described. Then the researchers came
back after the imposition of a charge on polluting trucks, and measured lung health again,
finding little change.

Two inferences were reported:

i) Air pollution is bad for child health. (Well, very likely: but the authors of this study are
not really entitled to conclude that, for the reason that the study ‘design’ lacks a natural
control – I will discuss next time in class.)

ii) The charging policy did not affect health. (OK, does that mean this type of policy
*cannot* affect health? No: it could just be that the charging policy failed to change the
pollution level much – something one could measure. And having measured it, one would see
that the policy was not remotely *radical* enough: air pollution remained at dangerously
high levels, and the lungs of young people continued to be damaged.)

The Kuminoff Air Quality Study

Now this is altogether more serious as a piece of social science. Please read the paper’s
Abstract and Introduction to start to appreciate how careful empirical researchers go about
trying to distinguish causality from correlation. The authors raise this fundamental (from
an econometric point of view) issue right in the paper’s Introduction.
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3 Questions to Think About...

Versions of both of these will be making an appearance on the next term test.

3.1 A Carbon Tax

Suppose you imposed a tax on carbon emissions – say, $20 per ton. Once the revenue
had been collected, you then used revenue to fund various subsidies – for innovators, and
for consumers. Politics to one side, would that be efficient (generally speaking)? [Hint:
non-hypothecation.]

The Kuminoff Study

Explain how this study seeks to uncover causal effects. What is the key variation they use,
based on observational data?
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