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THE FAILURE OF MARKET FAILURE


The question of the proper role of government in the marketplace is an old and fundamental one.  Public officials throughout the world grapple with this issue, a task made more urgent by recent efforts to privatize public responsibilities and "reinvent" government.  In the search for objective standards by which such decisions can be made, public officials increasingly have turned to the concept of market failure.  Use of the market failure concept is widespread, both in teaching curricula in practicing government circles and in legal analysis.

 The shortcomings of the market failure concept have been known for some time, but with little consequence, since its use continues to be widespread.  Yet there exists an alternative economic approach, the concept of transaction costs,  that provides a more well- grounded conceptual framework for understanding issues of government intervention.  In general, transaction costs provide a better method for understanding the nature of collective action.  
 A Short History of the Market Failure Concept 

One of the leading textbooks on the new science of policy analysis reach a conclusion that appears frequently in the literature: 

When is it legitimate for government to intervene in private affairs?  In the United States, the normative answer to this question has usually been based on the concept of market failure -- a circumstance where the pursuit of private interest does not lead to an efficient use of society's resources or a fair distribution of society's goods/


As it matured, the market failure concept took on an additional characteristic -- that of a diagnostic tool by which policy makers learned how to objectively determine the exact scope and type of intervention.  One scholar argues:

The welfare theorem lets [us] classify inefficiencies as due to monopoly externalities, and so on.  This helps us to understand and perhaps to solve such inefficiencies just as a doctor's diagnosis...is part of treatment 


To employ the diagnostic approach, analysts attempt to identify both the precise type of problem that gives rise to the market failure, as well the different types of bureaucratic malfunctions (non-market failures) likely to occur when public officials attempt a cure.  Use of this "double market failure test" is presented by advocates of the approach as an essential part of the diagnostic process.  Like doctors attempting a cure, policy analysts must render a diagnosis of the underlying disease and consider the dangers of treatment, including side effects.  Accordingly, policy analysts argue that the existence of a market failure “provides a necessary, not a sufficient justification for public policy interventions" (Wolf 1979, 138).  Sufficiency is established when the gains from government intervention outweigh the dangers of government intervention.


In keeping with the diagnostic model, different treatments are favored for different afflictions.  Like medical students contemplating cures, policy analysts are taught to apply the least intrusive intervention.  If a market failure can be resolved by the creation of an incentive that will allow the market to correct itself, such as a tax expenditure, this is to be favored over more aggressive treatments such as the creation of a government monopoly.  Full scale government intervention should be undertaken only when it can be shown that a less-intrusive generic policy cannot be utilized or that an effective contract for private production cannot be designed to deal with the market failure.


What began as a simple attempt to provide a normative explanation for the existence of government expenditures has developed into a quasi-scientific full-scale diagnostic test with the application of cures.  Some policy analysis textbooks even present tables that allow students to identify appropriate interventions for different types of market and government failures.  This appears to be a powerful and attractive model.  It looks scientific. It seems to provide an objective test for governmental intervention.  It appears to be something than can be usefully taught in schools.


Inevitably, such concepts and teachings find their way into public policy.  Recently the U. S. government issued Executive Order 12866 (1993), which requires federal officials to conduct an economic analysis as a means of determining the need for proposed regulations.  Guidelines for carrying out this order require officials to make a finding of "whether the problem constitutes a significant market failure" as a prerequisite for recommending government intervention.  The guidelines further provide instructions for identifying types of failures, comparing potential interventions, and guarding against “unintentional harmful effects on the efficiency of market outcomes” (Executive Office of the President n.d., 3, 5).  The resulting Regulatory Impact Analyses make reference to a variety of market failure concepts.  A controversial 1994 standard that set stricter wind resistance standards for trailer homes, for example, claimed that asymmetric information and externalities necessitated government intervention into the market for manufactured housing (De Alessi 1996).


An extensive flowering of the market failure concept has occurred in the field of law. The number of law review articles and court decisions using the concept run into the thousands, with 239 references turned up by a search of law reviews for the twelve months between June 1995 and June 1996 alone.  These references span virtually the entire corpus of law.  

