The Role for Government

I. Public Goods

A. Definition:  Public goods are
1. Non-rival – one person’s use of the g/s does not prevent another person from using the same unit of the g/s.

2. Non-excludable – it isn’t feasible for purchasers and/or sellers of the g/s to prevent no-buyers from sharing in the benefits.

Examples:

1. private goods: sandwiches, shoes

2. public goods: radio signal, national defense

(Note that ownership or government provision of the g/s does not matter; it is the nature of the g/s that makes it a public good).

B. Example:
Demand for stoplights in a small town.
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Will the efficient outcome be reached?    If a stoplight builder goes to collect funds from each group, will each group offer its true MB?

Non-excludability means that non-payers still enjoy the benefits.

Free Rider: A person who receives the benefit of a g/s but avoids paying for it.

Result: Firms can’t adequately cover the costs of producing the optimal output and thus there is undersupply (as with g/s yielding positive externalities).  There is a property rights failure!
C. Potential solutions:
1. Government intervention

2. Create the missing market

D. Other Public Goods?
1. Smoothing Business Cycles 
2. Redistribution of Income (a progressive tax system) – 
3. Education –
4. Social Security – 
5. Medicaid and Medicare –
E. Common resources are non-excludable and eventually rival (e.g. ocean fishing, air quality).
II. Externalities – effects, either positive or negative, on parties not directly involved in the production or consumption of a good.  
A. Pecuniary Externalities – a firm enters a monopolistically competitive industry → the rest suffer losses.  
B. Positive Consumption Externalities (MSB > MPB)

Examples:

1. Education – when someone educates herself or himself, it is not only that person who benefits.  All of society benefits because better-educated people work better together and can figure out new approaches to solving problems, solutions that benefit everyone.

2. Flu vaccination – by getting vaccinated you lower your own risk of getting the flu, but by avoiding the flu you also lower the risk of passing it to others (who may not be vaccinated).  Again, many people benefit.
If a positive consumption externality exists, then the market outcome yields too little of the g/s (and too little is spent on the g/s).
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Demand is given by the MB of the buyer’s of the g/c (MPB), but with appositive consumption externality, there are external benefits to the rest of society. 
In this case, the MSB exceed the MSC at the market equilibrium (Q*, P*).  There would be efficiency gains if more were produced (until MSB = MSC).  The lost efficiency due to the externality is the DWL of the externality (shaded area).

C. Negative Consumption Externality (MSB < MPB)

Examples:

1. Smoking tobacco creates fumes that many people find annoying and that present a health risk.  Privately (personally), the individual enjoys the product more than society as a whole.

2. Noise pollution – all negative externalities can be thought of as some form of pollution. 

With a negative consumption externality, the market outcome yields excessive consumption (and production).  At the market equilibrium, MSC exceeds MSB.  The inefficiency created by the externality gives the DWL shown.
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D. Positive Production Externality (MSC < MPC)

Most examples of positive production externalities incorporate some type of learning or spillover effects.  For example, when a firm engages in research and development (R&D), its researchers learn valuable ideas which in turn are transmitted through the rest of the economy and have positive impacts on future research, other g/s, or other production processes.

When positive production externalities exist the market equilibrium outcome yields too little production (and too little is spent on this production).
The inefficiency created by the externality gives the DWL shown below.
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E. Negative Production Externality (MSC > MPC).

Anytime pollution is created in the production process, there exists some negative production externality.

The difference between the cost to society from producing an extra unit of the g/s and the marginal costs to the firms of producing that unit are the marginal costs of the pollution (also known as the marginal external cost).  
The pure market outcome will yield:

1. an inefficiently amount (too much) of production of the g/s.

2. an amount of pollution produced will be inefficiently high.  
3. the price of the pollution causing product will be inefficiently low.

The outcome is shown below.
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E. Taxes and Subsidies as Externality Correctors (internalizing the externality)

1. Negative externalities and the Pigouvian tax

Suppose that the production of a g/s creates a negative externality (i.e. pollution).  The inefficiency is due to the firms’ inabilities to incorporate all costs (their private costs plus the social costs of the pollution) into their production decision.  A tax on the g/s will increase the firms’ MC causing them to “internalize” the external costs.  
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In the graph above, the market level of production is Q*, but because of the externality, the market outcome yields too much output (and pollution – the total cost of the pollution is the area between the MSC and MPC curves).  The efficient level of output is at Qe, which can be attained by taxing the producers and increasing their private costs, so that their effective supply curve shifts to St.  The amount of tax that results in St is called a Pigouvian tax.

Of course, some firms may pollute more per unit of output than others, making a Pigouvian tax on the g/s sub-optimal.  If the goal is to reduce pollution to an efficient level, then taxing the pollution directly, or creating a market for pollution (or decreasing pollution) will be a better option.  
2. Positive externalities and subsidies

If a positive consumption externality exists, then the market outcome yields too little of the g/s (e.g. education).
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A consumption subsidy acts opposite of a tax and the effective demand curve rises by the amount of the subsidy, and the efficient outcome can be reached.

F. “Leaky Bucket” Effects:  The administrative and political costs associated with the collection and disbursement of tax revenue may outweigh any gains from correcting a market failure.

III. Antitrust
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Example: The market demand for cable television in a mid-sized town is shown.  There exist large once-and-for-all costs (setup costs), so LRAC is declining for almost all levels of quantity demanded.  If one firms exists then their MC = MR at 100,000.  They can charge a price of $12 and have average costs of $10, meaning they will have profits of $2 per unit.

If another firm enters the industry, they experience similar LRAC.  If the two firms collude (which is illegal in the US), then the best they can do is to produce 100,000 total and sell them for $12.  If each firm supplies 50,000 households, then their average costs will be $13, and both firms will have a loss.  If the firms do not collude, total supply will be greater, the price lower, and the losses will be even greater.  Only one firm can survive in this industry.  

IV. Imperfect Information
A. Moral hazard

B. Adverse selection

Government can supply info?
