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TERMS

Public Good: A good or service, often provided by the government, that has no restrictions on consumption.  (For example, drinking fountains, lighthouses, and public art.) 
Excludability: Sellers have the ability to prevent nonpaying consumers from receiving benefits of a good or service.

· Free-rider problem: Potential providers of a good or service are unable to limit the benefits of the good to only those who pay.
Non-rivalry: One person buys/consumes a product that is also available for purchase/consumption by another customer.  (For example: a song on iTunes.)
· Shared Consumption: Many people can utilize a product without interfering with each other’s consumption.

Rivalry: One person buys/consumes a product that is not available for purchase/consumption by another customer.  (For example: a rare piece of art or artifact)
Market failure: Private markets do not correctly allocate resources in a way that would most benefit society. Why? Externalities.
Externalities: Costs or benefits associated with an individual or group that is external to a market transaction:

· Spillover cost, called a negative externality, results in over allocation of resources.
SOLVED BY: TAXING POLLUTION

· Spillover benefit, called a positive externality, results in under allocation of resources.
SOLVED BY: SUBSIDIES TO MAKE UP FOR FREERIDERS (similar to bartering)

Income inequality: Unequal distribution of society’s wealth.
Lorenz Curve: a graph showing the degree of inequality. The cumulative percent of wealth holders is on the x-axis. The cumulative percent of wealth held is on the y-axis. Perfect equality is the 45-degree line from the origin to 100%. This line means that every person has the same amount of wealth. Since 10, 20 and even 50% of some populations have no wealth, a Lorenz curve typically bows below the line of perfect equality. The more it bows below the line, the more inequality is indicated.

Non-cash transfer: Providing goods or services rather than cash.
Anti-trust legislation: legislation designed to break up existing monopolies and prevent the formation of new monopolies to increase competition and societal welfare.

KEY CONCEPTS
Market Failure

Usually the market successfully determines the perfect amount of production and consumption for a population, but there are times when the market equilibrium is not the socially optimal point of production. In this case, we may be dealing with one of three things:

· Public goods (ex. Public Art)
· Nonrivaly (Shared consumption) – More than one person can use it at the same time

· Nonexclusive – Sellers cannot prevent those who do not pay from using the good or service

· This leads to the free-rider problem, which means that people can derive the benefit of the good without paying for it
· Positive externalities (i.e. When you get vaccinated, those around you are less likely to get sick from you) are spillover benefits from a good or service 

**Public goods implicitly carry positive externalities**

· Third-party benefits “external” to buyers and sellers, hence the name free riders.
· The social benefit (MSB) is greater than the private benefit (MPB) because the third-party does not pay, thus goods with positive externalities are underproduced. (See graph)
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· Negative externalities (i.e. When a company pollutes the environment and residents get sick) are spillover costs from a good or service that affect a third-party “external” to the transaction
· The social cost (MSC) is greater than the private cost (MPC) at each given output level so the supply curve is too far to the right. Thus, goods with negative externalities are overproduced. (See graph)
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These inadequacies of the market do not resolve themselves if left alone except under certain circumstances. 
The Coase theorem states these:

1. Property ownership is clearly defined.
2. Small number of parties involved.
3. Negligible negotiation costs.
In other words, the parties involved can negotiate a win/win situation.

Remember: Coase loves to Feel at Parties, Stroke People and Nail Necrophiliacs.

· Few Parties
· Small # of People
· Negligible Negotiation costs.

Otherwise, we must rely on the government to fix the over and under allocation of resources.
Government Intervention wha la!
The Government can control the market its externalities using STDs or Subsidies, Taxes, and Direct Control (i.e. quantity limits, quotas, or price floors/ceilings)
Negative externalities:

The government can decrease the supply of a good that produces negative externalities by placing a tax on that good.  This increases production costs and discourages production.  The government can also restrict output of the good using some method of direct control, such as passing legislation capping how many of that good can be sold. This hurts society more than private companies; part of the reason we outsource a lot of production to china.
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Positive externalities:

