Chapter 1

The market economy

Markets impact on our daily lives by providing the basic framework within which most economic interactions are undertaken. Thus, they play a significant role in determining our material well-being, and hence the manner in which we can live our lives. Indeed, their impact on society can be expected to increase in future if further economic liberalisation and interaction between people and countries takes place. Despite this, few people can accurately define what constitutes a market system or how it serves their needs, even though almost everyone is a participant in the workings of the market. This is hardly surprising, since the market, which is an integral part of civilisation, is not “necessarily the product of human design, … (nor is it) … that man knows what its functioning or continued existence depends upon”
. 

This chapter explains how a market ensures that the interests of multiple parties can be better served than by any artificially designed system. Section 1 defines the main features of a market while section 2 examines the issue of efficiency, which is the economic yardstick on which the superiority of the market is based
. In section 3 we cover the process by which people engage in value maximising trades, while in section 4 we consider how the theoretical concept of perfect competition applies to the world in which we actually live. Finally, section 5 looks at the causes and consequences of “market failures”, where potentially beneficial trades fail to occur due to the presence of transaction costs and imperfections in the structure of a market.

1.1 The concept of the market 

Markets have traditionally been defined as being any “open space or covered building … (that supports a) … gathering of people for purchase and sale of provisions, livestock, etc”
. According to this definition, markets could vary immensely in terms of their physical features, operating procedures and goods traded, with the key requirement being that a direct interaction between economic parties (or their agents) needed to take place at a specific location for a transaction to be effected. Over time, this definition became obsolescent as the introduction of improved legal mechanisms and communications devices meant that buyers and sellers no longer needed to be together at the same place in order to engage in trade, with markets retaining their efficiency even when extended across geo-political boundaries
. Such an evolution has occurred even within highly recognised markets in South Africa, for example, the Johannesburg Stock Exchange (JSE). When the JSE was established, share trading was limited to the trading floor, but with the introduction of electronic trading, the need for this space was eliminated, as investors can now trade shares electronically from any part of the world.

As a result, the definition of the market has been refined so that the emphasis is now on the interaction between trading parties rather than physical location. Accordingly, a market is now seen to be any system that permits people freely to exchange their resources without outside interference whenever they feel that they could benefit from such an activity. An underlying condition for such exchanges to be possible is that resources must belong to private parties (either individually or via voluntary associations e.g. firms) rather than be the property of involuntarily formed collective bodies. Due to the emphasis on private property, this system is often associated with capitalism, where the economic role of government is limited primarily to the protection and enforcement of private property rights so that people can utilise the resources at their disposal in the manner deemed most worthwhile in their eyes.

The vehicle that facilitates exchange and distinguishes the market from other economic systems is the price mechanism. In alternative systems, most notably socialism, resources are distributed by a central planner, who may decide on resource allocations without considering the values that different people may place on such resources. By contrast, the price mechanism is a neutral method of resource allocation that does not force people to make exchanges if they feel that the value of a trade (as reflected in the relative prices of goods) is not worthwhile. This then prevents transactions that are not desired from arising, so that scarce resources can be used for purposes deemed to be more worthwhile i.e. to whatever uses attract a higher price for them. It is therefore the presence of free exchange via the price mechanism that determines whether or not we have a market system - if a good is voluntarily exchanged via pricing, then a market exists, but if it is allocated by another device, then a non-market form of command economy is in operation.

The first “modern” writer to successfully comment on how markets could stimulate efficient trade was Adam Smith
, when the principles of mercantilism were widely accepted. Mercantilists advocated a major role for government in the economic affairs of a country, with the rationale being that the state could help create wealth over the long term through policies favouring self-sufficiency over trade. Smith disagreed, arguing that mercantilist governments engaged in activities that were neither desirable nor efficient, such as supporting monopolies, hampering trade with protectionist policies, and promoting autarky over interdependence. Rather, he argued, the social desire of maximising overall welfare is best served when individuals are free to pursue their own self-interest, as it is they, and not government, who know what is best for them. The most suitable system for attaining such goals was the market, as it allowed consumers to maximise their utility by trading with sellers, whose own interests could also be satisfied through profit maximisation (with competition ensuring that neither party could exploit the other). In this way, even though a person “neither intends to promote the public interest, nor knows how much he is promoting it …he is in this, as in many other cases, led by an invisible hand to promote an end which was no part of his intention”
.

