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1 Introduction

All governments in developed countries not only provide public goods, but also devote con-
siderable resources to the provision of private goods such as health care, housing, day care and
education. This paper provides a novel efficiency rationale for such public provision of private
goods, based on ideas from the literature on commodity bundling.

We model the government as a benevolent social planner who seeks to maximize the expected
social surplus in an economy where citizens value a (binary) excludable public good, a (binary)
private good, and where utility can be transferred using a perfectly divisible commodity called
“money.” The key friction is that citizens’ valuations for the private and public goods are their
private information. Accordingly, we require that the government restrict attention to provision
mechanisms that are incentive compatible. In addition, we impose budget balance and individual
rationality constraints.

We consider the optimal mechanism under two cases that differ in whether the government can
keep track of individuals’ purchases of the private good and use that information in constructing
fees and access rules for the public good.

As a benchmark, we consider what we call the “separate provision” case, under which the
planner designs provision mechanisms for the public and private goods separately. It is useful to
imagine this as a setup where two government agencies are separately in charge of the public and
private good provisions, even though they share a single budget constraint. The key restriction is
that the two agencies are not allowed to share information about an individual’s purchase in the
other agency, otherwise any feasible provision mechanism can be used. In this case, the mechanism
design problem simplifies to a problem where the planner sets an access fee for the public good,
a provision probability of the public good, and a price for the private good. The solution to this
problem has a flavor of Ramsey pricing, and the price of the private good is always set above its
marginal cost of production. This is because the public good is generally under-provided due to
the informational constraints, implying that a sufficiently small “tax” on the private good (which is
the wedge between the the marginal cost for the private good and its price) leads to a second-order
efficiency loss in the private good market, but generates a first-order efficiency gain due to the
increased probability of public good provision. A similar logic also delivers a less obvious result.
There should always be a strictly positive access fee for the public good, thus a set of types with
strictly positive measure will be excluded from usage. Moreover, we show that whenever the public

good is desirable in a first-best world, it will be provided with positive probability in the optimal



separate provision mechanism, with some of its cost covered by the “taxes” collected from the
private goods.

The separate provision case is then contrasted with what we refer to as the “joint provision”
case, where we allow the social planner to use all available information for decisions on both goods.
The key difference from the separate provision case is that here a single government agency is in
charge of the provision of both the public and private goods, and this agency can therefore condition
the pricing and access rules for the public good on information revealed in the private good market.
We are primarily interested in the qualitative question of whether joint provision mechanisms can
improve expected social welfare over the optimal separate provision mechanisms.

The multidimensional nature of the joint provision mechanism design problem prevents us
from characterizing the optimal joint provision mechanism. As a result, we follow McAfee et
al. (1989) and consider “local deviations” from the optimal separate provision mechanism we
earlier characterized. We show that, under some conditions, there always exists a joint provision
mechanism that improves upon the optimal separate provision mechanism in a subspace of the
feasible joint provision mechanisms. The particular subspace we consider consists of mechanisms
fully characterized by three fixed prices, one for the private good, one for the public good, and
one for the bundle consisting of both goods. Within this restricted set of feasible joint provision
mechanisms, we provide a sufficient conditions for when there exist mechanisms in which the price
of the private good an individual pays depends on whether she also consumes the public good that
generate a higher social welfare than the optimal separate provision mechanismE Importantly, our
sufficient condition is fulfilled under stochastic independence between the valuations of the two
goods, and thus satisfied by an open set of joint distributions.

The above result can be interpreted as a new efficiency rationale for the public provision of
private goods. The justification for such an interpretation is that in order to implement such a
pricing policy, it is necessary that the planner keeps track of which individuals purchase the private
good and somehow tax them on the basis of whether they also consume the public good. One
practical way to achieve this is to allow all agents who opt into (by paying taxes) the “government
bundle” access to both the private and the public good, while those who only want to consume the

private good pay a separate and different price for the private good alone. This is consistent with

'Tt is well-known from Adams and Yellen (1976) and McAfee et al. (1989) that bundling can increase revenue for
a multiproduct monopolist. Fang and Norman (2008) showed that it can also improve social welfare for the case of
multiple public good provision. The current paper extends this intuition further to the case of bundling public and

private goods.



some important features of local public finance in the U.S.: first, residents who pay property taxes
can enjoy the services, many of which has the nature of private goods (e.g., public schools), provided
by the local government “for free”; second, most public universities charge different amounts of
tuition for in-state or out-of-state residents

Our paper makes two major contributions to the existing literature on why it may be desirable
to provide certain private goods publiclyﬂ First, the role played by public provision of private
goods in our paper differs substantially from explanations emphasized in the existing literature. In
our paper, the government is involved in the provision of private goods because such involvement
provides it with information of the private good demands of the individuals, which in turns allows
the social planner to more efficiently extract revenues for the provision of public goods. This
explanation has more in common with the literature on commodity bundling than the previous
literature. In particular, we depart from all existing efficiency based explanations in that we do not
rely on preferences for redistribution. This feature of our model is particularly desirable because
several important publicly-provided private goods have neutral or regressive distributional effects.

Second, our paper imposes considerably less restrictions than the existing literature on the set
of admissible policies in establishing our results. The benchmark outcome we use for comparison is
the outcome that can be implemented under the optimal separate provision mechanism; this is in
stark contrast to the existing literature where the benchmark outcome is often derived under various
implicit restrictions on the market operations. The joint provision mechanism that improves upon
the benchmark outcome in our model does require that consumers cannot engage in arbitrage. This
restriction, however, seems reasonably descriptive of many publicly-provided private goods that we
see in reality. For example, in-state college tuition, public health insurance, day care and public
schools are all commodities that are difficult to resell, thus limiting arbitrage. This is important
because our model thus also provides an explanation of why some, but not all, private goods are
publicly provided.

Our analysis also illustrates a more general point, which is of relevance for the literature on
optimal taxation and the traditional division of public economics into taxation and expenditure as
separate subfields. Since Ramsey (1927), it has been standard in the optimal taxation literature to

ask how to best raise a given target revenue without considering what the tax revenue is intended

In our setup, the in-state tuition can be interpreted as the price of the private good (college education) for those
who also purchase public good; and out-of-state tuition is the price for those who purchase the private good alone.

3We review the existing literature on the public provision of private goods in Scction



for. Our model is a simple yet plausible example where this standard approach is no longer valid,
since the most efficient way to distribute and finance the public good in our model must be jointly
determinedﬂ In other words, the optimal commodity tax to finance the (excludable) public good
depends on whether the consumer gets access to the public good. Hence, the analytically convenient
dichotomy between government expenditures and revenue comes with an efficiency loss.

