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;’%@ BABE
Y Wisdom

That government is best which governs the least,
because its people discipline themselves.
——Henry David Thoreau

IE3 Text

1.1 Market Failure and the Role of Government

There are six important conditions under which markets are not Pareto efficient. These are
referred to as market failures, and they provide a rationale for government activity.(We just
select three conditions — imperfect competition, externalities, unemployment and other
macroeconomic disturbances. The other three conditions are public goods, incomplete markets,

and imperfect information.)
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1.1.1 Failure of Competition
For markets to result in Pareto efficiency, there must be perfect competition —that is, there
must be a sufficiently large number of firms that each believes it has no effect on prices. But in
some industries—supercomputers, aluminium, cigarettes, greeting cards—there are relatively
few firms, or one or two firms have a large share of the market. When a single firm supplies the
market, economists refer to it as a monopoly; when a few firms supply the market, economists
refer to them as an oligopoly. And even when there are many firms, each may produce a slightly
different good and may thus perceive itself facing a downward-sloping demand curve.
Economists refer to such situations as monopolistic competition. In all of these situations,
competition deviates from the ideal of perfect competition, where each firm is so small that it
believes there is nothing it can do to affect prices.

It is important to recognize that under these circumstances, firms may still seem to be
competing actively against each other, and that the market economy may seem to “work” in the
sense that goods are being produced which consumers seem to like. The first fundamental
theorem of welfare economics—the result that market economies are Pareto efficient—requires
more than just that there be some competition.

There are a variety of reasons why competition may be limited. When average costs of
production decline as a firm produces more, a large firm will have a competitive advantage over
a smaller one. There may even be a natural monopoly, a situation where it is cheaper for a
single firm to produce the entire output than for each of several firms to produce part of it. Even
when there is not a natural monopoly, it may be efficient for there to be only a few firms
operating. High transportation costs mean that goods sold by a firm at one location are not
perfect substitutes for goods sold at its price; it will not lose all of its customers; it only faces a
downward-sloping demand curve.

Firms may also engage in strategic behavior to discourage competition. They may threaten
to cut prices if potential rivals enter, and such threats may both be credible and serve to
discourage entry.

Finally, some imperfections of competition arise out of government actions. Government
grant patents—exclusive rights to an invention—to innovators. While patents are important in
providing incentives to innovate, they make competition in the product market less than perfect.

The market dominance of such firms as Xerox, Alcoa, Polaroid, and Kodak was based on patents.
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Of course, even without patents, the fact that an innovator has some information (knowledge)
that is not freely available to others may enable it to establish a dominant market position.

It is easy to see why imperfect competition leads to economic inefficiency. We saw earlier
that under competition, firms set output at the Pareto efficient level. They set price equal to the
marginal cost of production. Price can be thought of as measuring the marginal benefit of
consuming an extra unit of the good. Thus, with competition, marginal benefits equal marginal
costs, Under imperfect competition, firms set the extra revenue they obtain from selling one unit
more—the marginal revenue—equal to the marginal cost. With a downward-sloping demand
curve, the marginal revenue has two components. When a firm sells an extra unit, it receives the
price of the unit; but to sell the extra unit, it must lower the price it charges on that and all
previous units—the demand curve is downward-sloping. The revenue gained from selling the
extra unit is its price minus the revenue foregone because the expansion in sales lowers the price
on all units. Thus, marginal revenue is less than price. The result is that the reduction in output is
the inefficiency associated with imperfect competition.

Of course, if there is a natural monopoly, with declining average costs, and with marginal
costs below average costs, competition is not viable; if a firm charged price equal to marginal
cost (as would be the case under competition), it would operate at a loss, since the marginal cost
is lower than the average costs. Even then, however, a private monopoly would typically charge
more than a government-run monopoly; the private monopoly would seek to maximize profits,
while the government-run monopoly which did not receive any subsidy would only seek to break

cven.