1.2 Concepts of efficiency 

The debate over which economic system should be adopted by society has been conducted largely on the basis of the competing concepts of equity and efficiency. While arguments still persist as to whether a market system is morally superior to the available alternatives, events since the mid-1980s have demonstrated that in economic terms, the market is the most efficient system of the choices currently available. However, as different measures of efficiency exist, so the extent of one system’s superiority over another may depend on how “efficiency” is interpreted. In this section, we briefly cover the differences between the principal concepts that exist.

i) Pareto efficiency (the concept of ordinal utility)

This concept, developed by Vilfredo Pareto, is the most popular measure of efficiency in use today
. At the time of its introduction, many economists used the concept of cardinal utility, which argued that an individual’s utility (or satisfaction) could be measured like mass or distance in fixed, measurable terms. From this, the utility of different people could be summed so that the net effect of an exchange could be evaluated by determining whether total utility had increased or decreased. Pareto felt that this method was flawed, as all that was required when measuring efficiency was a ranking of choices, without any exact measurement being needed to indicate the extent to which a superior choice exceeded an inferior choice in value. From this, he developed what are now known as the two fundamental theorems of welfare economics
. These state:

1) one state of resource distribution A, is better than (or Pareto superior to) an alternative state B, whenever one party prefers A over B without anyone else preferring B over A;

2) under conditions of perfect competition, we can always re-allocate resources in order to reach Pareto superior states, with such changes being called Pareto improvements. Once no scope remains for further Pareto improvements, we will have reached an efficient, or Pareto optimal, state.

Although these theorems are useful in that they can be applied to both resource acquisitions and distributions, they do have their drawbacks. Of these, the most important one worth mentioning is that they are neutral on the issue of how resources or utility are distributed between people. This means that no discrimination is made between initial resource distributions, and so one state may be deemed Pareto superior to another even if the disparity of wealth held after a trade by each party increases (i.e. following a trade, the rich benefit more than do the poor).

ii) Aggregative efficiency

This measure looks at the extent to which resources are employed for productive purposes
. If all available resources are utilised, then a system is aggregatively efficient, but if some resources remain idle, then the system is said to be aggregatively inefficient. Using this criterion, critics of markets have charged that these are inefficient (relative to command systems) since they are routinely characterised by resource unemployment, most noticeably of labour. In contrast, socialist systems are deemed to be more efficient as they ensure that all available resources are utilised (hence the low labour unemployment rates in countries with such systems).   

This concept has been discarded as a measure of efficiency for several reasons. In the first place, an analysis of efficiency should focus mainly on how resources are used, rather than on whether they are being used at all. Using a resource in an inappropriate manner, or when it is not required, may be less efficient than simply not using it at all. Thus, labour and capital unemployment in a market is inefficient only if these resources could be used to produce greater quantities of goods desired by consumers without leading to lower production of other desirable goods. Secondly, even if idle resources can be utilised to produce a certain good, employing them may not be worthwhile if those consumers to whom the good has been offered do not desire it, or if the raw materials used to produce it are worth more than the final product itself. Third, “snapshots” of unused resource stocks may merely be necessary periods of transition as resources are reallocated to satisfy the requirements of shifting consumer demand.

iii)Productivity

This popular concept, which is also referred to as total factor productivity
, looks at the ratio that exists between outputs and inputs, with one system being deemed more productive (and hence more efficient) than another if it produces a greater output than the other, given the same initial level of inputs for both systems. When comparing productivity, we must ensure that both inputs and outputs under consideration are identical. In addition, the final good must be valued equally in each system if valid conclusions are to be made, otherwise the results obtained will be of limited use in drawing policy inferences for improving social welfare. For example, while the UK may produce more shipping per ton of steel than Austria, implying greater British productivity with respect to shipbuilding, such a comparison may have limited value if each country values shipping differently. This is since the British, who are island dwellers dependant on sea links for their survival, may place a greater premium on shipping than people in a landlocked state such as Austria, who may believe steel is better employed when used to build bridges or tunnels. It is primarily because of such inter-party utility comparisons that this concept is flawed, as it is impossible to accurately calculate the extent to which we should compare the welfare of parties that value the same item differently.

