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Unit One

Market and Government

PartA Reading

O Business Quotation
C O~

If you are failing to plan,
you are planning to fail.

.. 5

Market and Government

The first fundamental theorem of welfare economics asserts that the economy
is Pareto efficient only under certain conditions, as we have seen. There are six im-
portant circumstances, or conditions, under which the market is not Pareto effi-
cient. These are referred to as market failures, and they provide a set of rationales
for government activity. '
Failure of Competition For the invisible hand to work, there must be competi-
tion. In some industries—automobiles, aluminum, and photographic film—there
are relatively few firms or one or two firms that have a large share of the market.
(When there is ornly one supplier in a market, we say he has a monopoly.) This
suggests the absence of strong competition. Under certain circumstances it may be

more efficient to have only one firm producing, rather than many. Why is it then
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that monopolies are generally viewed as bad? The reason is that, if unregulated,
monopolies (whether natural or not) will restrict output to attain a higher price.
Public Goods There are some goods that either will not be supplied by the market
or, if supplied, will be supplied in insufficient quantity. An example on a large
scale is national defense; on a small scale, navigational aids. These are called pure
public goods. They have two critical properties: first, it does not cost anything for
an additional individual to enjoy the benefits of the public goods. Secondly, it is, in
general, difficult or impossible to exclude individuals from the enjoyment of the
public good. The fact that private markets will not supply, or will supply too little
of, public goods provides a rationale for many government activities. ,
Externalities There are many cases where the actions of one individual or one
firm affect other individuals or firms, where one firm imposes a cost on other firms
but does not compensate the other firms, or alternatively, where one firm confers a
benefit on other firms but does not reap a reward for providing that benefit. Per-
haps the most discussed example in recent years has been air and water pollution.

Instances where one individual’s actions impose a cost on others are referred to
. as negative externalities. But not all externalities are negative. There are some im-
portant instances of positive externalities, where one individual’s actions confer a
benefit upon others.

Whenever there are such externalities, the resource allocation provided by the
market may not be efficient. Since individuals do not bear the full cost of the nega-
tive externalities they generate, they will engage in an excessive amount of such ac-
tivities; conversely, since individuals do not enjoy the full benefits of activities gen-
erating positive externalities, they will engage in too little of these. Thus, for ex-
ample, there is a widespread belief that without government intervention of some
kind , the level of pollution would be too high. To put it another way, pollution
control provides a positive externality, so without government intervention there
would be an underprovision of pollution control.

Incomplete Markets Pure public goods and services are not the only goods and
services that private markets fail to provide adequately. Whenever private markets
fail to provide a good or service, even though the cost of providing it is less than
what individuals are willing to pay, there is a market failure that we refer to as in-
complete markets (a complete market would provide all goods and services for
which the cost of provision is less than what individuals are willing to pay) - Some



Unit One Market and Government -

economists believe that private markets have done a particularly poor job in provid-
ing ‘insurance and loans, and that this provides a rationale for government activities
in these areas. In recent years, the government has taken an active role not only in
remedying deficiencies in risk markets but in ameliorating the effects of imperfect
capital markets.

Information Failures A number of government activities are motivated by imper-
fect information on the part of consumers, and the belief that the market, by it-
self, will supply too little information. Information is, in many tespects, a public
good. Giving information to one more individual does not reduce the amount others
have. Efficiency requires that information be freely disseminated or, more accu-
rately, that the only charge be for the actual cost of transmitting  the information:
The private market will often provide an inadequate supply of information, just as
it supplies an inadequate amount of other public goods. The most notable example
of government activity in this area is the U.S. Weather Bureau. Another example
is the information provided to ships by the U.S. Coast Guard.

Unemployment, Inflation, and Disequilibrium Perhaps the most widely recog-
nized symptoms of “market failure” are the periodic episodes of high unemploy-
ment, both of workers and machines, that have plagued capitalist economies during
the past two centuries. Though these recessions and depressions have been greatly
moderated in the period since World War'II, perhaps partly because of government
policies, the unemployment rate still climbed over 10 percent in 1982; that is low,
however, compared to the Great Depression, when unemployment reached 24 per-
cent in the United States. To some economists, high:unemployment is the most
dramatic and most convincing evidence of market failure. '

The preceding sources of market failure resulted in the economy being ineffi-
cient in the absence of government intervention—that is, the market economy, if
left to itself, would not be Pareto efficient. But, even if the economy were Pareto
efficient, there are two further arguments for government intervention. The first.is
income distribution. The fact that the economy is Pareto efficient says nothing
about the distribution of income; competitive markets may give rise to a very un-
equal distribution of income, which may leave some individuals with insufficient re-
sources on which to live. One of the most important activities of the government-is
to redistribute income. The second argument for government intervention in a

Pareto efficient economy arises from concern that the individual may not act in his