Lets take the example of vaccines, to get production up to the necessary point, the government can increase the supply of vaccines by subsidizing production.  This decreases production costs and encourages producers to make more of their good.  It can also increase the demand by requiring vaccines for children to attend public schools.
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Taxes: Combat Externalities
Governments tax suppliers and consumers to generate income.  When government money is used for public works projects, the money is redistributed more equally among the population.  There are three different kinds of taxes:

Progressive: As income level goes up, the percent of income taken by the government rises.  Example: the federal income tax. (In other words, rich people pay a greater % than poor people.)
Regressive: As income goes up, the percent of income taken by the government goes down.  Example: sales tax.  This is because rich consumers spend a smaller portion of their income on consumer goods than poorer consumers, so they pay less in taxes relative to their income.

Proportional: Consumers are taxed at the same rate, regardless of income level.  Rarely used in real life because they are considered a greater burden on the poor. 
*To remember these types of taxes, remember that crazy people need their Pills at the Right Price (or Pickles Ring Peoples neck sshhhhhhhh)
Progressive

Proportional
Regressive

An Economic Perspective: Cleaning the Environment

Let’s say that a factory has contaminated a mountain lake with pollution (a negative externality).  If the nearby city decides to clean up the pollution, it is most likely not economically efficient for the town to clean up all of the pollution.  Rather, it will clean up individual units of pollution until the marginal benefit of the last unit removed is equal to its marginal cost (see graph).
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As with everything in economics, MC=MB.


Coase loves the Fox Sports Network. (he also loves Fat Silly Noodles sssshhhhhh)
Few parties

Small Number of people 

Negation costs are little

Lorenz Curve


*The farther below the straight line the more unequal

Perfect equality is the 45-degree line from the origin to 100%. This line means that every person has the same amount of wealth. Since 10, 20 and even 50% of some populations have no wealth, a Lorenz curve typically bows below the line of perfect equality. The more it bows below the line, the more inequality is indicated.

*Remember Lorenzo is fed up with being poor. He wants income equality and he wants it NOW!!!!
Multiple choice questions

	

	
	


1. according to the circular flow model of goods and income, the relationship between ______and_______ is illustrated.
	A. Goods and Services
B. Wages and Salarys

C. firms and households.

	D. income and money.

	

	

	


2. The marginal social cost of pollution ____________as the amount of pollution emissions rises

A. remains constant
B. Rises
C. Falls
D. rises at first, but eventually falls

3. With Regard to the Coase theorem, a Market will __________when negative externalities are present.
A. always reach an efficient solution
B. reach an efficient solution if transaction costs are low
C. reach an efficient solution only if the government intervenes in the market
D. reach an efficient solution only if the negative externalities are offset by positive externalities

4.The overall thrust of Anti-trust laws appear to have been to 
A. reduce deadweight loss as suggested by the capture theory 

B. reduce deadweight loss as suggested by the social interest  theory

C. increase producer surplus as suggested by the capture theory 

D. increase producer surplus as suggested by the social interest theory
5. Pure public goods cannot be sufficiently provided by private companies in a

market because:

A. The cost of producing public goods is greater for private companies than for

the government

B. After a public good is produced, no one can be excluded from using it even if they will not pay

C. Private companies would produce more of public goods than buyers would wish to buy

D. Pure public goods have no marginal utility to buyers

6.If negative externalities are the product of the creation of a good, an unregulated market will result in

A. The Firm’s margin cost being equal to society’s marginal cost

B. Too Little production of the good

C. If the market is perfectly competitive, an optimal amount of the good being produced

D. Society’s marginal cost being higher than the firm’s marginal cost

E.         The Firms costs marginal cost being higher than society’s marginal cost
7.Governments can improve economic efficiency in markets if the production of a good results in a positive externalities by

A. Installing anti-trust action

B. Granting a subsidy to Private Producers

C. Promoting the export of the surplus output

D. Banning private production of the product

E. Encouraging the export of the surplus output

8.The People of a planet oppose creating a two way teleportation device to another planet, complaining that the device will destroy the planet’s outlandish atmosphere. What economic concept is most relevant in the question whether or not to build the teleportation device?

