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Chapter 14 – The Economics of Public Policy

Public Policy toward Natural Monopoly

Recall that a natural monopolist produces ‘too little’ output because its profit maximising price exceeds MR, and hence also MC, resulting in a DWL.

What are the policies governments employ to mitigate concerns about fairness and efficiency losses arising from natural monopolies?

· State ownership and management of natural monopolies

One way to attack the efficiency and fairness problems is for the government to take over the industry, set price equal to marginal cost, and then absorb the resulting losses out of general tax revenues. Problem: incentive to adopt cost saving innovations is substantially reduced.

· State regulation

Cost-plus regulation: Government regulators gather data on the monopolist’s explicit costs of production and then permit the monopolist to set prices that cover those costs, plus a markup to assure a normal return on the firm’s investment. Problems: 1) costly administrative proceedings in which regulators and firms quarrel over which of the firm’s expenditures can properly be included in the costs it is allowed to recover. 2) reduced incentive for cost innovation. 3) failure to set P=MC without losing money. 

· Exclusive contracting

Government invites private firms to bid for the natural monopolist’s market. The low bidder wins the contract. There is strong incentive for cost innovation. If the government is willing to provide a cash subsidy to the winning bidder, exclusive contracting even allows the monopolist to set P=MC. Problems: when the service to be provided is complex or requires a large fixed investment in capital equipment, contract specifications may be so detailed and complicated that they become tantamount to regulating the firm directly. When there is a large fixed investment, officials also face the question of how to transfer the assets if a new firm wins the contract.

· Vigorous enforcement of antitrust laws

By breaking up large companies and discouraging mergers between companies in the same industry, antitrust laws may help to promote competition, but they may also prevent companies from achieving economies of scale.

· Ignore the problem of natural monopoly

Let the monopolist choose the quantity to produce and sell it at whatever price the market will bear. Problems: it is not only inefficient but also unfair.

Each of these remedies entails costs as well as benefits.

Marginal Cost Pricing of Public Services

For a good or service – private or public – to be allocated efficiently, its price must equal its MC of production. This principle tells us that when a public utility supplies water or electricity from several different sources, each with different costs, all users should pay a price equal to the highest-cost sources, each with different costs, all users should pay a price equal to the highest-cost source in current use. (Refer to example 14.2)

Health Care Delivery

[image: image1.png]Price.
(slunit)
42





The waste resulting from full insurance coverage: the area of the pale blue triangle ($300) represents the benefit of extending the hospital stay from 1 to 3 days. Since the cost of the extra 2 days is $600, the area of the dark blue triangle ($300) represents the loss in economics surplus that results from the longer stay.

· First-dollar insurance coverage pays for all expenses generated by the insured activity. 

· Total economics surplus would be larger if we switched to insurance coverage with high deductibles, because such policies provide an incentive to use only those services whose benefit exceed their cost.

· The switch to HMOs addresses this problem, because the standard HMO contract provides a strong incentive for doctors not to prescribe nonessential services. Some voice concern, however, that HMO contracts may lead doctors to withhold services that satisfy the cost-benefit test. 

Environmental Regulation

Taxing pollution & Auctioning pollution permits

· An efficient program for reducing pollution is one for which the MC of abatement is the same for all polluters. Taxing pollution has this desirable property, as does the auction of pollution permits. 

· The advantage of the tax approach is that it concentrates pollution reduction in the hands of the firms that can accomplish it at least cost. Problem: unless the government has detailed knowledge about each firm’s cost of reducing pollution, it cannot know how high to set the pollution tax.

· The auction method has the advantage that regulators can achieve a desired abatement target without having detailed knowledge of the abatement technologies available to polluters.

Workplace Safety Regulation

Most countries regulate safety in the workplace, a practice often defended as needed to protect workers from being exploited by employers with market power. Yet safety regulation might be attractive even in perfectly competitive labour markets, because the social payoff from investment in safety often exceeds the private payoff. An injury tax set at the marginal cost of injury would encourage optimal investment in workplace safety.

