The Public Sector and Public Choice 
I. WHAT A PRICE SYSTEM CAN AND CANNOT DO: The benefits of a price system are high levels of efficiency, the existence of consumer sovereignty, promotion of personal freedom, and prevention of coercion of buyers and sellers by the existence of competition. A price system can also produce market failure.

II. CORRECTING FOR EXTERNALITIES: An externality is a situation in which a benefit or cost associated with an economic activity spills over to third parties, i.e., parties who are not direct participants in the market transaction.

A. External Costs in Graphical Form

B. External Benefits in Graphical Form

C. How Government Corrects Negative Externalities:

1. Special Taxes: Taxes on output would reduce output, but would not provide an incentive to reduce pollution per unit of output. Taxes on the amount of pollutants emitted would provide an incentive to reduce pollution per unit of output.

2. Regulation: The government could specify a maximum allowable rate of pollution.

D. How Government Corrects for Positive Externalities

1. Government Financing and Production: When positive externalities are large (e.g. public goods), government may finance and produce the good or service.

2. Subsidies: A subsidy is a negative tax: a payment to the consumer or producer of the good or service for consuming or producing a good or service.

3. Regulation: Government can require that certain actions be undertaken, e.g. inoculations of school children, mandatory education

III. THE OTHER ECONOMIC FUNCTIONS OF GOVERNMENT: The functions of government that affect the way in which exchange and resource allocation are carried out in the economy.
A. Providing a Legal System: All relationships among consumers and businesses are governed by legal rules. Much of the legal system is involved with defining and protecting property rights.

B. The Importance of Property Rights
1. Private Property Rights

a. Property rights: the right to use, control, and obtain benefits from a good or service.

b. Several functions of private property rights

(1) The provide the right to exclusive use

(2) The provide legal protection against invaders

(3) They provide the right to transfer to another

2. Private Property Rights Incentives

a. Private owners can gain by employing their resources in ways that are beneficial to others. 

b. The private owner has a strong incentive to care for and properly manage what he owns.

c. The private owner has an incentive to conserve for the future if the property’s value is expected to rise.

d. The private owner is accountable for damage to others through misuse of the property: links responsibility with the right of control.

C. Promoting Competition: Promoting competition is a way of increasing the efficiency of the economy. Antitrust regulation is used to reduce the power of monopolies and to discourage certain actions that restrain trade. *** 

D. Providing Public Goods: Public goods are goods to which the principle of rival consumption does not apply and are jointly consumed by many individuals simultaneously. This is in contrast to private goods that can be consumed by only one person at a time. 

1. Characteristics of Public Goods

a. Public Goods can be used by more and more people at no additional cost (zero marginal cost) without depriving others of any services of the goods.

b. It is difficult to design a collection system for a public good on the basis of how much individuals use it.

2. Free Riders: The free rider problem is a situation associated with public goods when individuals presume others will pay for public goods so they can escape paying for their portion without causing a reduction in production.

3. Excludable and Nonexcludable Public Goods

E. Ensuring Economy-Wide (Macro) Stability: The federal government is charged with stabilizing the economy at high levels of employment (“It’s the economy stupid.”

IV. POLITICAL FUNCTIONS OF THE GOVERNMENT

A. Merit and Demerit Goods: The government defines certain goods and services as desirable or undesirable. A merit good is a good or service that has been deemed socially desirable by the political process, and will be provided by government or subsidized. A demerit good has been deemed socially undesirable by the political process. It will be prohibited, taxes, or regulated to reduce consumption (prostitution, strip clubs, tobacco, alcohol, drugs)
B. Income Redistribution: Government explicitly redistributes income by progressive taxation and by transfer payments and transfers in kind. Transfer payments are money payments made to individuals for which no goods or services are concurrently rendered in the form of goods or services. 

V. PAYING FOR THE PUBLIC SECTOR:

A. Marginal and Average Tax Rates: The marginal tax rate is defined as the change in the tax payment divided by the change in income, or the percent of additional dollars of income that must be paid in taxes. The average rate is the total tax payment divided by total income.

B. Taxation Systems (Explain Average-Marginal Relationship)
1. Proportional Taxation (Flat Tax): As individual’s income goes up, the tax bill goes up in exactly the same proportion. Average and marginal rates are equal and constant at each income level.
2. Progressive Taxation: As one earns more income, a higher percentage of the additional dollars is taxed. The marginal tax rate exceeds the average rate and both rise as income rises.

3. Regressive Taxation: As one earns more income, the percentage of tax paid falls. The marginal rate is less than the average and both marginal and average tax rates fall as income rises. 

VI. THE MOST IMPORTANT FEDERAL TAXES
A. Federal Personal Income Tax: This tax accounts for 49 percent of federal revenues. 

B. Treatment of Capital Gains: Currently capital gains, the positive difference between selling and buying price of an asset, are taxed several different tax rates.