The remainder of the paper is structured as follows. Section [2| reviews the related literature
on the public provision of private goods; Section [3] presents the model; Section [4] characterizes the
optimal separate provision mechanism; Section [5] presents our main results regarding the optimality

of public provision of private goods; and finally Section [6] concludes.

2 Related Literature

It is useful to divide the existing literature on public provision of private goods into three
strands. The first strand, as represented by Fernandez and Rogerson (1995) and Epple and Romano
(1996), is a positive theory of the public provision of private goods driven by political economy
considerationsﬂ Epple and Romano (1996) consider a political economy model where the level of
a private good (say, “health care”) and whether private purchases are permitted to supplement
the public provision are both determined by majority voting. They show that, under standard
assumptions on voter preferences, a regime with positive government provision and no restriction
on private supplement is majority preferred to a regime of either only market provision or only
government provision. The key intuition is that the median voter, which typically has income
below the mean in the population, will receive positive transfers in equilibrium from richer citizens
if private goods are publicly provided. Fernandez and Rogerson (1995) use a similar model, with the
crucial difference that the private good is only partially subsidized, to show that it is also possible
to explain public provision of private goods with regressive distributional consequences. While the
political economy considerations in these models are plausible and possibly important for a positive
understanding of why government provides private goods, their results do hinge crucially on the
restrictions imposed on the policy instruments; that is, what is not explained is why transfers must

be in-kind (in the form of publicly provided private goods) instead of pure cash transfersﬂ

‘Related points are made in Boadway et al. (1998) and Blomquist and Christiansen (2007).
®See also Bergstrom and Blomquist (1996) and Gouveia (1997).
SHowever, see Blomquist and Christiansen (1999) for a model where efficiency gains of in-kind transfers are

combined with a political economy setup.



The second strand assumes that the government has a preference for redistribution and shows
that public provision of private goods may serve as a tool for redistribution from the rich to the poor.
As in the first strand of the literature, it also assumes, instead of explains, why in-kind transfers
are preferred to cash transfers. For example, Besley and Coate (1991) considered the case where
the publicly provided private goods are discrete. In their model, if a household is dissatisfied with
the (uniform) quality of publicly provided private goods, it opts out and purchases a higher quality
version from the market. If the quality demand increases with income, mainly rich households
opt out from the publicly provided private goods, implying that the system of public provision of
private goods can serve as a transfer towards less wealthy individualsm As Besley and Coate (1991)
acknowledged in their concluding remarks, there may exist other feasible policies that can achieve
the same distributional goals more efficiently if one does not restrict attention to in-kind transfersﬁ

The third strand, to which our paper is most closely related, takes a normative perspective and
identifies circumstances under which providing a private good in-kind is a more efficient transfer
instrument than cash transfers. Blackorby and Donaldson (1988) considered an environment where
consumers have private information about their preferences and showed that in-kind transfers can be
desirable due to its screening role, which allows better targeted transfersﬂ Coate (1995) considered
an environment where the rich has altruistic preferences towards the poor and would like to insure
the poor’s income risks. If cash assistance is given to the poor, the poor may have incentives
not to purchase insurance and exploit the well-know Samaritan’s Dilemma. As a result, the rich
may instead prefer to directly provide insurance to the poor. His explanation crucially relies on
the rich’s lack of commitment not to help the poor if the poor does not purchase insurance with
the cash assistancem Garratt and Marshall (1994) considers the case of the public financing of
college education. They argue that public financing of college education (which is a private good)
provides gambles that families desire. Their explanation implicitly relies on the unmodeled notion
that private market can not provide such lotteries demanded by the families.

Our paper complements the above literature by analyzing the full mechanism design problem
faced by a social planner when individuals have private information about their preferences. No-

tably, we do not impose any exogenous restrictions on the set of feasible policy instruments other

"Other arguments based on a desire to redistribute income can be found in Blomquist and Christiansen (1995)
and Cremer and Gahvari (1997).

8See Gahvari and Mattos (2007) for an interesting extension of Besley and Coate (1991).

9See also Nichols and Zeckhauser (1982) for similar arguments.

%A similar model is considered by Bruce and Waldman (1991).



than the natural participation and incentive compatibility constraints in establishing our compari-
son benchmark of what can be achieve by the market in the absence of public provision of private
goods. The key role played by the public provision of private goods in our paper also substantially
differs from targeted transfer (Blackorby and Donaldson 1988), commitment (Coate 1988) and de-
mand for gambles (Garratt and Marshall 1994). In our paper, the government’s involvement in the
provision of private goods provides it with information about individuals’ private good purchases
that facilitates more efficient revenue extraction for the provision of public goods. The feature
of our model that the efficiency rationale for the public provision of private goods does not rely
on redistributive preferences is particularly attractive because several important publicly-provided

private goods have neutral or regressive distributional effects.

3 The Environment

Consider an economy populated by a continuum of ex ante identical consumers. Consumers
have preferences over a binary and excludable public good, a binary private good and a perfectly
divisible numeraire good that we will refer to as “money.” The public good can be produced at a
cost K > 0; and the binary private good can be produced at unit cost ¢ > 0.

A consumer is characterized by (fg,0p) € Og x Op C R? where 6 is her valuation for the
public good and @p is her valuation for the private good. A consumer’s valuations (6¢q,6p) is her
private information. We denote F': ©¢ x ©Op — [0, 1] as the cumulative distribution over consumer
types (g, 0p), and write Fg : O — [0,1] and Fp : ©p — [0, 1], respectively, as the marginal
cumulative distribution of 85 and 6p. Consumers are assumed to be risk neutral. The expected
payoff of a consumer with type (6g,0p) who consumes the public good with probability ¢, and

the private good with probability ¢p, and gives up (in expectation) m units of money is given by

u(¢G7¢P7m; 9G70P) :¢G0G+¢P0P_m' (1)

The reader may observe that we have built in the assumption that wealth constraints are always
non-binding in . If c and Op are upper bounds for f¢ and §p respectively, this assumption can
be justified if every consumer has an endowment of money in excess of g + 0p. We assume that

c<0p.