Crime Control

The cost-benefit principle applies in crime policy just as in other areas of public policy. Society’s efforts to curb crime should be expanded only to the point at which the MB from crime reduction equals its MC.

Legalised Gambling

The decision to ban gambling confronts states with a prisoner’s dilemma. Any state that unilaterally outlawed it would lose substantial tax revenue without reducing gambling, for many citizens would simply patronise lotteries in neighbouring states.
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Chapter 15 – Public Goods and Taxation

GOVERNMENT PROVISION OF PUBLIC GOOD

Public Good Versus Private Good

Public good – a good or service to at least some degree is both nonrival and nonexcludable. 

Nonrival good – consumption by one person does not diminish its availability for others, e.g. you get national defence, doesn’t mean there is less national defence for others.

Nonexcludable good – good that is difficult, or costly, to exclude nonpayers from consuming, e.g. Mr. Cheap doesn’t pay for military service, but still gains benefit.

Pure public good – good or service that is to a high degree, is both nonrival and nonexcludable, e.g. national defence

Collective good – nonrival but excludable, e.g. pay-per-view tv

Pure private good – non payers can easily be excluded and for which each unit consumed by one means one less unit available for others, e.g. hamburgers 

· The government should only provide public goods if the benefits exceed their costs. The benefit of a public good is measure by asking how much people would be willing to pay for it – sum of all reservation prices of all people who want the good.

· Private companies can sometimes find profitable ways of producing public goods. E.g. broadcast television. Government should only provide public goods if there is no other less costly way of providing it. However, private firms typically cannot recover the costs of producing because they cannot exclude nonpayers.

Paying for a public good

· People must incur costs to get together and discuss joint purchases.

· With many people, people withhold contributions – free-rider problem.

· Reaching agreement on a fair sharing of the total expense may be difficult.

Head tax – tax that collects the same amount from every taxpayer

Regressive tax – tax under which the proportion of income paid in taxes declines as income rises.

Proportional income tax – all taxpayers pay the same proportion of their income in 

taxes.

Progressive tax – proportion of income paid in taxes rises as income rises.

· Government collect revenues for public goods by having power to levy taxes – progressive tax system. E.g. Hillary and Bill, $2,000,000 and $20,000 income respectively – consider the use of different tax systems on this household.

THE OPTIMAL QUANTITY OF A PUBLIC GOOD

The Demand Curve for a Public Good

· All buyers consume the same quantity, although each may differ in willingness to pay. Add individual demand curves VERTICALLY
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The Provision of Public Goods

· Government already has tax collection agency to finance additional public goods.

· Power to tax – assign responsibility for cost of public good

· Government’s one-size-fits-all approach requires people to pay for goods they don’t want. Private provision methods: (Note, not always efficient, e.g. TV)

· Funding by donation
· Development of new means to exclude nonpayers – broadcast television

· Private contracting – ‘gated private communities’

· Sale of by-products – financed by sale of rights or services that are generated as by-products.
WHAT SHOULD WE TAX?

Taxes have intended and unintended consequences:

· Alter the relative costs and benefits of engaging in activities, e.g. cigarettes

· Affect the distribution of real purchasing power

Crowding out – occurs when private firms cancel planned investment projects because of higher interest rates caused by government borrowing.
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Loss in economic surplus = $1 billion/year (blue triangle) – which is cumulative sum of the differences between what excluded buyers would have been willing to pay for extra cars and the marginal cost of producing those cars.

· If an activity would have been pursued at the optimal level in the absence of a tax, taxing it will result in too little of the activity. Negative effects of taxes on incentives must be weighed against the benefits of the public goods/services finance by the tax revenue.
· Tax, may produce a loss in surplus in that market, but might be justified if it led to an even larger surplus from public expenditure. Deadweight loss minimised if taxed on inelastic goods and services. May not cause any loss in surplus at all, e.g. negative externality.
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