1.3 The determinants of market trade    

The manner in which markets operate can be illustrated by using a pair of simple graphs that summarise the principal information relating to market participants. The first graph, which is synonymous with economics, shows how value maximising trades are created between the parties that demand or supply a good, while the second graph looks at how a single seller, operating in a competitive environment, determines its profit maximising output level. This section examines the development of both graphs as well as how they relate towards one another.

i) The demand curve

The demand curve shows the quantity of a good that consumers are willing to purchase at each price level. Such a curve is shown in Figure 1.1 (on page 13), where we see that the quantity of a good that would be purchased at each hypothetical price increases as price decreases. Demand curves usually slope down because consumers are subject to diminishing marginal utility (MU), where the utility derived from consuming an additional unit of a good decreases as the number of units previously consumed increases. As each unit provides less utility than the one before, so a consumer will value that extra unit by less, and will consequently be willing to offer the seller a lower price than was paid for the previous unit
.

Three main factors affect the value that consumers have of a good, and hence the quantity they would wish to purchase at each price. The first factor is consumer taste where, if a good become more desirable, then the quantity demanded at each price increases, and vice versa. This is the case with, amongst others, the clothing industry, where demand for particular items may fall substantially should tastes switch in favour of more recent, and thus more fashionable, items. 

The second factor relates to changes in a consumer’s real income. In most situations, greater real income leads consumers to demand more of a good at each price, and again, vice versa. When demand responds in such a manner to changing income, we have a normal good, such as white bread. In rare cases, we encounter inferior goods such as brown bread, where rising disposable income causes consumers to demand less of such goods while decreased income results in greater demand for these goods. This situation arises because when consumers have more income, they prefer normal goods (which are believed to be better), but when income drops, they “buy down”, where normal goods bought at higher income levels are replaced with less desirable inferior goods. 

Finally, a change in price for one good may affect the demand for a second related good. If two goods complement one another, as happens with Coke and fast foods, there will be a positive relationship between their demand functions, where a lower price for one good leads not only to greater demand for it but also for the other good, and conversely should price rise. At other times, goods serve as substitutes for each other, as is the case with Coke and Pepsi, where a negative relationship between their demand curves exists. Should the price of one good rise, there will be a drop in demand for it accompanied by increased demand for the other good (which can be used in its place), but should it become cheaper, then demand for it increases at the expense of the other good.  

ii)The market supply curve

This curve shows how much of a certain good suppliers would agree to sell at each conceivable price level. It generally has a positive slope, for as price rises, so greater quantities are offered for sale by sellers. This is because sellers face increasing supply costs for each extra unit they sell, so in order for them to have an incentive to sell more, they must receive a higher payment to help cover these increasing marginal costs (MC)
. This process of supplying additional units continues for as long as sellers can cover their marginal costs, with two main factors affecting the overall quantity supplied of a good at each price. The first factor concerns the level of technology, which we assume to be static but which in real life is affected by the manner in which knowledge is made available for market use. As technology progresses, sellers can use newly developed tools and techniques, such as computers, to move their production possibility frontiers outwards, enabling them to operate with greater efficiency and drop the unit price of their goods. The second constraining factor relates to the price of inputs used to make the good. If an input becomes cheaper, then suppliers can pass these cost savings on to their clients, but if an input becomes more expensive, then the supply curve must shift inwards as the cost of supplying any set quantity is greater. 

