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SYLLABUS OF THE COURSE

Course name: Public Economics
Faculty:  Economics
Level of education: Bachelor’s (senior undergraduates)
ECTS credits: 6 credits
Author: Zaostrovtsev A.P., candidate of economics, docent
Instructor: Zaostrovtsev A.P., candidate of economics, docent
Program outline
1. Prerequisites: Intermediate Microeconomics and Calculus.

Course overview:  

The course presents theoretical overview of the public sector. It discusses departures from efficiency, including imperfect competition and asymmetric information; issues in political economy, including rent-seeking; equity; taxation issues, including tax evasion and its consequences; fiscal federalism and tax competition among independent jurisdictions; and the intertemporal issues of social security

2. Goals, benefits, learning outcomes:
Goals: 
-  to provide an explanation  of the government activities and the motivation behind economic intervention

- to show how the tools of microeconomics can be applied to policy analysis;

- to provide a conceptual framework for assessing the success of economic policy;

- to conduct an evaluation of policy proposals.
Benefits: 

Public economics develops an analytical framework that facilitates the evaluation of public policy and public debate.

Learning outcomes: 

By the end of this subject students would be able to:

- demonstrate why competition is efficient;

- explain the sources of market failure and potential policy responses;

- evaluate explanations for government intervention; 

- discuss the design of the tax structure using the concepts of efficiency and equity;

- describe how the level of government expenditures is determined;

- employ economic analysis to evaluate policy proposals.

3. Distribution of hours
	
	Topics
	Class hours 
	Self-study

	
	
	Lectures
	Seminars
	

	1.
	Theories of the Public Sector
	2
	2
	8

	2.
	Public Goods and Club Goods 
	4
	4
	16

	3.
	Externalities
	2
	2
	10

	4.
	Asymmetric Information
	4
	4
	16

	5.
	Voting
	2
	2
	10

	6.
	Rent Seeking
	2
	2
	10

	7.
	Optimality and Comparability
	2
	2
	12

	8.
	Inequality and Poverty
	2
	2
	8

	9.
	Commodity Taxation
	2
	2
	12

	10.
	Income Taxation
	2
	2
	12

	11.
	Fiscal Federalism and Fiscal Competition
	4
	4
	12

	12.
	Intertemporal Efficiency
	2
	2
	12

	13.
	Social Security
	4
	4
	10

	Total
	34
	34
	148


4. Course content

1. Theories of the Public Sector


Justification for the public sector: the minimal state, market versus government, efficiency and equity. Public sector growth: Wagner’s law, Baumol’s law, a political model, ratchet effect. Excessive Government: bureaucracy, budget-setting, monopoly power, corruption, government agency, cost diffusion.


2.  Public Goods and Club Goods 

Definitions. Private Provision. Efficient provision. Voting. Personalized prices. Mechanism design: preference revelation, Clarke-Groves mechanism, Clarke tax. Fund-raising campaigns.


Definitions of clubs. Single-Product Clubs. Clubs and the economy: small clubs and large clubs. Local public goods. The Tiebout hypothesis. 

3. Externalities

Externalities: definition. Market inefficiency. Externality examples: river pollution, traffic jams, pecuniary externality, the “rat race” problem, the tragedy of the commons, bandwagon effect. Pigouvian taxation. Licenses. Internalization. The Coase theorem. Nonconvexity.

4. Asymmetric Information

Hidden knowledge and hidden action. Market unraveling: hazard insurance and government intervention. Screening: perfect and imperfect information equilibrium. Signaling: educational signaling and its implication.  

 
Moral hazard (hidden action). Moral hazard in insurance. Effort: observable and unobservable. Second-best contract. Government intervention. Public provision of health care: efficiency and redistributive politics.

5.  Voting

Stability and Impossibility. Majority rule: May’s theorem, Condorcet winner, median voter theorems, multidimensional voting, agenda manipulation. Alternatives to majority rule: Borda voting, plurality voting, approval voting, runoff voting. The paradox of voting.

6.  Rent Seeking

Definitions. Rent-seeking games: deterministic game, probabilistic game, free-entry, risk aversion. Social cost of monopoly. Equilibrium effects. Government policy: lobbying and rent creation. Informative lobbying. Controlling rent-seeking.

