Topic – Market Failure and Government Intervention 

The “price mechanism” or the “free market” can help to achieve allocative efficiency (i.e. a situation where all resources are fully utilised and the combination of resources produced best meets consumers needs and wants). Adam Smith (an 18th century economist) called this theory the “invisible hand”.

Government intervention in “free markets” is thought to be unnecessary as there will be loses in allocative efficiency e.g. the deadweight loss that results from a sales tax.
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For the market to achieve “allocative efficiency”, the following 5 conditions must be met.

1. Perfect Competition a) many small firms

  b) they sell a homogenous (identical) product 

  c) price takers

  d) no barriers to entry or exit

2. Perfect Information –  consumers and producers have accurate information so they are able to make good decisions (i.e. they have not been given false or misleading information)

3. Perfect Mobility – resources are able to be moved easily.

a) Geographical Mobility – resources can be moved from one place to another

b) Occupational Mobility – resources can be moved from one industry to another e.g. from sunset to sunrise industries.

4.  Consumer Sovereignty – “the consumers knows best” so consumers are free to make their own decisions.

5. No Externalities or Public Goods 

a) Externalities are side effects that affect others e.g. passive smoking.

b) For Public Goods a price cannot be charged, therefore they cannot be sold for a profit and the government needs to provide them for us e.g. Police. 

6. Market outcome are equitable (fair)

Market Failure

If one of the 5 conditions are not present then the market will fail to achieve allocative efficiency or market outcomes are inequitable. 

Examples of market failure include:-

1. Monopolies e.g. Telecom (line network)
2. Pollution (an externality)

3. Illegal Goods e.g. Guns

4. Conservation of resources e.g. National Park

5. Public Goods e.g. Police

6. Merit Goods e.g. Education

7. Demerit Goods e.g. Cigarettes 

8. Inequity (unfair) e.g. Unemployment benefit  

In the above situations the results of the market would not be “socially desirable”  

· Goods may be over or under produced 

· Goods may be over or under consumed 

· Goods may be over or under priced 

Therefore the government must intervene to make adjustments to the market to make the results more “socially desirable” (which is best for everyone and allocatively efficient) 

Types of Government Intervention

1. Taxation (direct and indirect)
2. Subsidies (payments by the government to firms)
3. Public Provision (government provides)

4. Transfers (welfare payments e.g. unemployment benefit)

5. Regulation (makes laws)

6. Education (informing)
Functions (Roles) of the Government

1. Regulatory – to make laws and regulations

2. Allocative – government provides resources for public goods

3. Distributive – redistributes incomes from rich to poor (transfers - welfare and taxes)

4. Stabilisation – tries to keep the economy steady through the trade cycle.

The Changing Role of the Government in NZ

· Corporatisation, Privatisation and Nationalisation

· Deregulation (more competition and less laws and control of banking, transport, telecommunications, electricity, $NZ, interest rates)
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