iii) Market equilibrium

When buyers and sellers interact in a market, they initiate a process aimed at setting the equilibrium price and quantity of the good to be traded. This is shown in Figure 1.1, where we see what happens in a market at different positions. At an output level such as 0QU, the demand curve is at a higher price level than the supply curve, signifying an undersupply of the good. At this point, consumers who desire the good are left empty handed, even though the value they place on an additional unit exceeds the cost to sellers of supplying that unit. To rectify this shortage simply requires an increase in price so that suppliers may find it profitable to increase production and thereby satisfy consumer needs. By contrast, at 0QO, the supply curve is higher than the demand curve, indicating oversupply, where consumers value more of the good by less than it costs to produce it (i.e. MU<MC). In this situation of resource overallocation, the optimal course of action involves the disposal of excessive inventories, which can be achieved by having suppliers reduce prices in order to persuade consumers to buy more of this good.

Figure 1.1 - Market equilibrium
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It is only when the demand and supply curves intersect that the market clears, enabling us to obtain the equilibrium price and output levels for the good. This is done at 0QE, when the value placed by consumers on an extra unit is identical to the cost of supplying that unit, so that MU=MC=equilibrium price PE. When equilibrium is reached, we will have attained allocative efficiency, where the optimal level of resources is spent on producing and consuming this good.

iv) The supply curve of the individual seller

In a competitive market, a single seller is forced to become a price taker. Here it has no control over how much it can charge for its goods but is rather compelled to charge the market price derived above. In such circumstances, the only way that it can maximise profits is if it becomes as efficient as possible, which entails managing the way in which its costs are incurred.

In Figure 1.2 we see how a seller’s costs are represented by the marginal cost (MC) and average cost (AC) curves. The MC curve shows the change in costs incurred following a change in output of one unit - at low output levels, marginal costs fall as the seller becomes more efficient with each extra unit produced, but as output increases, marginal costs rise as more efficiency becomes harder to achieve. Meanwhile, the AC curve assumes a U form, for while average costs initially decline as output rises (since total expenses are spread out amongst increasing quantities of the good), they steadily rise as the seller’s optimum operating dimension is exceeded and diseconomies to scale are incurred. We also show the marginal revenue (MR) curve, which is simply a horizontal line as the revenue received in a competitive market for each extra unit sold is a constant value equal to the market price of the good (i.e. PE).

Figure 1.2 - The individual seller’s supply curve
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To maximise profits, a seller should increase output for as long as the revenue received from selling an extra unit exceeds its production costs, which occurs whenever the MR line is above the MC curve, while output should be reduced whenever the MC curve is above the MR line as losses are being made. The optimum output level for maximising profits therefore arises when the MR and MC curves bisect each other (at QE), as it is only here that the revenue received from an additional unit equals its production cost.

1.4 The paradigm of perfect competition.

According to the dominant neo-classical model of economics, markets are most efficient when they are in a state of “perfect” competition. That is, it is only when the state of equilibrium depicted in Figure 1.1 is reached that the welfare of market participants is maximised, with all other locations being deemed inefficient and open to improvement. In order for a market to reach this apparently ideal state of competition, four basic conditions need to be met. They are the following:

i) Homogenous goods

The traded good should be homogenous, which means that each unit is identical to and a perfect substitute of another, regardless of who the particular seller is (forcing the seller to face a flat demand curve for its wares). With this condition, product differentiation is unnecessary, as no benefit accrues to sellers that set their goods apart in some way from those of competitors.

ii) Perfect information

In order to engage in utility maximising trades, all parties must be fully informed about all market conditions of relevance to them. While buyers must know about the good on offer (such as its features and uses), sellers must know about factors such as consumer tastes and input prices, with all relevant information relating not only to the present, but also the past and future.

iii) Multiple buyers and sellers

If there are large numbers of equal sized parties on the market at the same time, it is assumed that no single party will be able to influence market conditions to its own advantage. Consequently, no buyer will be able to negotiate a better (i.e. lower) price than similar buyers, while no single seller can charge a higher price for the same good than any of its competitors are able to.      

iv) Free entry and exit

Finally, buyers and sellers should be allowed to enter and leave a market at will without any restrictions being placed upon their economic mobility (by government or any other body). The value of this condition is that it helps ensure a proper allocation of resources by giving market participants the freedom to act in their own best interests. Thus, if an underallocation of resources results in incumbent market players making supernormal profits, then entrants should be allowed in to whittle profits down to “normal” levels, but if an overallocation of resources results in loss-making, then less efficient parties should be free to exit the market.