7.  Optimality and Comparability


Social optimality. Lump-sum taxes. Impossibility of optimality. Non–tax redistribution. Aspects of Pareto-efficiency. Social welfare functions. Arrow’s theorem. Interpersonal comparability. Comparability and social welfare.  

8. Inequality and Poverty

Measuring income. Equivalence scales. Inequality measurement: the setting, statistical measures, inequality and welfare. Poverty: poverty and the poverty Line. Poverty measures.

9. Commodity Taxation


Deadweight loss. Optimal taxation. Production efficiency. Tax rules: the inverse elasticity rule, the Ramsey rule. Equity considerations. Efficient taxation. Public sector pricing.

10.  Income Taxation

Equity and efficiency. Taxation and labor supply. Optimal income taxation. Two specializations: quasi-linearity, Rawlsian taxation. Tax mix: separation principle. voting over a flat tax. 

11.  Fiscal Federalism and Fiscal Competition

Fiscal federalism. Arguments for multi-level government: the costs of uniformity, the Tiebout hypothesis, distributive arguments. Optimal structure: efficiency versus stability. Accountability. Risk sharing: Voluntary risk sharing, Insurance versus redistribution. 


Fiscal competition. Tax competition: competitive behavior, strategic behavior, size matters, tax overlap, tax exporting. Efficient tax competition. Income distribution: perfect and  imperfect mobility, race to the bottom. Intergovernmental transfers: efficiency, redistribution, flypaper effect. 


12. Intertemporal Efficiency

Overlapping generations: time and generations, consumers, production. Equilibrium: intertemporal equilibrium,  steady state. Optimality and efficiency: the golden rule, Pareto-efficiency.

13. Social Security

Types of system. The pensions crisis. The simplest program. Social security and production. Population growth. Sustaining a program. Ricardian equivalence. Social security reform. 
5. Assessment
	Type of testing
	Form of testing
	Parameters

	
	
	

	Current
	Home assignments


	Regularly checked and marked by the class teacher and discussed  in class

	Intermediate
	Test  1
Test 2
	3 exercises
2 exercises

	Final test
	Exam
	3 exercises


Grading: 


(О = score: 1 is the lowest, 10 is the highest)

Oaccum = 0,6Оtests 1,2 + 0,4Oha

Oresult = 0,8Oaccum +0,2Ofc

If Oaccum ( 8,0 it is equal to Oresult, 

Samples of the tests and exam tasks:
Test 1
Variant 1


1.  a) Provide a graphical two-commodity (one private good and one public good) example of a preference relation generating an income elasticity of the demand for public good that is greater than 1.
                b) Show that in this case the fraction of the budget spent on public good increases as income increases. Explain also why the indifference curve in this two-commodity space ins negatively sloped and convex (Assume that the public good has a unit price of $1. The proportion of the budget, M, spent on public good is defined by G/M).

2. A competitive refining industry releases one unit of waste into the atmosphere for each unit of refined product. The inverse demand function for the refined product is pd = 20 – q, which represents the marginal benefit curve where q is the quantity consumed when consumers pay price pd. The inverse supply curve for refining is MPC = 2+ q, which represents the marginal private cost curve when industry produces q units. The marginal external cost curve is MEC = 0,5q, where  MEC is the marginal external cost when industry releases q units of waste. Marginal social cost is given by MSC = MPC + MEC.

a) What are the equilibrium price and quantity for the refined product when there is no correction for the externalities?

b) How much of the chemical should the market supply at the social optimum?


c) How large is the deadweight loss from the externalities?

d) Suppose that the government imposes an emission fee of T per unit of emissions. How large must the emission fee be if the market is to produce the socially efficient amount of the refined product?


