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Essay/Problem Set 2





1.	From an efficiency standpoint, it is clear that the postal service is not operating at Pareto optimality.  While those that are provided mail services in remote areas are better off, clearly those individuals in rural centers are made worse off by higher prices than might be offered in a free market.  There is clearly an efficiency loss in holding prices higher in some areas in order to provide lower prices in others.  It is unknown, but collectively we might be better off in a private market for postal service where prices are open to market forces.  However, to maintain equity, cross-subsidization must exist or rural areas could be priced out of reasonable postal service.  In determining the effects of a subsidy, it is important to note that the elasticity of demand for the good effects the efficiency loss.  A perfectly inelastic good will have no deadweight loss.  It is possible that at lower price levels, postage is completely inelastic.  It would be interesting to study the amount of mail being sent as postage has increased over the years.  Hypothetically, if changing the postage rate from 29 cents to 32 cents induced no change in demand, cross-subsidization would have little efficiency ramifications at that price level.





Possibly the most important issue regarding the U.S. Postal Service, however, is more a social issue than one of economics.  Uniformly priced postal service was mandated through legislation by the early U.S. government in the interest of national communication.  While technology has certainly evolved, the postal service has yet to become obsolete.  Not only is the postal service a valuable good, it is a necessary good in which official business is conducted.  There is a specific need to provide this service at a uniform price.  In addition, an argument could be made that the postal service is an integral element fostering a flow of information that provides one of the means for other private markets to exist.  This would support the contention that equity of uniform postal pricing is desirable as a matter of national policy.





The effect of subsidizing postal rates out of general tax revenue would shift the tax burden from an issue of horizontal equity to one of vertical equity.  As the postal service exists now, we have urban rich and poor subsidizing rural rich and poor.  A general tax revenue subsidy would be an issue of vertical equity as then the rich would subsidize the poor with higher marginal tax rates and incomes.  This also might be described as a change from geographical distribution to income distribution.








2.	If an individual’s valuation of public goods increases, then the Pareto-efficient level of public expenditures will be change.  Aggregate marginal benefit is the sum of individual marginal benefits.  A single individual’s increase in their valuation of public goods will increase the societal marginal benefit (shifting MB in the graph below.)  If this individual is not the median voter, then in a two party system, the level of expenditure on public goods will remain the same.  Suppose that party A prefers an expenditure level of 100 units and party B prefers an expenditure of 75 units, while the median voter prefers 50 units of expenditure.  Economic theory suggests that the two parties will try to maximize their votes given the position of their rival, eventually adopting the expenditure level preferred by the median voter.  

















This original allocation of public goods resources under the society with an individual other than the median voter changing their public good valuation will no longer be Pareto-efficient.  There will be no change in the equilibrium level because the median voter has not altered their valuation, yet some other individual does have a new valuation inducing a new societal marginal benefit.  This person will be worse off because the old equilibrium does not reflect their change in values.






































3.	Over the last 50 years, the distribution of income has become skewed towards the right, with small numbers of upper income individuals controlling larger amounts of wealth.  Essentially, the median income is farther below the average income than 50 years ago.  As a result, there are many more individuals at low levels of income.


























The majority voting model suggests that in choice between two alternatives, the alternative that receives the majority of votes will be chosen.  Given the concept that the majority of people fall below the average income, it is the individuals at these lower levels of income that are more likely to vote in favor of public goods expenditures for two reasons.  (1) Lower levels of income indicate a greater need for public goods and welfare programs.  (2) Progressive tax reform encourages poor individuals to support public expenditure because the fraction of cost for the public good which they incur is much less than upper income individuals.  With more progressive taxation, vertical redistribution would occur because the majority of voters would be benefactors of such redistribution.  Factors that influence voting for public goods are tastes, income, and price.  With the majority of individuals at lower incomes, their tastes will favor public goods.  In addition, progressive taxation will dramatically lower the price of public goods for poorer people.  The result is an increase in public goods expenditures as long as the majority of voters fall into categories of low income.








4.	The recommendation of some total government expenditures by the finance committee through a binding parliamentary vote in Sweden would not be entirely consistent with Linbeck’s analysis of the current Welfare State.  This recommendation on changing the welfare system would simply lower the entire public goods expenditure.  According to Lindbeck, fragmented horizontal distribution has arisen in the welfare state.  Basically, general tax revenues are funneled to specific interest groups in an effort to curry votes for politicians.  A cap on the level of total expenditures will do nothing other than lower the aggregate expenditure.  The distribution of public goods spending could quite likely remain the same; still being allocated to political interests.  Consider a society with three outlets for public expenditure.  An undefined government expenditure might provide 300 units for outlet A, 200 units for outlet B, and 100 units for C comprising a total expenditure of 600 units (with outlet A currying the most political clout.)  If the finance committee voted to bind expenditures to 300 units, a redistribution might occur to provide 150 units for A, 100 units for B, and 50 units for C; an identical distribution at a lesser scale.  The problem of political persuasion would not be solved.  In turn, potentially this could cause serious problems in a welfare state if political powers are strong enough.  With a capped expenditure, moneys may be inadequate in serious areas of social need while remaining quite plentiful in areas of important political coercion.  The only problem discussed by Lindbeck that would be addressed by a binding total government expenditure would be the prevention of uncontrollable growth in the welfare state.  Growth would effectively be halted with an absolute cap in government expenditure.  In summary, the recommendation should remedy growing welfare state, but might not solve Lindbeck’s problem of political persuasion in democratic economies.