In reality, no market completely satisfies these conditions. It has thus become apparent that the expression “perfect competition” is misleading, and is not a suitable yardstick by which actual competition should be judged. Being based on a model, the concept of perfect competition is a simplification of important economic variables and how they function. Therefore, while it conceptualises where the operations of a market should lead to, this does not mean that the conclusions obtained from its use as a tool of analysis are always applicable to conditions in the real world. As Friedman argued, “everything depends on the problem”
, which means that under some circumstances it may be justifiable to judge a market in terms of perfect competition, but at other times – if not most – a more reasonable approach is that of practical competition. Here the idea is not to aim for the “perfect” situation, but rather for a process or set of conditions similar to those required for the perfect outcome – even if the outcome as such is unattainable.

With this approach, we can overcome some of the failings associated with the neo-classical model while retaining a strong understanding of how competition should work. One major problem concerns the conditions required for perfect competition, which are thought to be too restrictive and unattainable in the real world. To demonstrate this point, we can use the condition of perfect information as an example of how competition can thrive even if the original terms of this condition are relaxed. If parties had perfect foresight of future events, then nothing of a truly competitive nature would occur, as the plans of one party would be known to all its rivals in advance of it acting, permitting them to pre-empt one another at will. A more likely scenario is that competition can only occur if sellers have uncertain and divergent beliefs about market conditions. Only then, by working on an uncertain trial-and-error basis, will they be able to learn in different ways about what consumers want, as well as how best to meet these needs at the lowest possible cost. In the same way, consumers are also likely to have to compete for information about goods and services, with advertising playing an important role here by providing them with more and better information than they would otherwise have (thus swaying their buying decisions).

Once we relax our assumptions, we can then deal with an associated criticism of the neo-classical model, namely that it is only concerned with market outcome. The result is a static model aimed at ensuring that competition always results in a state of constant equilibrium, with variables such as new technology and demographic shifts having only a limited impact on the state of the market. Rather, competition should be viewed as a dynamic process that develops over time, where consumers face an evolving range of choices as sellers compete to serve them. In such a situation, the emphasis should be on attaining a constantly changing flux of activity in the market, where a fixed state of equilibrium is never reached. The most that can then be achieved is dynamic equilibrium, where the market as a whole tends to move in a general direction, but never settles down permanently at any particular point. In this way, “progress is movement for movement’s sake”
, rather than movement performed in order to meet a predefined objective.

1.5 Market Failure
In the previous section, we noted that although no market completely meets the conditions that must be fulfilled in order to categorise it as being perfectly competitive, in general, most operate well enough to ensure that the needs of most parties are adequately served. At times though, we encounter transaction, or exchange, costs, where market forces are impeded from allocating resources in the way that would be suggested by our neo-classical model, resulting in the manifestation of “excessive” levels of inefficiency. This section examines three main forms of so-called market failure, with the analysis covering their fundamental causes as well as their principal effects and potential remedies. 

i) Non-competitive behaviour

Non-competitive behaviour occurs whenever market participants are no longer forced to be price takers who must accept the market price as given, but are instead able to seek out a price advantageous to them. Although such behaviour can arise due to many factors and in a variety of situations, the two classic forms are those of the sole seller (monopoly) and sole buyer (monopsonist), with intermediate cases including cartels and oligopolies.

