FE431 Public Finance

Review Sheet for Exam 1

Chapter 1 – Introduction to Public Finance
Reading: pp. 1 – 24
Adam Smith’s “Wealth of Nations” readings
Key topics and terms:

· Efficiency of free, competitive markets; consumer and producer surplus; deadweight loss

· Excludability, rivalry; private goods versus public goods

· Edgeworth Box and the concept of Pareto Efficiency in a Pure Exchange Economy

· Be able to show and explain the contract curve (and core)
· Explain why “efficiency” is independent of “equity”

· Characterize Pareto Efficiency in Production and Exchange of a private goods
MBXA=MBXB=MCX 
(or, if you prefer MRSXYA=MRSXYB=MRTXY)
· Characterize Pareto Efficiency in Production and Exchange of a public good

MBXA+MBXB=MCX or ∑ MBX=MCX (or, if you prefer ∑ MRSXY = MRTXY)
· First and Second Fundamental Theorems of Welfare Economics

· Explain why perfectly competitive industries are likely to lead to an efficient allocation of resources, and why other industry structures generally will not

· What are the main sources of market failure?
Ch. 1 Appendix  – Some Basic Microeconomics

Reading: pp. 25- 26

Key topics and terms:

· Budget constraint (including y-intercept and slope; effect of price or income changes)

· Utility functions  / preferences

· Indifference curves (including how to find different points along the same indifference curve and how to represent indifference curves for different types of goods)

· Calculating Marginal Benefit (a.k.a. Marginal Rate of Substitution) – know definition of and explanation why it varies along a convex indifference curve

· Best affordable bundle (be able to derive the optimal consumption bundle USING CALCULUS and show the optimal bundle graphically)

· Corner Solutions (i.e. solutions where someone ends up with or purchases none of one good)

Chapter 2 – Externalities and the Environment
Reading: pp. 27 – 56
Dr. Seuss’s “The Lorax”
“A Tale of Two Fisheries” by JohnTierney

Key topics and terms:

· Externalities (positive and negative); marginal external cost (MEC) / marginal damage (MD) and marginal external benefit (MEB)

· Marginal private cost (MPC) versus marginal social cost (MSC); marginal private benefit (MPB) versus marginal social benefit (MSB); identifying free market outcomes, efficient outcomes, and DWL

· Coase Theorem

· Pigouvian taxes (or subsidies)

· Marketable pollution permits (“cap-and-trade”)

· Regulation
Chapter 3– Public Goods
Reading: pp. 57 – 63

Ronald Coase (1974) “The Lighthouse in Economics”

Key topics and terms:

· Attributes of public and private goods; excludability, rivalry
· Common-property and open access resources and the “tragedy of the commons”
· Be able to show the welfare loss of a user fee / toll for a non-rival, excludable good; what are the pros and cons of alternative methods of provision; what if congestion is a factor
Probably covered after Exam 1:

· Be able to explain the efficient provision of a private good in competitive markets, and the efficient provision of a public good; how do the two concepts differ? 
· Lindahl equilibrium

· Characterize Pareto Efficiency in Production and Exchange of a public good

MBXA+MBXB=MCX or ∑ MBX=MCX
· Implications of “free riding” for efficiency?