Remark 1. We have chosen to model the agents in the economy as a continuum in order to obtain

a clean characterization of the optimal mechanism. The characterization of the constrained efficient



mechanism is much more complicated in a finite population economy with private information. In
particular, the optimal provision rule depends in a non-trivial way on the realized types. However,
in a finite economy with sufficiently many agents, the effects of making the provision rule depend
on announcements become negligible due to intuition similar to that of the “Paradox of Voting.”
As a result, the optimal mechanism can be approximated by a mechanism where no agent is pivotal
to the decisionE-] Hence, our convenient continuum assumption can be viewed as an approximation

of a large finite economyF—_?]

Remark 2. However, the continuum specification has a few awkward technical aspects. In par-
ticular, we will treat the distribution F' as a cross-section of agents, which is necessary to interpret
the right hand side of the balanced budget constraint in Subsection as the total revenue
from the mechanism; at the same time, the distribution F' is also interpreted as the probability
distribution over types for any individual agents. As is well-known, this is inconsistent with sto-
chastic independence across agents in standard probability measures (see, however, Al-Najjar 2004

for a solution to the problem).

4 Optimal Separate Provision Mechanisms

In this section we analyze the benchmark case where the mechanism designer cannot condition
either the price or the provision probability of one good on a consumer’s reported valuation for the
other good. The most obvious way to interpret this setup is that the “markets” for the private and
public goods are physically separated in space and that the designer lacks the technology to track

behavior of individual agents across markets. Formally:
Definition 1 A separate provision mechanism is a quadruple (¢, t, ¢p,p), where:
e Oq:Og — [0,1] is the probability of consuming the public good;

e t:0¢g — R is the fee for consuming the public good;

'1See Norman (2004). Schmitz (1997) also makes essentially the same point in the context of monopolistic provision
of an excludable public good.

12Note, however, that to get a limit characterization corresponding to the one in this paper, it is necessary to
assume that per capita provision costs stay bounded away from zero as the number of participants goes to infinity.

Otherwise, a pivot mechanism will work also with a large finite set of agents (see Hellwig 2003).



e ¢p:Op — [0,1] is the probability of consuming the private good;
e p:Op — R is the fee for consuming the private good.

Note that both ¢, and t are functions of the reported valuation for the public good only; and
¢p and p are functions of the reported valuation of the private good only. As will be made clear
below, our notion of separate provision mechanism still leaves room for cross-subsidization between

the private and public goods, which is the only link allowed between the two design problems.

4.1 The Planning Problem

Given a separate provision mechanism, the expected utility for an agent of type (0, 0p) is given
by ¢q (0c)0c —t(0c) + ¢p (0p)Op — p(0p). We assume that the planner seeks to maximize the
ex ante expected utility of the representative consumer.

The objective function of the planner can be written as
|| tec66)06 ~t(6c) + 6p (0r) 05 — p O] dF (6. 05) @)
0¢ Jop
= /@ (66 (0c) bc — t (0c)] dFc (Ba) + /@ [¢p (0p)0p —p(0p)|dFp (0p).

Since types are assumed to be private information, agents must be willing to disclose their prefer-

ences to the planner. That is, it must be incentive compatible to report truth-fully,

¢ (06)0c — t (06) + dp (0p) 0p —p(0p) > 6c(00)0c — t(06) + 6p(0p)0p — p(Bp), (IC)
¥ (0G.0p).(0c,0p) € O x Op.

We also assume that agents must be willing to participate. Given the continuum-agent formulation,
there is no distinction between interim and ex post participation constraints, and assuming that
the non-participation utility is constant (and normalized to zero), we may write these constraints

as

¢ (0c)0c —t(0c) +ép (0p)0p —p(0p) =0, V(0g,0p) € Oc x Op. (IR)
Finally, we assume that the planner must satisfy the natural feasibility constraint, namely that
the total costs for the production of the public and the private goods should not exceed the total
revenue collected from the agents. We may write this constraint as

K Lsggc% (eg)} + /@ <o (0r) AP (9F) < /@ t(06) dFg (0a) + /@ pB)dF (5r). (BB



To understand , note that, since the public good is non-rival, the cost is independent of the
number of agents actually consuming the good. That is, it costs K if the good is provided and
0 otherwise. Our formulation allows the mechanism designer to randomize between provision and
non-provision. While says that budget balances in expectation, it is easy to adjust transfers
without changing the interim expected payoffs in such a way as to balance the budget for sure (see,

e.g., Borgers and Norman 2008).

4.2 Solving the Planning Problem

First, note that an immediate implication of separate provision mechanism assumption is that

a mechanism satisfies incentive compatibility constraints (IC)) if and only if

¢c (00) 0 —t(00) > ¢c0c)c —t0c) Vg, 06 € O, (3)
¢p (0p)0p — p(0p) ¢p(0p)0p — p(@p) VOp,0p € Op, (4)

v

where can be viewed as the incentive compatibility constraint for the public good provision and
(4) is the incentive compatibility constraint for the private good provision. Hence, the separability
restrictions make the model completely single-dimensional, and equivalent to a model where one
set of agents care only for the public good and another set of agents care only about the private

good.
Further note that, if (¢¢,t*, ¢p,p*) is an optimal separate provision mechanism, then (¢, t*)
solves the following problem given (¢p,p*) :

(¢G,t):(§lca§[o,1]xr{ {/@ [0c (0c)b0c —t(0c)]dFa (Ba) + /ep

st 0< ¢ (06)0c —t(0c) — ¢e(0c)0c +t(0c), Voa,0c € O, (6)
0< ¢¢ (0c)bc —t(0c) + ¢p (0r)0p —p" (), V(0c,0p) € Oc x Op,

- [ coioryare @r); ()
Op

(6% (08) 0p — p* (00)] dFp (ep>} (5)

0< / t(0c)dFa (0a) +/ p* (0p)dFp (6p) — K |: sup ¢q (0c)
g Op

0GE€OG

and (¢p, p*) solves the following problem given (¢g, t*) :

> (0c)0c —t" (0c)| dFq (0 +/
(¢P,p):&a§[071]xR{/®G [¢c (Bc) bc (0c)]dFa (0c) o,

st. 0<¢p(0p)0p —p(@p) — dp(@p)0p +p(@r) Vop,0pcOp 9)
0< ¢ (0c)0c —t" (0c) + ¢p (0P)0p —p(0r) VY (0c,0pP) € O x Op

OS/@G t* (0c) dFa (90)+/®Pp(91>)dFP (GP)_K|: sup ¢g (QG)] _/@P cop (0p)dFp (0p).