Long before social scientists applied diagnostic skills to public affairs, doctors of medicine guessed that diseases of the body could be traced to imbalances in bodily "humors"  (Thomas 1992, 8-9).  By the 18th century, this fit of deductive reasoning had been elevated to the level of a diagnostic procedure.  The approach led to a variety of ineffective and often dangerous remedies, such as bleeding or purging.  It eventually was replaced by more scientifically valid approaches, such as the discovery of antibiotics and the theory of germs. The theory of market failures, this paper will show, is little better grounded than the outdated belief in bodily humors. 

Why Market Failure Fails



Market failures are thought to occur when the market fails to produce public goods, or inadvertently produces externalities, or gives rise to natural monopolies, or disenfranchises parties through information asymmetries, or creates undesirable income distributions.  All of these forms are types of externalities, since each consists of non-monetary effects not taken into account in the decision making process (the classic definition of externalities).  


The core of the argument against market failure analysis is derived from the study of transactions  pioneered by Coase and rooted in the analysis of property. The property rights approach defines the condition under which externalities entirely disappear.  Transaction costs in this respect are defined as the resources necessary to transfer, establish and maintain property rights  . As property rights become more extensive and complete, transaction costs approach zero.  In a similar fashion, as transaction costs decline, property rights become more complete as it is cheaper to defend them or transfer property.


Only when property rights are perfect do transaction costs vanish.  In a zero transaction cost world, with well specified rights, there would be markets for everything and all markets would clear (Arrow 1969), producing efficient outcomes for any collective problem that parties chose to resolve.  This condition is expressed by  the so-called "weak form" of the Coase Theorem. 

In a world in which property rights are fully specified and in which transaction costs are zero, the allocation of resources will be efficient 

No such world, of course, can exist.  The reasons for including transactions costs in efficiency are many and are discussed by Zerbe in a forthcoming book. Yet this world of zero transaction costsis the world in which market failure analyses operates.  An example is found in a recent article in the American Economic Review in which it was  found that Christmas giving is inefficient, that such giving produces a dead weight loss.  This result was achieved first by focussing only on what was called the material value of the good, and not including the sentimental value of giving,  even thought sentimental values turned out to be quite large.  Second, transactions costs were ignored in this analysis.  That is, no consideration was given to whether or not there was in fact a change, such as giving cash instsead of gifts, that would improve welfare.  This realization that market failure depends on ignoring critical transaction costs is critical to understanding why the market failure model fails. Conceptually it fails for the following reasons.


1.  Externalities are Defined by Transaction Costs.  In essence, externalities come into being because the transaction costs of resolving them are too high.  In this sense, every story about externalities is also a story about transaction costs.


Transaction costs define externalities in the following manner: the net value of the externality constitutes the lower boundary for associated transaction costs. If transaction costs were less than the net value of the externality, it would pay to incur them. Suppose one party suffers from the effects of pollution produced by a neighboring source. The pollution damage is $125,000 and the cost of installing devices to eliminate the pollution is $100,000.  The damage done by the pollution is greater than the economically optimal amount, by definition of an externality.  Pollution, in short, is being overproduced.  In such a case, $25,000 represents the gain that could be made by eliminating the pollution in a situation where transaction costs equal zero.  The costs of transaction (negotiations, lawsuits, contracts) will not be zero, of course.  If they are less than $25,000, efforts to eliminate the externality will ensue.  If the costs are greater than $25,000, then the incentive to resolve the problem will disappear.


2.  Transaction costs are ubiquitous.  Market failures may be defined as departures from the optimum with respect to an operating price system that is costless.  The existence of unpriced but non-zero transactions costs mean that some trades are not created -- trades that would be undertaken if the cost of the unpriced transactions were zero (or less than the net monetary impact to be gained).  Failure to undertake these trades creates a market failure.