The variables of monopoly pricing are illustrated in Figure 1.3. The main difference between this graph and the one depicted in Figure 1.2 concerns the structure of the seller’s revenue curves, for as the seller now caters to the demands of all consumers in the market, it is able to set its own price for its wares. In a competitive environment, marginal revenue equals marginal price, but in a monopoly, marginal revenue is always lower than the price consumers would pay for an extra unit of the good (hence the demand curve is higher than the MR curve). This occurs because when the monopolist increases output, the (uniform) price that it charges must fall, and so the increased revenue it gets from selling an extra unit at the new price must be offset by the revenue foregone from selling all previous units at the new, lower price as well. The total output placed on the market in these conditions by the monopolist will be QM, which is less than the competitive output of QC, even though the monopoly price of PM is greater than the market price of PC. The reallocation of resources that is induced by a monopoly is composed of two distinct components:

1) monopoly (or excess) profits: these profits, which are shown by the rectangle ABPCPM, represent a direct transfer of wealth from consumers to the monopolist when each of the 0QM units consumed is sold at a higher price than before.

2) Monopoly (or deadweight) profits: this value, represented by the triangle ABC, arises due to the decreased consumer utility that follows from being unable to engage in value maximising trades when output traded shifts from 0QC to 0QM. 

Figure 1.3 - Standard monopoly pricing
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Monopolies, and the subsequent extraction of monopoly profits, generally develop whenever some barrier prevents competitors from entering a market to erode the profits made by the incumbent seller, in what amounts to a violation of the free entry requirement. Traditionally, monopolies have been created by government through the mercantilist practise of passing laws that give a particular party the exclusive right to sell a good. In more recent decades, an increasingly common trend has been for governments to erect monopolistic barriers such as tariffs and quotas which, although less visible than their predecessors, continue to result in a redistribution of wealth. At other times, monopolies have evolved without state support. This is, for example, the case with cartels, where groups of sellers attempt to emulate the behaviour of a single seller. To achieve this, a collusive arrangement is reached where each seller reduces output by an agreed upon amount so that their combined output, and the resulting price, is identical to that of a monopoly. Usually, such behaviour is difficult to sustain, as the threat of competition from outsiders and the possibility of cheating by members is enough to weaken the cartel, thereby ensuring that any monopoly profits are of a temporary nature only
.

Monopolies are sometimes unavoidable but necessary for the provision of a good, as is the case with natural monopolies. If increasing returns to scale cause average costs to decline as output rises, and if demand is insufficiently great so that marginal costs are still less than the average costs when demand and average costs are equal, then a firm setting prices at marginal cost will find itself in a loss-making position. This is since average costs will always exceed average revenues. The firm is thus left with the option of either exiting the market or merging with competitors in similar circumstances. What usually occurs is that a process of merging is initiated until eventually only one firm remains in the market, leaving a natural monopoly. Although the remaining seller may be more efficient than its predecessors, if aggregate firm demand is still unable to exhaust scale economies, a price greater than marginal cost must be charged. This has consequently led to extensive government regulations aimed at ensuring that such a monopolist does not charge a monopoly price deemed to be too excessive

ii) Asymmetric information constraints

At times, the quantity and quality of information disseminated in a market does not help economic agents make informed decisions about potential transactions, especially if accurate information is not freely or easily available. As a result, parties may either be misled by fraudulent claims into making harmful exchanges, or they may simply misjudge the true value of a trade, even when their trading partners act in good faith.