0gEOa

(65 (62) 05 — p (0] dFp (ep>} ®)

Both (5)) and (8) are problems that can be solved using standard techniques going back to Myerson’s



(1981) analysis of optimal auction design. Define the “indirect utility functions”

Ug(0c) = 0coc(0c)—t(0g), (10)
Up(0p) = 0pop(0p) —p(Op).

A routine argument (see, e.g. Mas-Colell et al. 1995, page 888) can be used to establish the

following lemmas:

Lemma 1 Suppose that Og = [976;, %] and that the marginal density fa (0g) is strictly positive
on its support. Then, (¢q,t) satisfies the incentive compatibility constraints (@ if and only if g
is weakly increasing in 0g and

fc

Uc (0c) = Ua(0c) + _ b (z)dz Yo, 0c € Og.
G

Lemma 2 Suppose that Op = [Gl,ﬂ and that the marginal density fp (0p) is strictly positive
on its support. Then, (¢p,p) satisfies the incentive compatibility constraints (@ if and only if ¢p
18 weakly increasing in Op and

_— op _—
UP(GP)ZU(HP)—F i~ <z5p(x)dac VOp,0p € Op.
P

Equally routine procedures (see, e.g. Mas-Colell et al. 1995, page 890), using Lemmas |1| and
show that the aggregate transfer revenues from the public goods fees and the private goods fees

respectively can be determined purely in terms of the utility of the lowest type and the provision

rules as
/. 106)dFs06) = [ 0a(00) (ee - W} aFs (0) - Ualb) (1)
/ p(0p)dFp (0p) = op (0p) (9P - W) dFp (6p) —Up(fp). (12)
op op p(0p

We also note that, due to the existence of the numeraire good “money,” we can without loss of

generality assume that the participation constraint of type (@, Gi) binds:

Lemma 3 Suppose that (¢f,t*, ¢5,p*) is an optimal separate provision mechanism. Then there
G P

exists (t,p) such that (¢%,t, &%, p) is an optimal separate provision mechanism and
G P

9 (96) 6 — £ (6c) + b (0r) O — 5 (0p) = 0

10



Since all higher types can mimic (97(;, Hi) , incentive compatibility automatically implies that
the participation constraints hold for all higher types, provided that it is satisfied for type (970 , Hj) .
Using and Lemma |3] we can therefore reformulate as

%:&lﬁ»{[o,l] /@G [¢c (0c) bcldFe (0p) — Kog (%> (13)
st. 0 < g de (0c) (9G - W) dFg (0c) — Kog (0c)
+ [ 17 Or) o (07 arr 0r) (14)
©p
0 < g (fc) <1 forall bg (15)
¢ (+) is weakly increasing. (16)

To understand the objective function, observe that the social feasibility constraint must bind.
The objective function is thus simply obtained by substitution of into the objective func-
tion of the problem, eliminating the constants, and noting, by the fact that ¢ is monotonic, that
SUpyco. P (fa) = ¢¢ (%) The integral constraint , together with the monotonicity require-
ment ((16)), combines all incentive and participation constraints; and the constraints in are the
boundary constraints for the provision probabilities.

To facilitate further interpretations, it may be useful to observe that the problem for a profit

maximizing monopolist for the public good would be to maximize

1—Fg(0c) —
o R (e) <9G - M) dFe (0c) — Kog (0c) (17)

subject only to the constraints and . For this problem, the “no-haggling” logic of Stokey
(1979), Myerson (1981) and Riley and Zeckhauser (1983) immediately implies that the profit-
maximizing mechanism is, without loss of generality, one where the monopolist charges a single
priceE However, this result does not extend to our problem where profits appear as a constraint
in . In general, the solution to the problem may very well be a randomized mechanism@
However, randomizations can be ruled out by making an additional restriction on the distribution

of types. Define
1—Fg(0c)
fa(0c)

131f there is a profit-maximizing random mechanism, then a single price mechanism that charges any price in the

zc (0c) =0c — (18)

support of the randomized mechanism is also optimal.

Y4This is easy to realize by considering the case with two types, 85 and 6%. Assuming that charging a flat fee equal
to A% would violate the budget constraint, whereas charging 8 would give a strict surplus, it is obvious that the
surplus can be made higher by letting the low type agents consume with some probability. The example can easily

be extended to continuous densities.

11



¢

which is often referred to as the “virtual surplus.” We can then show the following result:

Lemma 4 Suppose that xc (0c) as defined in (18) is weakly increasing in O and that ¢ is a
solution to . Then there exists some t* such that

oq (0c) forbg > ——
06 = | 0V e volle) (19)
0 for Bg <

Lemma [4] follows almost immediately from the fact that ¢ () appears linearly in both the
objective function and the constraint. Thus, characterizing the solution to is reduced to
determining two variables: (1) the probability of public good provision ¢ (%) ; and (2) a user fee

(or equivalently, a threshold valuation for being allowed to consume the good when it is produced)E

In the same spirit, the private goods problem may be reformulated as

oomas | [6p (00) (05 — O)dFp (07) (20)
st. 0 < o, ¢5p(9p) [Qp—m—c dFp (eg)
+ [ (60 dFs (0) - Ko (70) 21)
0 < ¢p(Bp)<1foralldp (22)
0p (-) is weakly increasing. (23)

Again the objective function is derived by substituting the (binding) budget constraint into the
objective function of Problem and eliminating constants. A similar argument allows us to
conclude that all we need to do is to find a price to charge for the private good. Again, the fact
that is not a profit-maximization problem makes it necessary to make regularity assumptions
on the virtual surplus in order to rule out a randomized optimal mechanism. Define
1—Fp(0p)

fr(0p) 24

zp(0p) =0p —

We have the following result:

15 The continuum-consumer assumption in itself trivializes the provision decision in the sense that this can no longer
be made contingent on the realized distribution of types. However, we still need to make a (standard) regularity
assumption in order to obtain the fixed price characterization. See Norman (2004) for an assumption that justifies

this particular continuum model as a limit of finite economies.

12



Lemma 5 Suppose that xp (0p) as defined in is weakly increasing and that ¢p is a solution
to (@) Then, there exists some p* such that
0 iffp <p*
¢p (Op) = , (25)
1 if0p > p*.

Lemmas [4] and [5 show that, if the marginal distributions are such that the virtual surplus for
each good is monotonic in type, the maximization of subject to , and (BB) reduces
to a simple optimization problem in three variables, with some slight abuse of notations, (1) a flat
user fee, t*, for the public good; (2) a probability that the public good will be provided, ¢¢, (which
may also be reinterpreted as the quantity of the public good); and (3) a fixed price, p*, for the

private good.