C. Corporate Income Tax: taxes paid on corporate profits

1. Double Taxation: Taxed once as corporate profits which are paid by the corporations. Profits distributed as dividends to individuals are taxed again as personal income. If the corporation retains profits and invests them, the value of the business increases and its stock price rises. Upon selling the stock, the shareholder pays tax on the gain.

2. Who Really Pays the Corporate Income Tax?: Corporations do not really exist apart from owners, employees, and customers. The question arises of tax incidence, i.e. who pays the corporate income tax. Some economists say that corporations charge higher prices to pay the tax, while others argue that shareholders and employees get lower incomes.
D. Social Security and Unemployment Taxes: These are taxes on payrolls. The Social Security tax is a tax on earnings up to a taxable base. Currently the employer and employee each pay 7.65 percent of the first $80,000 of earnings. A Medicare tax is imposed on wage earnings at a rate of 2.9 percent.
E. Laffer Curve

VII. GOVERNMENT RECEIPTS

A. Federal: Biggest categories of spending are Social Security, income security, and defense

B. State: Biggest spending on education and public welfare

VIII. COLLECTIVE DECISION-MAKING: THEORY OF PUBLIC CHOICE: Collective decision-making is how voters, politicians, and other interested parties act to influence non-market decisions. The theory of public choice is the study of collective decision making (James Buchanan, 1986 Nobel Prize Winner).
A. Similarities in Market and Public Sector Decision Making: There is an assumption of self-interest being the motivating force in both sectors.

1. Scarcity: Because resources are fixed, there is a scarcity constraint for both sectors. If government gets more goods then there are fewer goods for the private sector. Every government action has an opportunity cost.
2. Competition in Both Sectors: In the public sector the competition is between bureaucrats, elected representatives and appointed officials for available funds. Economists assume that they will compete and act in their own interest, not society’s. 

3. People in government face a different incentive structure (use it or lose it, maximize their budgets)

B. Differences Between Market (Private) and Collective (Government) Decision Making

1. Government Goods at Zero Price: Government gives the goods for “free.”

2. Use of Force: Government is the only entity that can use force in the regulation of economic affairs.

3. Voting Versus Spending: In the market sector a dollar voting system exists and is not equivalent to the voting system in the public sector.

The Economics of Collective Decision Making


I.
Overview of Collective Decision Making


A.
Public choice analysis applies the tools of economics to the political process. The goal is to provide insight concerning how the process works.



1.
Self-interested behavior is present in both market and political sectors.



2.
Political process can be viewed as a complex exchange process involving (1) voter-taxpayers, (2) politicians, and (3) bureaucrats.




3.
The Voter-Consumer




a.
Voters will tend to support those candidates whom they believe will provide them the most government services and transfer benefits, net of personal costs.




b.
Rational Ignorance Effect: Recognizing their vote is unlikely to be decisive, most voters have little incentive to obtain information on issues and alternative candidates.




c.
Because of the rational ignorance effect, voters will be uninformed on many issues; such issues will not enter into their decision making process.




4. The Politician-Supplier





a.
Political officials: interested in winning elections. Just as profits are the lifeblood of the market entrepreneur, votes are the lifeblood of the politician.




b.
Rationally uninformed voters often must be convinced to “want” a candidate.





c.
Legislative bodies are something like a Board of Directors.




5.
Civil Servants Government Bureaucrats as Political Participants




a.
Bureaucrats (persons that handle day-to-day operations of government) seek promotions, job security, power, etc.




b.
The interests of bureaucrats are often complementary with those of the interest groups they serve.




c.
Bureaucrats can usually expand their own interests, as well as that of their constituents, by working for larger budgets and program expansion.


II.
When Voting Works Well


A.
Other things constant, legislators will have a strong incentive to support the political actions that provide voters with large total benefits relative to costs.


B.
If a government project is really productive, it will always be possible to allocate the project’s cost so that all voters will gain.


C.
When voters pay in proportion to benefits received, all voters will gain if the government action is productive (and all will lose if it is unproductive.) Under these circumstances, there is a harmony between good politics and economic efficiency.


III. When Voting Conflicts With Economic Efficiency



A.
Special Interest Effect



1.
Special Interest Issue: One that generates substantial personal benefits for a small number of constituents while imposing a small individual cost on a large number of other voters.



2.
Members of an interest group will feel strongly about an issue that provides them with substantial personal benefits. Such issues will dominate their political choices.



3.
In contrast, the voters bearing the cost of special-interest legislation will often be uninformed on such an issue because it exerts only a small impact on their personal welfare and because they are unable to avoid the cost by becoming better informed.



4.
Politicians have a strong incentive to favor special interests even if action is inefficient.



5.
Logrolling and pork-barrel legislation strengthen the special interest effect.



B.
Shortsightedness Effect



1.
Issues that yield clearly defined current benefits at the expense of future costs that are difficult-to-identify.



2.
The political process is biased toward the adoption of such proposals even when they are efficient.



C.
Rent Seeking



1.
Actions by individuals and interest groups designed to restructure public policy in a manner that will either directly or indirectly redistribute more income to themselves.