Market failures disappear only when the cost of operating the price system is zero.  In the real world, however, property rights are never fully specified, so some costs of resolving them must always be incurred.  Unpriced transaction costs, in essence, are everywhere (Allen 1991).  Since unpriced transaction costs are ubiquitous, this gives rise to a situation in which externalities and hence market failures can be found wherever transactions occur.



The market failure concept can be applied to cases that most analysts would consider trivial and n.which analysts recognize and tend to avoid.  When a neighbor fails to plant more flowers even though this would increase property values in the neighborhood by more than the cost of planting, an externality and a market failure exists.  The highway driver who, by driving too slow fails to consider the time costs he or she imposes on other drivers, creates an externality.  (Since the government owns the highway we should probably say that a non-market failure exists.)  Wherever moral hazard or adverse selection may be found, externalities arise.  Companies providing fire insurance worry that policyholders will ignore efficient fire prevention measures; flood insurance may induce people to build in flood plains;  government insurance for savings and loan companies may induce investments that are too risky; and, colleges granting tenure to professors may find they work too little thereafter.


Externalities exist anytime there is inefficiency in the law affecting markets.  A law that encourages inefficient breach of contract produces an externality, as does a tort law that sets the penalty for reckless driving so low that too much reckless driving occurs.  A person who inadvertently issues a fraudulent check may not take into account the burden he or she imposes on other users of checks.  Suppose that buying a car involves title transfer fees imposed by the state. If these fees are set too high, some trades will not be made.  The car manufacturer will produce too few cars, just as with a monopolist.


As these cases suggest, an analyst in search of externalities and market failures can find them anywhere, providing a universal justification for any sort of government intervention that he or she might want to undertake.


3.  Definition problems.  As this discussion suggests, a close examination of the market failure concept gives rise to all sorts of definitional problems.   If the price system itself is treated as a factor of production, one could as easily say that the costs of using this price system are too high to warrant its use.   In its essential form, then, the externality concept amounts to little more than the observation that the price of an input (the market system) reduces the quantity demanded.

Empirical Evidence and Classic Externalities

Consider the cases of the lighthouse, apples and bees, and common property.  In each case, market failure analysis predicts the wrong outcome.  In each case, an understanding of transaction costs helps to explain the underlying process.  While no single concept captures the rich variety of institutional arrangements developed in practice to solve collective problems, the transaction cost approach does help to explain why some of those practices arise.

The Lighthouse


The eminent economist Paul Samuelson has used the lighthouse as an example supporting government intervention on the basis of market failure:


Here is a later example of government service: lighthouses. These save lives and cargoes; but lighthouse keepers cannot reach out to collect fees from skippers.  So, says the advanced treatise, "we have a divergence between private advantage and money cost...and true social advantage and cost."  Philosophers and statesmen have always recognized the necessary role of government in such cases of "external-economy divergence between private and social advantage" .

Market failure models typically consist of theoretical discussions such as these, rather than a descriptive analysis of what in fact exists.  As a result, they tend to be vague and inaccurate, permitting ideological biases to be presented as scientific fact.  Samuelson notes with respect to public goods in general, and the lighthouse in particular,  that "this is certainly the kind of activity that governments would naturally undertake" (1964, 159).  


This normative judgment is not on firm ground.  R. H. Coase (1974) has examined how lighthouses were historically provided in England and Wales.  Contrary to what market failure analysis would lead us to believe, most seventeenth century lighthouses were not built or run by governmental bodies.  The lighthouses were built by private parties for private gain.  Private individuals would gain a patent from the crown upon presenting petitions from ship owners and shippers.  (The granting of the patent, of course, was a form of government intervention – in this case a market enhancing intervention that relied upon the government’s coercive powers to create a property right.) The patent allowed the private individual to build a lighthouse and levy tolls on ships.  The toll was collected by agents or custom officials at port and varied with the tonnage of the vessel for each lighthouse passed.The ship tonnage could be taken as a reasonable approximation of the level of demand for the lighthouse so that prices approximated an efficient Lindahl (discriminatory) pricing scheme.