Hence, using Lemmas [4] and [5], we obtain the following simplified planning problem:

0c Op
{ggi)’;} to¥e: % O0qdFg (9(;) — Ko¢g +/p (9P — C) dFp (9P) (26)
st 0 < t[l—FG (;)} +(p—c)[1—Fp(p) - Kog, (27)
G
0 < ¢g<1. (28)

Proposition 1 Suppose that Edg > K and that g < K. Then, in any optimal solution (t*, ¢, p*)
to (@, the following must be true:

1. p* > ¢
2. ¢¢ > 0;
3.t >0.

Proof. Let A\, u and ~ respectively be the Lagrangian multiplier for the constraint and the
boundary constraints ¢ > 0 and ¢, < 1. The Kuhn-Tucker necessary conditions for an optimum

33

are:
0 — /:9GdFG (06) + fo (é) ((;G)QKJr/\fG (é) (qu)Q CAK -y (29)
née = 0,7(1—og)=0,u>0,7>0 (30)
o = gt () e () - () @
0 = —(@-9ofrP)+A(1=Fpr(p)—(—c)fr®)] (32)
(33)

0 = Mili—Fe ()| +=c) 1= Fp ()] - Ko b, A >0
-7 (5] }
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PART 1: If p* < ¢, then the first term on the right hand side in (32)) is strictly positive and the
second is weakly positive, implying that the condition cannot hold. Suppose that p* = c. Then,
from either A = 0 or 1 — Fp (¢) = 0. Since the second condition is ruled out by the assumption
that ¢ < Op, the only possibility that remains is that A = 0. But if A = 0 at the optimal solution,
then constraint is not binding, which implies that t*, ¢; must solve the following problem:

0c
max 0qdFq (0c) — K
{t7¢G}¢G n cdFg (0c) b

We note that if ¢ > 0 in the solution, then the objective is monotonically decreasing in ¢ over

@,ﬂ , thus if ¢ > 0, it must be that t* = ¢50g. Thus, if g5 > 0 it must maximize

0
loye [ OcdFs () — K] = ¢q [Ebc — K].

e}

By assumption the bracketed expression [Efg — K] is strictly positive, so the solution must be
¢¢ = 1; and thus t* = 0g. But, substituting p* = ¢,t* = ¢ and ¢ = 1 into the constraint (27)
we see that

o 1= ()] + 00— 9l - e ) - K = - K <0,
Hence, the resource constraint is violated, which contradicts the assertion that A\ = 0. Thus
we conclude that p* > ¢ in any solution to (26)).

PART 2: Part 1 establishes that in the optimum p* > ¢, thus if we have ¢g, = 0, there must
be a strict budget surplus (the tax collected from the private goods due to p* > ¢ is unspent). It
is easy to show that the social surplus can be improved by spending such budget surplus. To see
this, fix p*,t* = 0, ¢5; = 0. But consider ¢ given by

(p* —c)[1 = Fp(p")
K

o = >0

By construction, constraint is satisfied by the alternative simple mechanism (t* =0, o5, p*) .

But the surplus under this alternative is

0c
oy 0qdFg (0q) + /
0

pa«

73 73

(Op — ¢)dFp (6p) > / (0p — ¢)dFp (6p).
p*
Hence, (t* =0, ¢5, p*) results in a strict increase in surplus relative to (t* =0,¢5 =0,p*). A

contradiction.
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PART 3: This is obvious if §g > 0, since t* = ¢0g would be non-distortionary. Suppose t* =0
and fg < 0. Since the necessary condition (31) must be satisfied, we have A [1 — F (0)] = 0. This
condition can only hold if A = 0. But we have shown in the proof of Part 1 that if A = 0, then
p* = ¢, which contradicts our conclusion in Part 1. [

Thus, under some standard regularity conditions, the optimal separate provision mechanism is
characterized by two prices — one for the public and one for the private good — and a probability
to provide the public good. In particular, it shows that the only government intervention on the
private goods under the optimal separate provision mechanism can be interpreted as a “unit tax” in
the amount of p* — ¢ and leave its provision solely to the “private sector.” Hence, under the optimal
separate provision mechanism, the private good can be provided in a completely decentralized
manner via a competitive market (subject to a tax); and the unit tax on the private goods is used
as a cross subsidy from the private good to the production of the public good. The logic is simply
that the welfare cost of a small tax on the private good is second order, since the consumers who
stop consuming the private good have valuations just marginally above the cost of production.
What we find more interesting is that a public project with positive expected social benefits should
always be undertaken with some positive probability. That is, there is a role for randomizations in
the model. It is also interesting to observe that there should always be a strictly positive user fee
for the public good. The logic for this result is similar to the argument for why there should be
a positive tax on the private good, but runs counter the idea that excluding consumers when the
marginal cost is zero is always bad.

The characterization of (t*, ¢¢;, p*) in Proposition (1| will be used as the comparison benchmark
in the section in which we examine whether joint provision mechanisms can improve social welfare.
In obtaining the above characterization, it is worth emphasizing again that we imposed only the
restriction neither the access probabilities nor the fees for both the private and the public goods
depends on the consumer’s reported valuation of the other good, but did not impose any other
restrictions were made on the set of admissible mechanisms. This is in contrast to the existing
literature we reviewed in Section [2| where the desirability of public provision of private goods is
typically established with some restriction on the available policy instruments or some kind of

market imperfection when the government is not involved in the provision of the private goods.
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5 Public Provision of Both Goods

We have argued that the optimal separate provision mechanism characterized in Section [4] is
consistent with an economy where the private good is traded on a competitive market (subject
to a tax), and where the public good is provided by a government entity with resources coming
from public good user fees and private good tax revenue. We will now consider a setup where
the government is able to condition the provision probability and price for each of the two goods
on the reported valuations of both goods. We interpret this as public provision of both goods since
this is inconsistent with a world where the trading of the private good is done anonymously in the
“private sector.”

In general, a direct revelation mechanism can be represented as a quadruple (%,E(ﬁ,ﬁ),
where the difference with Section M] is that all these functions are over the domain Og x ©p,
whereas the corresponding objects in the separable case are functions of either @5 or Op. This
leads to a multidimensional mechanism design problem, and there is no known methodology to
characterize incentive compatibility in an analytically tractable way.