Although information costs are high in many markets, these problems are most likely to be felt in those markets that are especially reliant on large volumes of accurate information for efficient operation. One such market is that of insurance where, for a premium, an insurer assumes a financial burden for another party should a predefined event occur. In order for the insurer to remain in business, it is important that it should have all relevant information that would allow it to make an accurate assessment of the risk to be covered, and let it determine what premium should be charged if the potential contract is accepted. Unfortunately for the insurer, much of the required information is difficult (and costly) to obtain and can, in many cases, be provided only by the applicant. This can lead to a potential information asymmetry problem, where the applicant may withhold or misrepresent pertinent information about itself. By placing the insurer in a position of having to engage in adverse selection, we have what is known as ex ante information asymmetry. To explain, the insurer has inadequate information to engage in price discrimination and use alternative premiums for different risk categories. Thus, it is more likely to transact with high-risk applicants, who have a greater incentive to apply for insurance – and conceal important information – than do lower risk candidates. Consequently, clients with lower risk profiles will opt out of subsidising poorer risks as their potential benefits from coverage will no longer be worth the corresponding premium (leading them to “self insure”). On the other hand, higher risk parties will remain on since the average premium is good relative to the coverage obtained. However, the insurer’s new risk pool will now require a higher premium to cover the new higher mean risk of its remaining clients. This cycle will continue indefinitely until the insurer is driven out of the market completely, thereby denying all consumers the opportunity of engaging in trades where they could obtain the requisite degree of cover appropriate to their proper risk levels.

Various non-price based techniques of providing an insurer with more information with which to make an accurate risk assessment exist. One method is to diversify the risk assumed by increasing the size of the risk pool, in the hope that the number of “good” risks enrolled will greatly outnumber the “bad” ones. A second method, which involves the use of tools such as medical examinations and personal interviews, enables the insurer to obtain information first hand from the applicant, although the results obtained are not always reliable. A third approach is to utilise a legal condition that requires all parties to act in the utmost of good faith when negotiating a contract. Otherwise, the affected party (i.e. the insurer) is at liberty to abandon its obligations and terminate the contract if it finds that the other party (i.e. the insured) has withheld vital information from it. However, despite their obvious value in minimising adverse selection, none of these methods is absolutely perfect or free, so value maximising transactions that could have taken place had the insurer been able to avail itself of full information continue to be missed.

The second major information problem, moral hazard, or ex post information asymmetry, can also lead to opportunistic behaviour and high transaction costs. Here, the granting of cover leads to a change in the behaviour of the insured, thereby altering the nature of the risk assumed. That is to say, once a party is insured, it will have a greater incentive to exercise less caution than when it was not insured, leading to a greater probability of the predefined event occurring. For example, once people are given medical cover and are no longer financially responsible for their medical care, they may start to engage in activities that increase their need for medical assistance, such as take part in river rafting or other extreme sports. Dealing with moral hazard is difficult, as insurers cannot actively monitor the behaviour of clients due to the costs involved. To correct this problem and commit clients into having similar incentives as themselves, insurers may erect safeguards that make coverage consistent upon the maintenance of stable risk profiles. With medical insurance, for example, clients may face spending limits, be forced to make co-payments or be excluded from receiving cover for certain “lifestyle” activities, which ensures that they shoulder some of the financial burden of changing their behaviour. Once again though, such measures are never perfectly enforceable, so that if the relevant transaction costs are high enough, otherwise feasible trades will fail to occur.

iii) Externalities

An externality, or spillover, arises whenever:

“one person A, in the course of rendering some service, for which payment is made, to a second person B, incidentally also renders services or disservices to other persons (not producers of like services), of such a sort that payment cannot be exacted from the benefited parties or compensation enforced on behalf of the injured parties.”
 

A classic example of a disservice, or negative externality, involves the pollution created by a coal or oil-fuelled power station. Not only does this waste look and smell bad, but it can also, in the form of smog and acid rain, damage the property of parties that did not transact with the producer. By contrast, a positive externality arises when a homeowner visibly improves her house – not only does the value of her house increase, but so do those of adjoining properties, even though her neighbours do not compensate her for making them better off than they were before.

