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Adam Smith (Adam Smith) cueu a5 *

An Inquiry into
the Nature and Causes of

The Wealth of
Nations

Edited and with an
Introduction, Notes, Marginal Summary, and Index
by EDWIN CANNAN

With a new Preface by George |. Stgler
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The needs of
society are
automatically

Competition
keeps prices

met. low.

Competition & self-
Profit-seeking interest act as an
producers will invisible hand that

make more. regulates the free
market.

Invisible
Hand
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People Try
to Make
Money

argument Society
fnr_ Benefits
Capitalism When People

Over Act In Self-

Communism Interest
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However, still,
most economic
activities take
place within
ORGANIZATIONS

/ Markets allocate

goods & services
in the market
price

Different types of
organizations
exist in our
society

They interact
through
MARKETS
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However, still,
most economic
activities take
place within
ORGANIZATIONS

/ Markets allocate
goods & services
in the market
price

Different types of
organizations
exist in our
society

They interact
through
MARKETS

How
produce
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How
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Willing to
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Specialization & Exchange

Specialization is one of the main parts of organizations

Function

Product

Geograph

roces

Custome
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Specialization & Exchange

Outputs could be increased by specialization and exchanges ( How?)
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Specialization & Exchange

Outputs could be increased by specialization and exchanges ( How?)
v" Increased level of skill
v" The greater possibilities of mechanization

v The shorter time wasted in switching from one task to the next (Adam Smith)

The law of comparative/absolute advantages (probability of advantages in any circumstances)
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Specialization & Exchange

An old-fashioned example

Head
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Specialization & Exchange

(P&H)
Jones (100 & 0) (0 & 100) (70 & 30)
Williams (30 & 0) (0 & 60) (20 & 20)
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Specialization & Exchange

Only Point Only Head m

Jones (100 & 0) C (0 &100) F (70&30) A Heads

A

Williams (30&0) E (0&60) D (20&20) B
100

60

A (70,30)
B (20,20)

E

» Points
30 100
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Specialization & Exchange

OnyPoint | OnlyHead |  Both |

Jones 100 100 (70 & 30) Heads
Williams 30 60 (20 & 20)

No exchange / Specialization

Only Point | OniyHead | Botn [N

Jones (70 & 30)
Williams (20 & 20)

A (70,30)
B (20,20)

E

» Points
30 100

Jones Williams

Point 70 + 20 = 90 A
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Specialization & Exchange

OnyPoint | OnlyHead |  Both |

Jones 100 100 (70 & 30) Heads
Williams 30 60 (20 & 20)

In case of exchange / Specialization

Only Point | OniyHead | Botn [N

Jones 100 0 (100 & 0)
Williams 0 60 (0 & 60)

A (70,30)
B (20,20)

E C

» Points
30 100

Jones Williams

Point 100 + 0 = 100 C
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Specialization & Exchange

No exchange / Specialization

Jones Williams

In the case of exchange / Specialization

Jones Williams

Why?
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Specialization & Exchange

Facts:

 Jones has an absolute advantage in producing both goods and their combination in compression with Williams.
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Specialization & Exchange

Facts:

 Jones has an absolute advantage in producing both goods and their combination in compression with Williams.

Jones Williams
Only Point 100 > 30
Only Head 100 > 60
(70 & 30) > (20 & 20)
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Specialization & Exchange

Facts:

« Inthe case of exchange Jones has a comparative advantage in producing points Williams has a comparative

advantage in producing the heads. (Role of opportunity cost)

Jones Williams
Opportunity
cost of 30+70=0.42 < 20+-20=1
Point
Opportunity
cost of 70+30=2.33 > 20+-20=1

Head
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Specialization & Exchange

Facts:

 Inthe case of exchange Jones has a comparative advantage in producing points Williams has a comparative
advantage in producing the Heads. (Role of opportunity cost)

» The optimal strategy is following the least opportunity cost bundles.

Jones Williams
Opportunity
cost of 30+-70=0.42 < 20+-20=1
Point
Opportunity
cost of 70+30=2.33 > 20+20=1

Head
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Specialization & Exchange

No exchange / Specialization

Jones Williams

In the case of exchange / Specialization

Jones Williams
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Co-ordination & motivation

Based on the law of comparative advantages, specialization can be beneficial, but:
 Interdependencies
« Pay rise chains and probability of firing

« Co-ordination & motivation problems (conflict of interests)

Co-ordination as well as motivation problem, are both addressed by “lack/ asymmetric information”
« The best approach to these problems is “marginal analysis” (diamond-water paradox)

- Use-value /market price
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Co-ordination & motivation

The paradox of Value By Adam smith)

 In a normal situation, we think about the exchange value of products.
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Co-ordination & motivation

The paradox of Value By Adam smith)

« Exchange value of water is very low.
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Co-ordination & motivation

The paradox of Value By Adam smith)

« We could consider the use-value of products.
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Co-ordination & motivation

The paradox of Value By Adam smith)

« Use-value is based on the opportunity cost of using the product.
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Co-ordination & motivation

The paradox of Value By Adam smith)

« Opportunity cost of consuming a unit of diamond in the desert is very high in comparison with

water since a dead body can’t enjoy the diamond.
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Co-ordination & motivation

The paradox of Value By Adam smith)

« So, marginally, water is worth more than diamonds.
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Co-ordination & motivation

The paradox of Value By Adam smith)

* One may consider it as the marginal utility.
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