To get a tractable problem, we will proceed along the lines of McAfee et al. [25] and consider
a class of simple mechanisms. Specifically, we will add a single instrument to the separate pro-
vision case, so that instead of considering mechanisms of the form (¢, ¢5,p) as characterized in
Proposition |1, we will consider mechanisms of the form (¢, ¢, p, 7) , where (¢, ¢, p) have the same
interpretations as before, respectively as the user fee for the public good, the provision probability
for the public good, and the price of the private good; but 7 now is the fee charged for an agent
who consumes both the public and the private good. If 7 # ¢ + p, this requires that the govern-
ment be actively involved in provision of the private good because such a scheme is feasible for the
government only if it could monitor the consumers’ purchases of the private goods.

While it is obviously a limitation that we are not able to characterize the constrained efficient
mechanism for the full-blown mechanism design problem, the reader may note that, if we find
that 7 # t + p in the solution to our simplified problem, then it must be that the constrained
efficient mechanism is also one in which the government takes an active part in the provision of
the private good. Therefore, this suffices to answer the qualitative question we are interested in,

namely whether public provision of a private good can be efficiency enhancing.
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5.1 Some Preliminaries

Consider a (simple pricing) mechanism on the form (¢, ¢, p, 7). It is easy to see that a consumer
will demand:

Only the Public Good if:

\%
)
—~
w
TSN
~—

¢G9G’ - t
dgla —t

¢l —t > ¢glg+0p—1

v

Op —p

Only the Private Good if:

0p—p > 0 (35)
Op—p > o¢gla—1t

Op—p > o¢gbg+0p—71

Vv

The Bundle if:

v

ol +0p—T1 0 (36)
¢c0c+0p—17 > Pglc—t

¢ +0p—17 > Op—p

Which of the inequalities in , and are relevant depends on whether the bundle is
cheaper or more expensive than the components. Figures [I| and [2| respectively represent the con-
sumer’s demand for the private and public goods as a function of her valuation types (6¢,0p)
where for simplicity we multiplied her public valuation type by the provision probability ¢5. The

following two claims are obvious from the inspection of Figures [T] and

Claim 1 If 7t < t+p, the second inequality in and is implied by the other two inequalities.
And,

e the proportion of agents purchasing the public good only is

% T—t
/ f(0a,0p)dopdig
o Jop
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Public Good Only
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Figure 1: Consumers’ Demand for the Case 7 <t + p.
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-

. Bundle
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b
Public Qood Only
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Figure 2: Consumers’ Demand for the Case 7 > t + p.
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e the proportion of agents purchasing the private good only is

0p
/ / f(0q,0p)dicdbip
(Ze]

e the proportion of agents purchasing the bundle is

3G [P 0c  0p
/ / f (HG', 9]3) dfpdba + / f (9(;, 9]3) dfpdfg
;—G T—¢abc f T—t

Claim 2 If 7 >t + p, the first inequality in (@ 1s implied by the other two inequalities. And,

e the proportion of agents purchasing the public good only is

S [¢cfatp—t 0 -t
/ / f(eg,ep)depdeg+/ f(0a,0p)d0pdig
t GP ;*GLU 97}3

e the proportion of agents purchasing the private good only is

Op+t—p

T—t
/ / ¢ 06, 0p) dOcdop + / / & f (B, 0p) ddcddp

e the proportion of agents purchasing the bundle is

9 0p
/ f(0c,0p)dopdig
=P Jr—t

Define by G (t,p, ;) the budget surplus (when positive) given a mechanism (¢, ¢q,p,T)

under case one when 7 < ¢ + p. Using Claim [I} it can be written as:

/ / F(0c,0p)d0pdoc| + (p—c) [ / " /Q TJGP f(ec,ep)decdep:| (37)

g 0p
(r—c [/ / f(0c,0p)dopdic + / F(6c,0p) d@pd@c] ~ Ko,
= T—¢glc % T—t

G1 (t7p77—; (ZSG =

Symmetrically, we let G2 (t,p, T; ¢5) denote the budget surplus given a mechanism (¢, ¢, p, )
where 7 > t + p, which using Claim [2] can be written as:

‘PG bg0c+p—t
Go (t,p,T;¢G) = / / f(@G,GP)dedeG +/
p

Op+t—p

e[

0 0p
+(r—o¢) [/ f(0c,0p) dopdeg] — Ko
EXe]

TP Jr—t

f (0c,0p) d@pd@a} (38)

p

op

F(0c,0p) docdp + / / % (0, ep)decdep}
t
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Next, let Si(t,p,7;¢g) denote the social surplus associated with (t,¢q,p,7) in the case when
T<t+0p,

% T—t ﬁ T=p
S1(t,p,7; ¢G) = /t /9 ocbcf (0G,0p)dOpdic + / /9 v (0p —c) f(0G,0p)d0cdop (39)
g "2 r Jog

[delde!

& e
é

+/fp" / (pbc + 0p —c) f (Bc,0p) dIpdic
Xel T

¢ 0p
+/ / (6cbc +0p — ) f (0c,0p) dIpdic — Kog.
i T—1
and let Sy (¢,p, T; ¢) be the social surplus associated with (¢, ¢, p, 7) in the case when 7 >t + p,

T2 récbctr—t 0 Tt

o) = [ f 6061 (06,00 dorddc+ [ [* 65061 Ge00) dbrdde (10)
_t_ 0p =P Jop
¥e] LYe] —

Op+tt—p

Tt e P Ga
-I—/ / (9p—¢)f(9g,0p)d90d9p+/ / (GP—C)f(QG,Qp)dQGdGP
P 0 T—t JO

T

0c  0p

—|—/ / (¢G90+9p—C)f(@c,@p)d@pd&G—Kqﬁg.
I=P Jr—¢
G

For notational brevity we will let z = (¢,p,7) and z* = (t*,p*, t* + p*), where (t*, ¢, p*) is an
optimal solution to the separate provision problem in Section 4 Now we define two auxiliary
problems. First consider the problem of:

max S (t,p, T; ¢5) (41)
(t.p,7)

s.t. Gi(t,p,m;05) >0

t+p—7172>0.