2.
Widespread use of the taxing, spending, and regulating powers of government that favors some at the expense of others will encourage rent seeking.



3.
Rent seeking moves resources away from productive activities. The output of economies with substantial amounts of rent seeking will fall below their potential.



D.
Inefficiency of Government Operations



1.
In the public sector, the absence of the profit motive reduces the incentive of producers to keep costs low.



2.
Neither is there a bankruptcy process capable of weeding out inefficient producers.



3.
Public-sector managers are seldom in a position to gain personally from measures that reduce costs.



4.
Because public officials and bureau managers spend other people’s money, they are likely to be less conscious of cost than they would be with their own resources.


IV. Economic Organization: Who Produces, Who Pays, and Why It Matters


A.
The incentive to economize is influenced by who produces a good and who pays for it.


B.
Economizing behavior will be strongest when consumers purchase goods produced by private firms.



1. Examples: apples, oranges, television sets.

B. The incentive to economize is reduced when payment is made by a third party (health care) and when production is handled by the government (national defense, post office)


V. Economics of the Transfer Society


A.
There is nothing in positive economics that indicates one distribution of income is better than another.


B.
A large and growing part of government is devoted to transferring income, most of which does not go to poor people.


C.
There are three major reasons why large-scale redistribution will reduce the size of the economic pie:



1.
When taxes take a larger share of one’s income, the individual reward derived from hard work and productive service is reduced.



2.
As public policy redistributes a larger share of income, more resources will flow into wasteful rent-seeking activities.



3.
Higher taxes to finance income redistribution and an expansion in rent-seeking will induce taxpayers to focus less on income-producing activities, and more on actions to protect their income.


VI.
Public Sector Vs. Market Sector: A Summary



A.
These factors weaken the case for market-sector allocation:




1.
Lack of competition




2.
External costs and benefits




3.
Public goods




4.
Poor information



B.
These factors weaken the case for public-sector intervention:




1.
The power of special interests




2.
The shortsightedness effect




3.
Rent-seeking costs




4.
Lack of signals and incentive to promote operational efficiency


VII. Implications of Public Choice: Getting More From Government



A. Both bad news and good news flow from public-choice analysis.

1.
The bad news: For certain classes of economic activity, unconstrained democratic government will predictably be a source of economic waste and inefficiency.



2.
The good news: Properly structured constitutional rules can improve the expected result from government.

Environmental Economics 
I. PRIVATE VERSUS SOCIAL COSTS:  Private costs, also called internal costs, are costs incurred by individuals when they use scarce resources. Social costs are the full costs that society bears when a resource-using action occurs. For example, the social cost of driving a car is equal to all of the private costs such as buying gasoline PLUS any additional cost that society bears, such as air pollution and traffic congestion.
A. The Costs of Polluted Air: The air in many cities is heavily polluted from auto exhaust fumes because drivers bear only the private costs. Not forced to take into account cost to society. 

II. EXTERNALITIES: A situation in which a private cost or benefit diverges from a social cost or benefit, that is, the cost or benefits of an action are not fully borne by the two parties engaged in exchanges.
III. CORRECTING FOR EXTERNALITIES: The signals in the economy must be changed so that decision-makers will take into account all the costs of their actions.

A. THE POLLUTER’S CHOICE: Faced with the cost of polluting, polluters will be induced to (1) install pollution abatement equipment or otherwise change production techniques so as to reduce the amount of pollution, (2) reduce pollution-causing activity, or (3) simply pay the price to pollute. 

IV. POLLUTION: The by-products of an economic activity. There is no correct answer to how much pollution should be in an economy because when the question of how much pollution there should be is asked, a value judgment is being requested. One policy however is to pollute up the point where the marginal benefit from further reduction equals the marginal cost of further reduction.

A. The Optimal Quantity of Pollution: The level for which the marginal benefit of one additional unit of clean air just equals the marginal cost of that additional unit of clean air.

V. COMMON PROPERTY: Owned by everyone and, therefore, owned by no one. Pollution occurs where there are no well-defined property rights as in air and common bodies of water.

A. Voluntary Agreements Contracting: Can be used to “internalize” the externalities. 

B. Transaction Costs: One major condition for successful voluntary contracting is that the transaction costs—all costs associated with making, reaching, and enforcing agreements—must be low relative to the expected benefits or reaching an agreement. 

C. Why not Use Other Energy Sources? Too expensive

VI. WILD SPECIES, COMMON PROPERTY, AND TRADE-OFFS: 

A. No incentive to protect—why are chickens, cows, pigs different than elephants, tigers, and rhinos? 

B. Government action (Endangered Species Act) can have unintended consequences: “Shoot, shovel, and shut up”

VII. RECYCLING: While recycling may reduce natural resource use, total resources may not be saved because the decreased demand for the resource may cause a decrease in supply.
A. Invisible Costs: labor used
B. Landfills: Disposal price per ton of city garbage has fallen

C. Virtually every natural resource price has fallen (Julian Simon)