A. Externalities

B. Oligopolies

C. Factor Markets

D. Circular Flow

E. Government role

9.The Major source of problems when dealing with Positive Externalities are

A. Monopolies

B. Free Riders

C. Buss riders

D. Tax payers

E. Consumers

10.A Spam factory dumps its pollution into a lake which serves as the water supply for a nearby town. Pollution from the plant should be reduced until

A. Total Benefit from cleaner water is maximized
B. Marginal Benefit from cleaner water is zero
C. Marginal Benefit from cleaner water is equal to the marginal cost of making the water cleaner
D. Total benefit from cleaner water is equal the total cost of making the water cleaner
E. Marginal benefit from cleaner water is maximized
11. A public good has all of the following characteristics EXCEPT:

A. Non-excludability

B. Non-rivalrous  

C. Produces no positive or negative externalities

D. Has benefits available to all, including non payers

12.All of the following are examples of negative externalities except:

A. Oil Spill in the ocean

B. Refineries in your neighborhood

C. An airport placed in the heart of a city

D. A city park 

13.If tax payer A has an income of 100,000 dollars a year and Tax payer B has an income of 60,000 dollars and they both pay 5,000 dollars on taxes, this tax is called a:

A. Regressive Tax

B. Progressive Tax

C. Proportional Tax

D. Fair Tax

14. Tax payer A has an income of 100,000 dollars a year and pays 10,000 dollars on taxes. Tax payer B has an income of 1,000,000 dollars a year and pays 100,000 dollars on taxes. This suggests the tax is:

A. Proportional

B. Regressive 

C. Progressive

D. Discriminatory 

15. An externality is:

A. A spillover effect that has an impact on a party that is not directly involved. 

B. A spillover effect that has an impact on a party that is directly involved.

C. A spillover effect that, when negative, imposes costs on the whole society.

D. Both A & C

16.       Suppose that Joe is building a tree house on his own property, but it will block Dylan’s entire view of the ocean. Joe accepts Dylan’s offer of $2,000 to not build this tree house. This is an example of 

A.      A nice neighbor

B.      The Coase theorem

C.      Tragedy of the Commons

D.      None of the above

7.       By definition, the tragedy of the commons is 

A.      when a person fails to pay his/her taxes.

B.      when society experiences economic prosperity.

C.      The idea that society overuses and thus abuses common resources.

D.      Both A & C
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17.       Refer to the above diagram in which S is the private market supply curve and S2 is a supply curve comprising all costs of production, including external costs. Assume that the number of people affected by these external costs is large. Without government interference, this market will result in: 

A.     an over allocation of resources to this product.

B.      an optimal allocation of society’s resources.

C.      An under allocation of resources to this product.

D.      A higher price than is consistent with an optimal allocation of resources.

18.       Refer to the above diagram in which S is the private market supply curve and S2 is a supply curve comprising all costs of production, including external costs. Assume that the number of people affected by these external costs is large. If the government wishes to establish an optimal allocation of resources in this market, it should:

A.      subsidize producers so that the market supply curve shifts right.

B.      subsidize consumers so that the market demand curve shifts right

C.      Not intervene because the market outcome is optimal.

D.      Tax producers so that the market supply curve shifts left.

19.The Lorenz Curve is used to determine:

A. Income distribution
B. ATC
C. AVC
D. Supply of a good

20.If one wanted to determine the percentage of income received by the “bottom 30%” of U.S. households, one should reference the:

A. ATC Curve
B. Perfect competition graph
C. Monopoly graph
D. Lorenz Curve

21.What type of tax can be used to combat income inequaity:

A. Proportional
B. Regressive
C. Progressive
D. Disproportionate

22.What type of tax encourages income inequality:

A. Progressive tax
B. Regressive tax
C. Proportional tax
D. None of these

23.Using income as the tax base, a 10 percent general sales tax is a:

A. Progressive tax
B. Regressive tax
C. Proportional tax
D. None of these


Refer to the graph for the following questions:
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24.According to the graph, if production is raised from the socially optimal level to the 
privately optimal level, then 
A. the associated private cost of the movement would be h. 
B. the associated private benefit of this movement would be d + f + h. 
C. the associated social cost of this movement would be d + f +h + i. 
D. All of the above. 