Problem gives the best simple pricing policy in the form of (¢, ¢, p, 7) under the restriction that
¢a = ¢ and T < t + p; that is, the public good provision probability is fixed at the level as in the
optimal separate provision mechanism characterized in Proposition [, and the bundle is restricted
to be no more expensive than separate purchase of its components. Problem (41) will tell us
the maximal attainable social surplus when one deviates from the the optimal separable provision
mechanism among a particular set of perturbations (namely, charging the bundle of public and
private goods a lower price than the sum of its components), while respecting the budget balance
constraint. Notice that the separate provision mechanism prices z* = (t*,p*,t* + p*) is in the

constraint set of Problem .
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Symmetrically, consider the problem of:

max 52 (tapa T3 d)*G) (42)
(t.p,7)

st Gao(t,p,7505) >0

T—t—p>0.

Problem gives the best simple pricing policy in the form of (¢, ¢, p, 7) under the restriction
that ¢ = ¢ and 7 > t + p. That is, the public good provision probability is fixed at the level
as in the optimal separate provision mechanism characterized in Proposition |1} and the bundle is
restricted to be no cheaper than separate purchase of its components. Problem will tell us
the maximal attainable social surplus when one deviates from the the optimal separable provision
mechanism among another particular set of perturbations (namely, charging the bundle of public
and private goods a higher price than the sum of its components), while respecting the budget
balance constraint. Notice again that the separate provision mechanism prices z* = (t*, p*, t* + p*)
is in the constraint set of Problem .

If there is no potential improvement of joint provision mechanism over the optimal separate pro-
vision mechanism we characterized in Proposition a necessary condition is that (¢*,p*, 7 = t* + p*)

must solve both Problems and .

5.2 The Main Result

Now we show our main result, which is a sufficient condition under which (t*, p*, 7 = t* + p*)
cannot simultaneously solve both Problems (41]) and . As a result, when the identified condition
is satisfied, there must exist a simple pricing joint provision mechanism that improves social welfare

upon the optimal separate provision mechanisms.

To this end, we first introduce a few notations. Differentiating (37)) and evaluating at z = 2* =
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(t*,p*, t* + p*), we find thatﬂ

G (2" ¢¢)  _ /ﬁ {Fp (p*|0c) + (0" — ) fr 0"10c)} fc (0c) dfc

ot -
t* t* t*
_a%FP( s )fG (%) (432)
W = /9:G {1 = Fp(p*l0c)) — (p* — ) fr (p"10c)}] fc (Uc) dbc

len )

*, K Oc
Hnte) [ T Fr 7100) - 0 — ) T 0710c)} o (Oc)

o
=
G

Shen(r)]e(3)

These expressions inform us about the effect on the budget when one slightly perturbs the relevant

prices t,p and T.

Likewise, if we differentiate S; (-) in and evaluate at z = z*, we obtain:

%alida) / (0" =) e 0"l fo (66) 0~ 5= (1715 ) fo (5 ) (44)
W - - q%(P*—C)fP(P*|9G)fG(9G)d9G+;;[ B (p| ¢;>}f (;J (44b)
W lid6) / (P*C)fP(P*WG)fG(@G)d@G(ZE[ Fp(pl%ﬂfc(%). (440)

We can also write out explicitly the gradients for S and G, which we omit here.

Remark. The reader may notice that expression 0G; (2*; ¢¢;) /Op in corresponds directly
to the expression in Proposition 1 of McAfee et al. (1989). Expression can also be written in
that form by reversing the roles of 0 and 6p. This close correspondence with McAfee et al. (1989)
is not a coincidence. The derivatives reported above can be thought of as the effect on profits
given a marginal increase in ¢, p and 7 respectively, which is exactly what McAfee et al. (1989)
was analyzing. In their case, going from to their main result is relatively straightforward
since they asked for a direction where the mixed bundling mechanism increases profits relative
to separate pricing. In particular, (¢t*,p*) in their case were chosen to solve a monopolist profit
maximization problem under separate pricing, thus p*, for example, must satisfy the first order
optimality condition [1 — Fp (p*)] — (p* — ¢) fp (p*) = 0. Hence, the first term in ([43D)), if 6 and

16The details of the derivations for and are available in an Appendix from the authors’ websites.
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fp are stochastically independent, becomes:

*

/; {1 = Fp (0"100)] = (0" = ©) fr (0"106)} fa (V) dbc: (45)

L= Fp () — (0 — o) £ (07)} f (Bc).

:/gc

which is equal to zero from the optimality condition of p* in their problem. Thus it follows imme-
diately from that a small increase in the price of the private good (or a small decrease in the
price from the bundle) would increase the profits in the case of stochastic independence. It can also
be verified that, by rewriting 0G1 (2*; ¢¢;) /Ot (to be explicit about the optimality condition for t*
for the monopolist profit-maximization problem), that a small increase in the price of the public
good also increases profits if 85 and 0p are stochastically independent.

Our problem differs from McAfee et al. (1989) in two respects. First of all, our goal is to
demonstrate that bundling can increase social welfare rather than profits. Secondly, because (t*, p*)
in our problem, as characterized in Proposition [1} are not chosen to mazximize profits, we cannot
use the first order conditions from the optimal separable provision mechanism in the same way as

McAfee et al. (1989).

Our first preliminary result is that in fact, evaluated at an optimal separate provision mechanism
prices (t*,p*, 7 =t* + p*), the partial derivatives of G; and Gy are the same, and the partial
derivatives of S; and S» also coincide. Letting DG; (z;; ¢g) and DS; (z; ¢) denote the gradient

vectors for ¢ = 1,2, we thus have that;
Lemma 6 DG (2*;¢5) = DGa (2% ¢F) and DSy (2*;¢¢) = DSa (2*; ¢¢)
Now we establish a useful lemma:

Lemma 7 Let \* be the multiplier on constraint corresponding to the solution (¢¢,t*,p*) of
problem (@ Also, let \; be the multiplier on the resource constraint G; (t,p, T;¢¢) fori=1,2 in

problem and (@ Then,
1. X1 = X\* if 2* solves problem ;

2. Ao = X" if 2* solves problem (49).
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Proof. First consider . If z* solves the problem, the Kuhn-Tucker necessary conditions for a

solution must be fulfilled at 2

*. Hence, there must exist Ay > 0 and p; > 0 such that

951 (2%; ¢5) 9G1 (2" 97) _
951 (2%; ¢¢) 9G1 (" 97)

A = 46b
ap + A1 ap +pp =0 (46D)
or or

mt+p=—7)=0, py =0 (46d)
Using the expressions for the partial derivatives in and , it is easy to check that:
051 (2% 95) .~ 0S1 (2% 9%) t* t*
- _v 4
at " or ¢Gf e (47a)
0G1 (z%0%)  0G1(2%05) [ t* t*
5 + 5 = fe (0c) doc — ¢Gf pea
¢G
t* t* t*
[ G<¢G> ¢GfG <¢G) (470)
Combining (46a]) and , and using , we have that
A {[1—}7 ( )} < >}:o. 18
¢GfG <¢G> 1 \ g7 ¢GfG o (48)