3.  Let G be the number of hours of television broadcast each day. Consider three individuals with preferences:
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a) Show that the three consumers might have single-peaked preferences.
b) If the government is choosing G from the range 0 ( G ( 2, what is the majority voting outcome?
c) Does this outcome maximize the sum of utilities W = UA + UB + UC?
d) How are the answers to parts a) through c) altered if the preference of C become UC = 
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Test 1
Variant 2


1. Consider the following situations involving moral hazards. In each case indentify the principal (uninformed party) and the agent (informed party) and explain why there is asymmetric information. How does the action described for each situation mitigate the moral hazard problem?


a)  Car insurance companies offer discounts to customers who install anti-theft and speed-monitoring devices in their cars.


b)  The IMF  conditions  lending to developing countries upon the adoption of structural adjustment plan.

c) Firms compensate top executives  with options to buy company stock at a given price in the future.


d) Landlords require tenants to pay security deposit.


2.   Consider the following preference profile of three voters and four alternatives:
	a
	c
	b

	b
	a
	d

	d
	b
	c

	c
	d
	a



a) Show that if the social choice method used is sequential pairwise voting with a fixed agenda, and if you have agenda-setting power, then you can arrange the order to ensure whichever alternative you want to be chosen.

b) Define the alternative as a “Condorcet loser” if it is defeated by every other alternative in pairwise voting. Prove that there is no Condorcet loser in this preference profile.


c)  Modify the preference profile for one voter to ensure that there exists a Condorcet loser.


d)   Modify the preference profile for one voter to ensure that there is Condorcet winner. 

3. You are competing for a rent with one rival. Your valuation and your competitor’s valuation are private information. You believe that the other bidder’s valuation is equally likely to lie anywhere in the interval between 0 and $5000. Your own valuation is $2000. Suppose that you expect your rival will submit a bid that is exactly one-half of his valuation. Thus you believe that your rival is equally likely to bid anywhere between 0 and $2500 (depending on the realized valuation between 0 and $5000). 

a) Show that if you submit a bid of B, the probability that your bid B will exceed your rival’s bid? And that this probability of winning is 
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b) Your expected profit from bidding B is |200 – B| ( Probability of winning. Show that profit maximizing strategy consists of bidding half of your valuation. 


The first two tasks bring 3 scores each, the third – 4 scores. The same rule is valid for the exam test.
Test 2
Variant 1


1. Two jurisdictions have preferences described by UA = - |(A – GA|2 and  UB = -|(B – GB|2 , where GJ is the quantity of the local public good in jurisdiction j and (J > 0. 

a) What is the optimal quantity of public good for the two jurisdiction?

b) If the public good is centrally provided so that GA = GB, find the quantity that maximizes UA + UB.


c)  Calculate the loss from enforcing uniformity of provision.

2. If you work for 30 years and wish to retire for 15 years on 50% of your working income, how much of your income must be saved when working? (Assume that the interest rate and income when working are constant, and that there are no taxes).

Variant 2

1. Consider economy with a single consumer whose preferences are given by U = log(x) – l, where x is consumption and l  is labor supply. Assume that the consumption good is produced using labor alone with a constant-returns-to-scale technology. Units of measurement are chosen so that the producer prices of both the consumption good and the wage rate are equal to 1.


a)  Let the consumer’s budget constraint be equal to qx = l, where the consumer price is q = 1+ t  and t is the commodity tax. By maximizing utility, find the demand function and the labor supply function. 


b)  Assume that the revenue requirement of he government is 0,1 of a unit of labor. Draw the production possibilities for the economy and the consumer’s offer curve.


c)  By using the offer curve and the production possibilities, show that the optimal allocation with commodity taxation has x = 0,9 и  l = 1. 

d) Calculate the optimal commodity tax.


2. Assume that a consumer has preferences over consumption and leisure given by U= x(1 – l), where x is consumption and l  is labor. For a given wage rate w, which leads to higher labor supply: an income tax on constant rate t or a lump-sum tax T that raises the same revenue as the income tax?



The each task brings 5 scores.
6. The reading materials

Basic textbook:

Hindriks J.,  Myles G.D. Intermediate public economics. Cambridge (Mass.): The MIT Press, 2006 (e-book).

Main texts:

Kaplow L. (2008). The Theory of Taxation and Public Economics. Princeton & Oxford: Princeton University Press (e-book).

Leach J. (2004). A Course in Public Economics. Cambridge: Cambridge University Press (e-book).  

Mueller D.C. (2003). Public Choice-III. Cambridge: Cambridge University Press, 2003 (e-book).
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