Privately run lighthouses arose even though a government organization, Trinity House, had been established in 1566 and started to build lighthouses early in the following century.  Trinity House was reluctant to invest its own funds in lighthouses, yet opposed the efforts of private individuals to construct them.  By 1820, twenty-four lighthouses were operated by Trinity House and twenty-two by private individuals, although many of the former had been originally built by private.  The market failure approach would have us believe in the efficiency of government provision of lighthouses; actual experience provides a more complex conclusion.  


The lighthouse case illustrates a key problem with the concept of public goods.  As Mark Zupan  has argued, the public provision of "public goods" may have less to do with the characteristics of the goods than the behavior of the interests providing them.  Zupan argues that the providers of public goods (defense contractors, teachers, asphalt producers, and the like ( join with policy makers to lobby for their overprovision because of private gain.  Ironically, free rider problems arise from the overprovision of public goods as more producers rush in to take advantage of commitments already made.

Bees and Crops


 The U.S. bee-keeping subsidy has been presented as one of the best examples of a federal intervention that would not die.  In his classic discussion of the positive reciprocal externalities that exist between beekeepers and the owners of apple orchards, J. E. Meade argues that a system of taxes and subsidies can, and must, be imposed in order to achieve efficiency.  Apple farmers provide valuable services to beekeepers, since bees feed on the blossoms of fruit trees, while at the same time, the bees provide valuable pollination services to apple growers.  


S. N. Cheung examined the relationship of bees to pollination as it actually exists.  He found first that no externality exists and instead that contractual arrangements between farmers and beekeepers have long been routine in the U.S.  The existence of a market for nectar and pollination services can readily be observed in Washington State, the location of Cheung's study, in some cases simply by consulting the yellow pages of the telephone directory  


There is a well-developed system of contractual relations between beekeepers and farmers, so well developed, in fact, that while written contracts (sometimes so simple as to be recorded on postcards) are used to secure an initial arrangement among the parties, oral agreements are standard for subsequent relations.  The various pieces of evidence lead Cheung to conclude, contrary to Meade's story, that "the allocation of hives and nectar flows approximates that of a smoothly functioning market" wherein resources are efficiently allocated . 


The market failure model, ungrounded as it is in fact, ignores subtleties such as these.  The existence of cultural norms defining acceptable behavior and the size of monitoring and enforcement costs affect voluntary arrangements.  As Elinor Ostrom notes in her study of common property arrangements, models that make unrealistic assumptions about norms of acceptable  behavior, monitoring and enforcement costs, and the availability of information do little to help analysts derive predictions that are precise or even correct.

Common Property

One of the most famous market failure stories is that of the tragedy of the commons.  According to this story, community resources held in common such as grazing land inevitably suffer exploitation and degradation.  Suggested remedies include transfer of the resources to a single government agency or privatization (Hardin 1978).  Yet, as Feeny, Hanna, and McEvoy note, the assumptions of this approach "appear to lack both descriptive accuracy and predictive power"   Empirical inspection of common property phenomena from the property rights-transaction cost perspective have uncovered a rich array of arrangements previous unexamined and a good deal of evidence contrary to the prediction of overexploitation.  Overexploitation has occurred but its incidence is not exclusive to situations of common property; it has been found under both state and private property regimes.  At the same time, successful management has occurred under a variety of regimes including communal ones. 

Assessing Government Intervention

At this point we return to the original question raised by this article: how is it possible to determine the proper role of government in the marketplace?  We have argued thus far that the market failure idea, with its conceptual and empirical shortcomings, does not provide a reliable guide to this process. First, the issue of government intervention is largely an empirical and not a theoretical one.  As Nelson says, “there is no satisfactory normative theory regarding the appropriate roles of government in a mixed economy.” No theory captures the variety of institutional arrangements that have been developed to resolve collective problems.