25.According to the graph, the privately equilibrium quantity and price would be at 
A. (Q0.,P1) 
B. Q1.,P1). 
C. (Q0.,P2). 
D. (Q1.,P2). 

 

26.According to the graph, this market is experiencing

a. government intervention.

b. a positive externality.

c. a negative externality.

d. None of the above are correct.
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1.c

2.b

3.b
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20. a
21. d
22. a
23. c
24. d
25. b
26.c
The next two questions refer to the following graph.
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1.
Assuming that B represents the socially optimum output of a good and A represents the current equilibrium output of the good, then the figure above indicates that there is/are…


a.
Spillover benefits from the production of this product.


b.
Spillover costs from the production of this product.


c.
An overallocation of resources to the production of this product.


d.
A negative externality from the production of this product.


e.
No spillover costs or benefits.

2.
If the government wanted to correct this externality with a subsidy to the consumer, then…


a.
the demand curve would shift from D1 to D.


b.
the supply curve would shift from S to S1.


c.
the supply curve would shift from S1 to S.


d.
the demand curve would shift from D to D1.


e.
none of the above would occur.

3.
A see-saw in a town owned park would be best classified as…


a.
a private good.


b.
a quasi-public good.


c.
a public good.


d.
none of the above.
4.
Which of the following least fits the concept of a public good?


a. 
National defense.


b. 
Free health clinics.


c. 
A sidewalk.


d. 
A new car.

5. A characteristic of most public goods is that they

a.       provide benefits only in social settings.

b.      are most efficiently produced by a single seller.

c.       can be produced only by the government.

d.      are used primarily by low income groups.

e.       are extremely difficult to exclude from the use of non-purchasers.

6. A perfectly competitive industry produces a positive externality along with its output. In order to

achieve an efficient allocation of resources, the government should

a.       subsidize the industry.


b.      tax the industry.


c.       not impose any restrictions because the industry is perfectly competitive.

d.      either tax or subsidize the industry depending on the severity of the pollution.

e.       regulate the industry so that its pollution level is zero
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7. According to the graph, this market is experiencing

a. government intervention.

b. a positive externality.

c. a negative externality.

d. None of the above are correct.

8. According to the graph, the private equilibrium quantity and price would be at

a. (Q0.,P1)

b. Q1.,P1).

c. (Q0.,P2).

d. (Q1.,P2)

9. Which of the following statements about a well-maintained yard best conveys the

general nature of the externalities?

a. A maintained yard conveys a positive externality because it increases the home’s

market value.

b. A maintained yard conveys a negative externality because it increases the property tax

liability of the owner.

c. A maintained yard conveys a negative externality because it makes other property

owners in the neighborhood feel like their homes are less valuable.

d. A maintained yard conveys a positive externality because it increases the value of

adjacent properties in the neighborhood.

10. In markets with positive externalities

a. the invisible hand is at its best.

b. the market ignores the external benefits.

c. too much good is produced.

d. the social benefits are less than the private benefits.

11. An example of a positive externality (external benefit) would be:

A. Production of a good that makes a no profit

B. An innovation lowers costs of production in one industry and also in another industry

C. Hiring workers who turn out to be inefficient

D. An increase in lead emissions from automobiles causing lung disease

12. A person had an income of $20,000 last year and paid $5,000 in tax. This year, the person

had an income of $120,000 and paid $55,000 in tax. The tax is:

A. progressive

B. regressive

C. proportional
13.  An example of an external cost is:
A. The fuel tax the government imposes on gasoline to encourage motorists to drive leess. 

B. The high cost of purchasing an automobile with a hybrid engine that a motorist pays in order to help reduce global warming. 

C. The high price of gasoline that motorists must pay during the peak summer driving season. 

D. The lost day of work a person incurs on days when high pollution levels trigger a severe asthma attack.

14.  An example of an external benefit is: 

a. The consumer surplus a consumer receives when he or she purchases a fuel efficient vehicle from a firm at a price less than they were willing to pay. 

b. The reduction in disease that occurs when more and more people in a society are immunized against the disease. 

c. The extra satisfaction a homeowner derives from hiring a contractor to create a beautiful front yard for all the neighbors to see.

d. None of the above. 

