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Market Failure

Market failure occurs when the free market fails to allocated resources in an optimum and efficient manner. There are four main sources of market failure:

1) Externalities

Externalities occur when some of the costs or benefits associated with production or consumption of goods and services spill over onto third parties. 

When market failure is present, allocative efficiency is achieved when MSB=MSC
	Positive externalities
	Negative externalities

	Occur when society benefits from the consumption or production of a commodity or service
	Occur when costs are imposed on society from the consumption or production of a commodity or service

	Education, vaccination etc.
	Pollution, smoking etc.


	Merit goods
	Demerit goods

	Goods that society values and judges that everyone should have whether the individual wants them or not. 
	Goods that society values and judges to be bad for and individual

	Underconsumed due  to imperfect information – individuals are unaware of long-term benefits and positive externalities
	Overconsumed due to imperfect information – individuals are unaware of long-term detriments and negative externalities

	Consumption of merit goods is believed to generate positive externalities (MSB exceeds MPB)
	Consumption of demerit goods leads to a fall in social welfare (MPB exceeds MSB)

	Healthcare, education, public libraries
	Alcohol, cigarettes, drugs, addiction to gambling


2) Zero Provision of Public Goods

A public good is a good/service which is

1. Non-rivalrous – its benefits are not depleted by an additional user

· MC = 0, for allocative efficiency, P = MC = 0
· Public goods have to be provided at no charge
2. Non-excludable – impossible (or difficult) to exclude people from its benefits

· ‘Free rider’ problem arises – no one will pay for what he can get free
· Private firms will not provide public goods (unable to charge for consumption)
· Public goods, therefore, have to be provided by the government
Examples of public goods include streetlamps and public libraries
Note: a private good is one that is both rivalrous and excludable – automobiles, clothing, food etc.
3) Imperfect Competition

Prefect competition does not always exist in real markets, and more often than not, free market forces do not lead to optimum efficiency in resource allocation. 

One example is the monopoly: the monopolist’s output is not allocative efficient as it produces at a point where P > MC, creating a DWL of both consumer and producer surplus.

4) Inequity

The problem of inequity is distinct from that of inequality. Equity refers to a distribution of income that is considered fair – a normative issue. An equitable distribution is thus not the same as an equal distribution. 

While to some extent, some degree of income inequality is desirable – as incentives to work hard etc., a very unequal distribution of income has negative repercussions especially on the socioeconomic front.

The solutions to inequity are briefly discussed under “Dealing with Inequality and Inequity” 
Government Intervention

	Problem
	Intervention
	Evaluation

	Zero provision of public goods
	Direct provision of public goods
	

	Negative 
externalities
	Financial intervention: taxes (equal to the monetary value of the MEC) are imposed on individuals or a firm, internalizing ECs
	Advantages

· Leaves space for market forces to interact
· Provision of revenue for the government

	
	
	Disadvantages

· Difficulty in valuating EC
· Overvaluation means output is below social optimum, as with undervaluation means that output is not sufficiently lowered (ie, society’s welfare is not always maximized)
· Effectiveness of tax dependent on PED

	
	Legislation: laws and administrative rules are passed to prohibit or regulate behaviour that imposes an EC, e.g. pollution permits
	Enforcement is difficult and expensive

	
	Education, campaigns and advertisements solve the problem of imperfect information by allowing the external costs to be made known to the consumer, discouraging demand
	Benefits must outweigh the costs of implementation.
A lot of time may be needed for effects to be felt


	Positive 
externalities
	Financial intervention: subsidies made to the producer or consumer
	Advantages

· Considered the most effective way of solving underconsumption as it is easily implemented
Disadvantages

· Like taxes, the valuation of EB is difficult
· High government expenditure is required
· Okun’s leaky bucket: each dollar transferred from a richer to a poorer individual, results in less than a dollar increase in income for the recipient. Leaks arise as a result of administrative costs, changes in work effort, attitudes etc. arising from the redistribution 

	
	Legislation include regulation seatbelt usage, compulsory education etc.
	Enforcement requires constant checking which may translate to high costs.

	Non provision of merit goods
	There is a need to produce merit goods (which are naturally underconsumed) at low prices or for free due to four reasons

1. Social justice: they should be provided according to need and not ability to pay

2. Large positive externalities, for example in the provision of free health services helps to contain and combat the spread of disease

3. Dependants are subject to their guardians decision which are not necessarily the best, therefore the provision of services like free education and dental treatment is needed to protect dependants from uninformed or bad decisions

4. Ignorance: The problem of imperfect information makes consumers unaware of the positive externalities and benefits that arise from consumption

	Imperfect 
markets
	Imposition of a lump-sum tax on a monopolist (shifts AC upwards), and supernormal profits are taken as tax. Governments may also regulate MC/AC pricing for monopolies. 

	
	Government may impose regulations to control a monopolies

1. Forbidding the formation of monopolies (e.g., antitrust laws)

2. Forbidding monopolistic behaviour (like predatory pricing)

3. Ensuring standards of provision.
4. Ensuring competition exists (e.g., deregulation)


Nationalization and Privatization

Nationalization refers to the public (governmental) ownership of certain firms to provide goods or services sold in the market, that is, public corporations engaged in commercial activities. Governments often take over natural monopolies to prevent monopoly pricing and examples include public utilities.