The common characteristic of externalities is that as payment for certain acts do not take place, there will be a distorted level of production of the externality inducing good. Consequently, the market price will fail to fully reflect all the relevant costs and benefits associated with the relevant good. To explain this concept, we utilise our case of the pollution spewing power station. In a market environment, suppliers will seek to provide electricity consumers with a desired quantity of electricity at the lowest price possible. The problem is that as “industrialists are interested, not in the social, but only in the private, net product of their operations”
, they will not consider the costs of the pollution they create in the price they charge. If these costs were considered, then the price they charge would have to rise, leading to lower electricity consumption. Thus, the amount of electricity supplied at the prevailing market price is excessive relative to its true costs. This is shown in Figure 1.4, where we see that the demand and supply curves intersect at 0QE, where the benefit to consumers of an extra kilowatt of electricity equals the marginal production cost of the supplier. At this stage, only private production costs are incorporated into the supply curve, but not pollution costs. If these hidden costs are considered, we will be able to derive what is known as the social marginal cost (SMC) curve, which accounts for all costs borne by society in the generation of an extra unit of power. As pollution costs are now covered, the SMC curve will be positioned at a higher level than the private supply curve, with the vertical distance between the curves representing the value of the externality per unit output. While the seller must charge a higher price (PX) for lower equilibrium output of 0QX, the market will now at least function at a more efficient level that reflects the true value of electricity.

Figure 1.4 - Externality Pricing 
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Different ways of measuring the losses that arise from negative externalities exist, with each approach suggesting a different policy for reducing these losses. If we list all the damage created by the power station, then the total cost of pollution would appear as the area between the private and social cost curves (PXPEAB). To fully eliminate these costs would require a total shutdown of the polluter, which ignores the considerable value to society of electricity. Rather, the correct approach is to allow production to continue so long as the social benefit of consuming more electricity exceeds the corresponding cost. Although pollution is still emitted, it will be to an acceptable social level, with net economic losses only arising if output exceeds 0QX. With this method, the value of the externality is shown by triangle ABC, which develops only when we shift between 0QE, the excessive output level, and 0QX, the socially desirable level.

The second approach, of allowing pollution to continue up to a limit without outside intervention, falls into the ambit of what is known as the Coase Theorem. Provided transaction costs are zero, the best way to equate private and public values is to have the affected parties come to an agreement whereby they trade the property rights to a disputed asset or activity. In this way, the externality will be “internalised” within a single body, where the party creating the externality has the opportunity to fully absorb the effects of its actions. By allowing the free trade of property rights, efficiency is maximised regardless of how or to whom these rights were initially assigned, as the party that has the higher valuation of them will purchase them from the party with the lower value. This can be demonstrated in the following manner: if pollution “victims” have a legal right to be free of pollution, then the power station can compensate them for the inconvenience caused by purchasing their rights to a clean environment. If, on the other hand, the power station is entitled by law to emit pollution as part of its production process, then the victims can “bribe” it to limit its activities. In effect, this means that the victims will have purchased the power station’s franchise to pollute. In either case, “the ultimate result (which maximises the value of production) is independent of the legal position if the pricing system is assumed to work without cost”
.

The fundamental problem with the Coase Theorem is that using the market is, of course, not free, as costs must be incurred when trading property rights. Consequently, an externality may persist if people who would have previously agreed to trade property rights in an environment of zero transaction costs are now unwilling to do so when they must pay to use the market (as the real price of property rights has now increased). Under such circumstances, “a rearrangement of rights will only be undertaken when the increase in the value of production consequent upon the rearrangement is greater than the costs which would be involved in bringing it about”
. The following example clarifies this: if pollution victims value clean air at R80 while the polluter, who has the right to pollute, values its property right at R70, then the victims will, assuming zero transactions costs, be able to purchase the polluter’s property rights at a price between R70 and R80. If, however, using the market costs more than R10, then the externality will persist, as the value of clean air to the victims is less than their costs (which is the sum of the property right price and market costs i.e. at least R80). As the significance of transaction costs in minimising trades is high, measures of minimising their value should always be encouraged in order to increase efficiency and the potential benefits that could be garnered from engaging in trade.

In this chapter we have seen how, through the use of the market, individuals are able to maximise their private welfare, and by extension, that of society. Despite protestations to the contrary though, the success of many of these private initiatives depends, in large measure, on the degree and skill with which government plays a role in the market. In the following chapter, we examine how government not only operates as a supposedly neutral enforcer of economic rules and contracts between parties, but also as an active participant in economic transactions.
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