1.1.2 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 them, or
alternatively, where one firm confers a benefit on other firms but does not reap a reward for
providing it. Air and water pollution are examples. When I drive a car that is not equipped with a
pollution control device, I lower the quality of the air, and thus impose a cost on others. Similarly,
a chemical plant that discharges its chemicals into a nearby stream imposes costs on downstream
users of the water, who may have to spend a considerable amount of money to clean up the water
to make it usable.

Instances where one individual’s actions impose a cost on others are referred to as negative
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externalities. But not all externalities are negative. There are some important instances of
positive externalities, where one individual’s actions confer a benefit upon others, if 1 plant a
beautiful flower garden in front of my house, my neighbors may benefit from being able to look
at it. An apple orchard may confer a positive externality on a neighboring beekeeper. An
individual who rehabilitates his house in a neighborhood that is in decline may confer a positive
externality on his neighbors.

There are a large number of other examples of externalities. An additional car on a crowded
highway will add to road congestion, both reducing the speed at which other drivers can travel
safely and increasing the probability of an accident. An additional fisherman fishing in a given
pond may reduce the amount of fish that others will be able to catch. If there are several oil wells
drilled in the same oil pool, taking more oil from one of the wells may reduce the amount of oil
extracted by the other wells.

Whenever there are such externalities, the resource allocation provided by the market will
not be efficient. Since individuals do not bear the full cost of the negative externalities they
generate, they will engage in an excessive amount of such activities; conversely, since
individuals do not enjoy the full benefits of activities generating positive externalities, they will
engage in too little of these. Thus, for example, without government intervention of some kind,

the level of pollution would be too high.

1.1.3 Unemployment, Inflation, and Disequilibrium

Perhaps the most widely recognized symptoms of market failure are the periodic episodes of high
unemployment, 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 percent in the United States. While by these
standards the recession of 1991-1992, in which the country’s average unemployment rate peaked

at over 7 percent, was relatively mild, in some states, such as California, more than one out of ten
workers was out of work. And unemployment rates in Europe have remained persistently high—

in some cases in excess of 15 percent or even 20 percent—for the past two decades. .
Most economists take the high levels of unemployment as prima facie evidence that

something is not working well in the market. To some economists, high unemployment is the
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most dramatic and most convincing evidence of market failure.

(From Joseph E. Stiglitz, Economics of the Public Sector, 3rd edition, Norton, 2000, pp. 76-85)

1.2 How Might the Government Intervene

There are several different general approaches that the government can take to intervention.

Tax or subsidize private sale or purchase One way that the government can try to address
failures in the private market is to use the price mechanism, whereby government policy is used
to change the price of a good in one or two ways:

(1) through taxes, which raise the price for private sales or purchases of goods that are
overproduced;

(2) through subsidies, which lower the price for private sales or purchases of goods that are
underproduced.

Restrict or mandate private sale or purchase Alternatively, the government can directly
restrict private sale or purchase of goods that are overproduced, or mandate private purchase of
goods that are underproduced and force individuals to buy that good. In 1994, President Clinton
proposed a plan that would mandate that firms provide health insurance to their employees. This
plan did not fly in the United States, but many nations, such as Germany, mandate that almost all
citizens have health insurance coverage.

Public Provision Another alternative is to have the government provide the good directly,
in order to potentially attain the level of consumption that maximizes social welfare. In the
United States, more than one-quarter of the population has insurance that is provided to it directly
by the government; Canada and many other developed nations have publicly provided health
insurance for their entire populations.

Public Financing of Private Provision Finally, governments may want to influence the
level of consumption but may not want to directly involve themselves in the provision of a good.
In such cases, the government can finance private entities to provide the desired level of
provision. For example, the 2003 legislation to add a prescription drug benefit to the United
States’ Medicare insurance program for the disabled and elderly involves federal government
reimbursement of private insurers to provide prescription drug insurance.

(From Jonathan Gruber, Public Finance and Public Policy, Worth, 2005, pp. 6-7)