This condition is the same as , the first order condition to the problem when the goods are sold

separately. It follows that A\; = \*, since otherwise will be violated. This proves the first part.
For the second part, we note that the Kuhn-Tucker conditions for Problem are

955 (;’t‘;cﬁ’&) 1,262 (;Z;sb’é;) ) (gz;q%) W (g;‘;aﬁ*c) =0
95, (;;7 28 n )\Qan (§;§¢G) oy = 95 (;;a 29 F G, (5’;§</)G) =0
95, (;;; %c) | 4,96 (S:;QS’E;) b, = 2 (;:; Ya) | 5,26 (82:;%;) oy =0
po(t+p—7) = 0,4y >0
where the first equality in each line follows from Lemma[6] The same argument applies. [

Together, Lemmas |§| and 7| makes the Kuhn-Tucker conditions for problem comparable
with those of problem . Now our main result about the sufficient condition for the welfare
improvement potential of public provision of private goods over the optimal separate provision

mechanism follows:
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Proposition 2 Let \* be the multiplier on constraint corresponding to the solution (¢¢, t*, p*)
of problem (@ Then, there exists a feasible simple pricing policy (t,p,T) that generates a higher

social surplus than the optimal separate provision mechanism whenever
DSy (2% 6¢) + X' DGy (275 ¢¢) # 0. (49)

Proof. From Lemma m we know that if z* solves both problems and , the multiplier in
each problem must be given by A\*. Thus if z* is the best simple pricing policy for problem ,

then

051 (2% ¢5) | 490G (25 95) _

g AN = 0 (50)
951 (2% 08) L0G1 (2% 06) _

o T o9 +uo= 0
951 (2% 0G) | \+0G1(2*:00) _

S A p po= 0

Ml(t—f—p—T):O; /‘1‘120

Similarly if z* is the best simple pricing policy for problem , then by using Lemma, |§|7 we have
951 (2" 0g) | (.0G1 (2" 95)

S N = 0 (51)
981 (z%06) | \+0G1 (2% 96)
5 T o o = 0
051 (2%¢5) | \«0G1 (2% ¢5) _
5 5. TH =0
/.1,2(t+p_7_):07 /’LQZO

Assume that p; > 0. Then, implies that 851(2’;;¢g) + A 8:. ) < 0, which makes it

impossible to find py > 0 such that 1) holds. Symmetrically, if py > 0, then % +

)\*%:;%) > 0, which makes it impossible to find p; > 0 such that holds. Since z* must

solve both and for there to be no improvement we conclude that p; = py = 0, or else

there is some z better than z*. The claim follows. ]

Because the simple pricing joint provision mechanism is a subset of all feasible joint provision
mechanisms, an immediate implication of Proposition |2|is that whenever condition is satisfied,
the optimal joint provision mechanism must generate higher social welfare than the optimal separate

provision mechanism.
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5.3 Stochastic Independence

Now we use Proposition [2] above to examine the case where 6 and fp are stochastically inde-
pendent. In this case we have that there is indeed always an improvement over the optimal separate

provision policy.

Proposition 3 Suppose that g and Op are stochastically independent. Then

051 (2% ¢5) n 4+ 961 (2% 0%)

ap op > 0.

Proof. When fp (0p|0c) = fp (0p) for all §p we have that

L) ) - 07 - O f 01 Fe () + e - P (5 )
(p* =) fr (p¥) <t) ¢ " <t>
—FIfg | 5+ |+ 51 - F —
G a5z ) T o5 [ PP fa pea
where the second equality uses , the first order condition for p* in the separable case. Next,
051 (2% 0¢) . N < t* ) t* . < t* >
—_— == — Fgl—)+—=11-F —
ap (p* —¢) fr(p") Fc pes ¢*G[ P (P")] fe pea
Hence,
P0Gy OO -0 o) o () + e 1= P07 o (5 )
(0 =o) fp(p?) t t . t*
e () ()
_ (l—i-)\*);—*G[l—Fp(p*)]fG (;C) > 0. .

Proposition [3| establishes that when the valuations for the private and public goods are sto-
chastically independent, there is a welfare improving role for the public provision of private goods
over the optimal separate provision mechanism we characterized in Proposition [1} It also implies,
by continuity, that there exists an open set of joint distribution functions for 8¢ and 6p for which

public provision of private goods can be preferred from an efficiency Viewpointm

'"We conjecture is that condition is satisfied generically in the sense that it holds for almost all joint distribution

functions.

26



6 Conclusion

This paper shows that public provision of private goods may be justified on pure efficiency
grounds in an environment where individuals consume both public and private goods. The govern-
ment’s involvement in the provision of private goods provides it with information about individuals’
private good purchases that facilitates more efficient revenue extraction for the provision of public
goods. We show that public provision of the private good improves economic efficiency under a
condition that is always fulfilled under stochastic independence and satisfied for an open set of joint
distributions.

The efficiency rationale for the public provision of private goods we advanced in this paper dif-
fers substantially from explanations emphasized in the existing literature, which typically rely on
preferences for redistribution. Our result is also derived under considerably less stringent restric-
tions on the set of admissible policies than the existing literature. We do not impose any restrictions
on the benchmark outcome that can be implemented under the optimal separate provision mech-
anism, which is in stark contrast to the existing literature where the benchmark outcome is often
derived under various implicit restrictions on the market operations. The no-arbitrage restriction
we require for the joint provision mechanism to improve upon the benchmark outcome in our model
also accords with many publicly-provided private goods we see in reality because in-state college
tuition, public health insurance, and public schools are all commodities that are difficult to resell.
Thus our paper also provides an explanation of why some, but not all, private goods are publicly
provided.

Finally, our analysis also exemplifies a more general point about the optimal taxation literature.
Our design problem combines a simple commodity taxation problem with an excludable public good
provision problem. We found that the marginal price for access to the public good for consumers
that purchase the private good should be different from those who do not. Hence, our model is a
stylized example where provision and user fees for the public good, and taxes on the private good
must be jointly determined in order to achieve economic efficiency. Our paper thus illustrates that
the standard practice of separating the question of how a given budget should be spent from the

question of how a given tax revenue should be raised generates efficiency losses.
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