15.  A positive externality or spillover benefit occurs when: 
A. product differentiation increases the variety of products available to consumers.
B. the benefits associated with a product exceed those accruing to people who consume it.
C. a firm produces at the P = MC output.
D. economic profits are zero in the long run.
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 16.  Refer to the above diagram in which S is the market supply curve and S1 is a supply curve comprising all costs of production, including external costs. Assume that the number of people affected by these external costs is large. If the government wishes to establish an optimal allocation of resources in this market, it should: 
A. not intervene because the market outcome is optimal.
B. subsidize consumers so that the market demand curve shifts leftward.
C. subsidize producers so that the market supply curve shifts leftward (upward).
D. tax producers so that the market supply curve shifts leftward (upward).

  [image: image13.png]Price

0

Q, e,
Quantity

Price

Q@ Q
Quantity



 
 17.  Refer to the above diagrams for two separate product markets. Assume that society's optimal level of output in each market is Q0 and that government purposely shifts the market supply curve from S to S1 in diagram (a) and from S to S2 in diagram (b). We can conclude that the government is correcting for: 
A. negative externalities in diagram (a) and positive externalities in diagram (b).
B. positive externalities in diagram (a) and negative externalities in diagram (b).
C. negative externalities in both diagrams.
D. positive externalities in both diagrams.
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18.  Refer to the above competitive market diagram for product Z. Assume that the current market demand and supply curves for Z are D2 and S2. If there are substantial external benefits associated with the production of Z, then: 
A. efficient resource allocation occurs at output G and price B because the market mechanism does not measure all benefits.
B. an output smaller than G would improve resource allocation.
C. government should levy a per unit excise tax on Z to shift the demand curve toward D1.
D. an output greater than G would result in a more efficient allocation of resources.

19.  Refer to the above competitive market diagram for product Z. Assume that the current market demand and supply curves for Z are D2 and S2. If there are substantial external costs associated with the production of Z, then: 
A. a price lower than B and an output greater than G would improve resource allocation.
B. government should levy a per unit excise tax on Z to shift the demand curve to the right.
C. government should levy a per unit excise tax on Z to shift the supply curve toward S1.
D. government should subsidize the production of Z to lower equilibrium price and increase equilibrium output.

20.  Suppose that the Anytown city government asks private citizens to donate money to support the town's annual holiday lighting display. Assuming that the citizens of Anytown enjoy the lighting display, the request for donations suggests that: 
A. the display creates negative externalities.
B. government should tax the producers of holiday lighting.
C. resources are currently overallocated to the provision of holiday lighting in Anytown.
D. resources are currently underallocated to the provision of holiday lighting in Anytown.

21.  The Coase theorem states that: 
A. government should levy excise taxes on firms that generate spillover or external costs.
B. taxes should be levied such that they change private behavior as little as possible.
C. bargaining between private parties will remedy externality problems where property rights are clearly defined, the number of people involved are few, and bargaining costs are small.
D. trading of votes to secure favorable voting outcomes may increase efficiency.

22.  The tragedy of the commons is the idea that: 
A. society has a tendency to overuse and thus abuse common resources.
B. total external costs in society far outweigh total external benefits.
C. matter can be transformed to other matter or into energy but can never vanish.
D. crime rates typically are higher in public places than where property is privately owned.

23.  If a person with a lower income has a higher proportion of their income taxed than a person with a higher income, then this tax is:


a) Progressive 


b) Regressive


c) Proportional


d) Socialist

24.  If Laila makes six dollars a year and pays two dollars in taxes and Patrick makes six hundred thousand dollars a year and pays two hundred thousand dollars in taxes, then this tax system is:


A) Progressive


B) Regressive


C) Proportional


D) None of the above

25.  “The tragedy of the commons” applies to:

A) Parks

B) Beaches

C) Freeways

D) All of the above
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