.  The correct normative theory rests on transaction costs, and implementing this theory is largely a matter of significant empirical inquiry.. The most important empirical question is this: what are the net benefits (if any) of any particular institutional arrangement?  The only general statement that can be made about government intervention on efficiency grounds is that government should intervene where the costs of intervention are less than the benefits.  No simple diagnostic scheme can indicate whether the costs of intervention will be less than the benefits for any general class of cases.  Empirical analysis invites the analyst to consider the particular costs that govern each case.


For thinking about intervention decisions, the transaction cost concept provides analysts with insights into the relationship between government and the marketplace not otherwise apparent. It provides insights into the accumulation of institutional arrangements that exist in practice and it avoids the endless quest for “failures” either in the private or public sector that provide a basis for government intervention.  The transaction cost concept is correct in principle. 


The transaction cost concept invites the analysis to answer a key question: what are the transaction costs that affect the search for collective solutions, and in each case how are those costs affected by government laws and actions?

Transaction cost analysis calls attention to the characteristics of government that give it an advantage relative to other institutions in its ability to lower transaction costs.  There is one such advantage: the power of coercion. A classic definition of government is that of an institution which monopolizes the use of force or coercive powers over a given territory (Weber 1958, 78).  The government may change laws and use force to compel compliance with them; it may force payment for a good through taxation and it may use police powers to forbid or compel actions.  The most general statement about government intervention is that it should perform those functions for which its powers of coercion give it an absolute advantage. This is also a positive prediction about what government will do since in failing to perform these functions government sacrifices both wealth and power. Property law, dealing with fraud, extortion, contract, and torts, is perhaps the best example of goods in which the costs of provision by an entity with coercive powers are less than the costs without such powersWhat are the important market failures to which its advocates refer?  They are just instances in which there is a strong possibility that government action can lower transactions costs sufficiently to produce significant welfare gains.  


The transaction cost approach does tend to restore law to a more central role in the study of government.
Chief among the market enhancing measures that government undertakes are the creation of institutions that strengthen private property rights.  As North and Thomas (1973, 8) note, "governments take over the protection and enforcement of property rights because they can do it at lower cost than private volunteer groups." In such cases, government intervention through the strengthening of private property rights may improve the market.  Such markets are inefficient not because of any inherent “failures,” but because the government has neglected to provide the appropriate institutional framework.

The transaction cost approach has been used to explain much of the structure of law. For example, the approach has been used to explain why injunctive relief is superior where bargaining is possible, but compensatory damages are more appropriate where bargaining costs are high.   It also explains a good deal of contract behavior and contract law and has been used well to explain government utility regulation. .  These do not fit well into the market failure concept, but are easily analyzed through the transaction cost approach



Similarly, disagreements about measurements, a type of transaction cost, may invite regulation by the state. Measurement costs are those that arise in determining the quality of a good that has many characteristics.  Government efforts to supply uniform weights and measures have sharply lowered measurement costs, as have private organizations such as the Chicago Board of Trade and the New York Stock Exchange, institutions to which government has in part transferred its coercive powers. I would say simply that in some situations the government possesses advantages in obtaining consent for the use of uniform standards.


Culture can act as a substitute for government action.  A culture in which honesty is widely practiced, for example, will reduce transactions costs devoted to preventing fraud.  Similarly, private innovations of a technical nature that reduce transaction costs may allow the production of some goods that formerly were not feasible.


Better empirical analysis, more attention to net benefits, and a deeper understanding of transaction costs would all help to improve the process of policy analysis.  Continued reliance upon the market failure concept will not.

 
The market failure model ultimately fails, like other deductive models, because it is not sufficiently derived from an empirical base.  It is not sufficiently inductive, and instead relies upon methods of understanding that derive specific propositions from general principles without much attention to observed facts.  As Coase has pointed out, there is little that can be learned from the study of theoretical optimal systems (Analysts who become enamored of "blackboard economics," where equations are substituted for underpinnings, produce concepts that bear little correspondence to the actual social system.  The world portrayed is one that exists only on the blackboard: "the analysis is carried out with great ingenuity, but it floats in the air.”
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