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PvitE
Characteristics oprublic Goods

m Nonrivalry: The characteristic that if one
person “‘consumes” a good, another person’s
pleasure is not diminished, nor is another
person prevented from consuming it.
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Characteristics of Public Goods

m Nonexclusion: The inability of a seller to
prevent people from consuming a good if
they do not pay for it.
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Pure Public Goods and
Pure Private Goods

m Pure Public Good: No ability to exclude
and no rivalry for benefits.

m Pure Private Good: Clear ability to
exclude and rivalry for benefits.
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Figure 4.1 Marginal Costs of Consuming and
Producing a Pure Public Good
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Figure 4.1 Marginal Costs of Consuming and
Producing a Pure Public Good
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Price Excludable Public Goods

m Price-excludable public good: there are
external benefits when produced or
consumed but exclusion is easy.
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Congestible Public Goods

m There are public goods where, after a
point, the enjoyment received by the
consumer is diminished by crowding or
congestion. These are called
Congestible Public Goods.
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Figure 4.2 A Congestible Public Good
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Classifying Goods According to the Degree of Rivalry
and Excludability of Benefits from Their Use
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Efficient Provision of Private Goods

m Derivation of aggregate demand

m Each person’s demand curve represents the
willingness-to-pay for an additional unit of a good

m Private good: holding P constant, add together
individual quantities to get O

m Horizontal summation
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Equilibrium in Private Goods Market

m Equilibrium where supply curve intersects
aggregate demand curve

m Everyone pays the same price, P
m Individuals consume different quantities, O
m Pareto efficient ¢ M[ ¢ A‘_: szqba MrT

E]

17

New Section 7 Page 17



Page 18

Thursday, September 10, 2015 11:01 AM

Efficient Provision of Public Goods

m Consider a fireworks display as a public good — it is
nonrival and nonexcludable.

m Bigger displays give higher benefit.

m Public good: holding QO constant, add together
individual willingness-to-pay to get P.
m Vertical summation.
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Efficiency in Public Goods Market

m Everyone consumes the same quantity, Q.
m Individual’s marginal benefit varies.

m Efficiency requires that the sum of
individual marginal benefits equals the
marginal cost.

20

New Section 7 Page 20



Page 21

Thursday, September 10, 2015 11:01 AM

Numerical Example

m  Consider 2 individuals, Adam and Eve, who have
the following inverse demand curves and face a
marginal cost curve below.

P 2100—%QA
Pr=200- 0k
MC=§Q
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Numerical Example, Private Good

m  [f the good was a private good, then the PA: (oo ’-/ZL QA— = Q= 200-2%,,
aggregate demand curve is: P?
= 200 ~ . 2O - Rk
® = @A +®I: = (:7100—2(/4’)7«/'2_‘00’/5) = @E =7 @E PE

M Cr = /’Z: @
With a private good, everyone pays the same 2
price.

Gp-rec—2 (8533200 = 222217
Pe Poe Py

&g =120 — 33.339% = La iy
THE EFoRE Q = 400 - 3P|

(G ;@/4’7‘@6 ’—-[%%g%
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Numerical Example, Private Good

m In a competitive market, P=MC Q@ = 400 - 3P,
P= MC 5 22 _@ = z( 5% = 4ov- 3P
> > E
P= goo-iy,
Q= 4oo o (33
5 2
Approximately .33, units of the private good are = %9
provided at a price of... 94
Adam consumes around .?%nits, and Eve P/A/ = (00 ,/g/[ @4

consumes around / units.
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Numerical Example, Public Good

m  Suppose instead that the good is a public good.
The aggregate demand curve is:

BN VEUTChL Surmaten, 8 P = UptPz = (;oo »%@A> +[200—@5)

With a public good, everyone consumes the
same quantity.
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Numerical Example, Public Good

m Efficient provision would require: P=MC
P=MC = 200-20- =0
2

L 2Qq -
fa+2a= 30

4219K = 200 13Q =200
Efficient provision would imply that Adam & Eve &
consume .!Z3.4¢nits of the public good. ® = (%G 441S
Private market may not arrive at this allocation, UNVETS /TJ:M/E
however. FER LD
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Another example on Demand For a Private Good

D, = MB, D=2Qp
Dy = MBg
D,=MB,

Price per Loaf of Bread (Dollars)
N W A O O N

—

01 2 3 4 5 6 7 8 910

Loaves of Bread Purchased per Week
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Marginal Benefit (Dollars)

Demand For A Pure Public Good

1 2 3 4 5
Security Guards per Week
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Figure 4.6 Efficient Output for a Pure Public Good
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Efficient Output of a
Pure Public Good

m The socially optimal level of the public good
requires that we set the Marginal Social
Benefit of that good equal to its Marginal
Social Cost. MSB = MSC

" MSB = MB; + 2MB;j = MSC
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Mathematically: Lindahl Pricing

Recall from Figure 4.5 that the marginal
social benefit for a pure public good is the
sum of the individual marginal benefits.

That is: MSB = ZMB.

Efficient output is therefore:
MSB = XMB = MSC.
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Lindahl Equilibrium

The amount each person contributes, t,
depends on individual desires for the public
good.

The sum of the contributions equals the total
cost of the public good.

m 3tQ* = MC(Q*) = AC(QY)

m Xt=MC=AC
All individuals agree to pay their shares.
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Freeriding

Freeriding occurs when people
are not honest in stating their
Marginal Benefit, because if
they understate it, they can get
a slightly reduced level of the
public good while paying
nothing for it.
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Freeriding 1s easier with

m Anonymity: If everyone knows who
contributes, there can be powerful social
stigmas applied to shirkers.

m Large numbers of people:
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