	Advantages
	Disadvantages

	Consumers protected from high prices
	Cross inefficiency may arise

	Ensuring social costs and benefits are taken into account when production decisions are made
	No profit motive may lead to nationalized enterprises being allocatively inefficient


Privatization refers to a change in ownership of an activity from the public to the private sector.

State owned companies having lost money may privatize to give new owners the responsibility of restructuring the enterprise.

Forms of Privatization

1. Denationalization: Privatization of ownership – sales of assets or shares. The government may retain some shares in the enterprise, and acts as a regulator in this case to ensure that public interest is protected. 

2. Franchising: Gives the private sector a right to operate a particular service/activity for a given length of time. May be exclusive or competitive

3. Privatization of production: Government buys goods and services instead of producing them 

· Refuse collection services being contracted to private firms
4. Privatization of financing: Government relies on consumer charges rather than tax revenue to subsidize operations. (e.g., independent school fees)

5. Deregulation: Liberalization of regulation to promote competition through the removal of barriers to entry (creation of contestable markets)

· Telecommunications, financial industry, airline (US ‘open skies’ policy)
Evaluation of Privatization

	For
	Against

	Revenue for the government – reduces public-sector borrowing requirement. Allows the government to make tax cuts without reducing spending. Revenue might come in from higher corporate tax receipts from the privatized companies
	Long term revenue loss – future profits from industries are lost by the state

Natural monopolies are best left to the public sector as duplication of services is unnecessary – wasteful and inefficient and not in the best interests of consumers

	Increased competition due to contestable markets and profit motives which translates to

Benefits for consumers in the form of lower prices, wider choices and better qualities as X-inefficiency is reduced (see Nationalization)
	Competition may not increase replacing a public-sector monopoly with a private-sector one does not increase competition as firms are still able to act like monopolists

	Increased efficiency and flexibility as private companies are normally more successful in raising capital, lowering prices and cutting out waste. Little governmental interference allows the company to respond to market forces, and make commercially sensible decisions and investments
	Market forces may not ensure greater efficiency – like before, remaining as private-sector monopolies are likely to earn supernormal profits even if they are inefficient. Large firm size also prevents firms from being taken over

	Wider share ownership increases accountability to the public
	Private-sector firms may not act in public interest as they do not take into account negative externalities (like resultant unemployment) and are unlikely to base their output and pricing on social justice and equity

	Cost-push inflation is reduced. Private firms are less willing to accept inefficient working practices. Wage raises have to be justified by higher productivity.
	


Dealing with Inequality and Inequity

The tax system can be used to reduce inequalities in income and wealth. 

· Progressive taxes: people earning higher incomes are taxed a higher percentage of their income

· Reducing income differentials

· May create disincentives to work with excessive progressivity

· Direct tax imposition on wealth (e.g., inheritance taxes)

Monetary provision: money raised through the tax system is paid to low-income groups to increase YD
· Means-tested benefits are paid to those that fit certain criteria

· Unemployment benefits

· Might create disincentives to work

· Not always claimed by those for whom they are designed

· Expensive to administer

· Low take up rates: bureaucracy and social stigma

· Universal benefits are paid out to everyone in certain categories regardless of income/wealth

· State pensions, child benefits

· May imply paying out money to those who do not need it

· More expensive
Direct provision of goods and services are also financed through the tax system. Free provision means that if services are used equally by all, lower income groups gain more advantage, reducing inequality

· Healthcare and education

· Subject to market failure, but justified by inequity

Government Failure

Government failure arises when government intervention in the market to improve market failure worsens the situation: increases market distortions and reduces welfare and economic efficiency instead of otherwise. 

Reasons for Government Failure

Problem of incentives: undesirable incentives may create inefficiencies

· Taxation distorts incentives

· Disincentives to work harder with progressive tax

· DWL of a tax may cause a disincentive to consume and produce

· Politicians motivated by political power rather than economic imperatives

· Policies designed to retain power rather than maximize efficiency

· Political pressures dominates societal welfare

· Taxes that reduce externalities may be unpopular are avoided

· Inappropriate incentives of public enterprises

Problems of information arise as, just as the markets lack information, more often than not, governments do too. The government may not know the full costs/benefits of policies even though it wishes to work to the interests of the consumer

· Imperfect information about the true value of a negative externality

· Difficult to trace the source of a negative externality

· Problems of taxation – difficult to put a figure to EC (see Government Intervention)

· Imperfect information about the level of consumer demand

· Public goods provided may not be needed, or produced are wrong quantities

Problems of distribution arise as policies may affect different groups of people differently

Bureaucracy and inefficiency arise when policies are wide reaching and detailed, more people and resources will be involved. Inflexibility due to bureaucracy leads to a lack of fine-tuning (governments respond more slowly to problems when circumstances change)
Time lags in planning and implementation of policies cause policies to be ineffective, irrelevant, or come too late to solve a mounting problem

Frequent shifts in government policy may cause economic efficiency to suffer as firms find it difficult to plan without knowledge of tax rates, subsidies, wage controls etc.

Vicious circle of government intervention 
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