
Universidad Carlos III de Madrid

MICROECONOMICS I

Tommaso Nannicini
(http://www.tommasonannicini.eu)

FIFTH PART: MARKET EFFICIENCY VS. MARKET FAILURES



How well do markets work?

So far, we have analyzed the basic functioning of competitive markets. We have
seen how to derive the relationship between price and demand (supply) on the
basis of the choice of consumers (firms).

And we have seen how to predict market equilibrium on the basis of the interplay
between demand and supply. All the questions we have tried to answer belong
to the realm of positive economics.

But what can we say about the desirability of the outcome of competitive
markets? When perfect competition is at work, will society’s scarce resources be
used efficiently? Is there an alternative allocation mechanism that would perform
better? These questions belong to the realm of normative economics.
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The invisible hand

Economists are usually perceived as competitive-market “cheerleaders”. Is this
perception true? If yes, is their faith misplaced? Are there exceptions?

Adam Smith, the “founding father” of economics, used the metaphor of an
invisible hand leading the pursuit of self-interest by every individual towards
the best allocation for the whole society.

The most important results of economic theory concern the following issues.

•Why, under certain conditions, competitive markets produce the optimal
outcome in terms of social welfare.

•What are the concrete circumstances under which markets fail.
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Consumer and producer surplus

To answer the normative question about which allocation is the preferred one
in terms of social welfare, we must introduce a definition of welfare.

We can use consumer surplus as a measure of consumers’ welfare, since for
every quantity it captures the difference between the willingness to pay (marginal
utility) and market price.

Similarly, we can define the concept of producer surplus. As we now
know, the market supply curve reflects the marginal costs of producing the
good (which, in a sense, shows firms’ willingness to produce).

Hence, the difference between the market price and the supply curve represents
the gains from trade of firms, that is consumer surplus.
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The efficiency of competitive markets

In the usual demand-supply diagram, it is easy to show that, at market equilib-
rium, the total surplus (= consumer surplus + producer surplus) is maximized.

Markets produce the allocation that maximizes social welfare. For lower quan-
tities, there are unexploited gains from trade (since the value to buyers exceeds
the cost to sellers). For greater quantities, there are no gains from trade.

This means that competitive markets produce the best outcome in terms of
efficiency (“how big is the pie”). But we cannot conclude anything in terms
of equity (“who gets the larger slice of the pie”).

⇒ Notice that the above result is based on the assumptions that: 1) consumers
and firms are the only relevant agents when calculating social welfare; 2) the
subjectively perceived benefits of consumers are their actual benefits.
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Consumer and Producer Surplus in the Market Equilibrium
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The deadweight loss of price controls

The efficiency result for competitive markets is better understood by looking
at the welfare costs of the government policies we have already seen: 1) price
ceiling; 2) price floor; 3) sales tax.

Consider next graph. Assume that government imposes a price ceiling at PC.

• Consumer surplus changes from (A+B+C) to(A+B+D).

• Producer surplus changes from (D+E+F) to (F).

• Hence, total surplus decreases by (C+E).

Consider next graph. Assume that government imposes a price floor at PF .

• Consumer surplus changes from (A+B+C) to(A).

• Producer surplus changes from (D+E+F) to (B+D+F).

• Hence, total surplus decreases by (C+E).
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The deadweight loss of taxation

Consider next graph. Assume that government imposes a sales tax levied on
sellers. The supply line shifts to the left. There is a wedge between the price
paid by consumers and the price received by sellers.

• Consumer surplus changes from (A+B+C) to(A).

• Producer surplus changes from (D+E+F) to (F).

• Government budget changes from 0 to (B+D)

• Hence, total surplus decreases by (C+E).

The losses to consumers and sellers from taxation exceed the revenues raised
by the government. The area (C+E) measures the size of this deadweight
loss. Taxes cause deadweight losses because they prevent consumers and firms
from realizing some of the gains from trade.
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The Deadweight Loss of Taxation
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Chapters to look at in the Stiglitz-Walsh textbook

So far, we have covered the following issues.

• Thinking like an economist: Chapters 1, 2.

• Demand and supply: Chapters 3, 4.

• Consumption decisions: Chapter 5 .

• Production decisions: Chapter 6.

• Competitive markets: Chapters 7, 10 (only pages 214-20).

By the end of the course, we are going to cover the following issues.

• Introduction to market failures: Chapter 11.

• Imperfect competition: Chapters 12 (only pages 260-72), 13 (just flip through).

• Externalities, asymmetric information, public sector: Chapters 15, 17, 18.

• Capital markets: Chapters 9, 21 (just flip through).
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Why do markets fail?

The above efficiency result about competitive markets is a cornerstone of eco-
nomics. According to economists, markets are, by and large, the most efficient
way to allocate the scarce resources of an economy.

However, as said, modern economics is also made up of other important results
about the specific circumstances under which competitive markets may fail,
providing a rationale for government intervention in the economy.

In particular, 4 fundamental assumptions of the competitive model can be vio-
lated, giving rise to 4 corresponding market failures:

1. firms and consumers are price takers �⇒ imperfect competition;

2. there are no indirect effects �⇒ externalities;

3. consumption is rival and excludable �⇒ public goods;

4. all agents have perfect information �⇒ imperfect information.
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Monopolies and imperfect competition

When only a single firm supplies the entire market, we have a monopoly. If
only a few competitors are around, we have an oligopoly. If there are many
firms (each of which is producing a slightly differentiated good) but not enough
for perfect competition, we observe monopolistic competition.

In all these imperfectly competitive market environments, firms are price mak-
ers. Still, they maximize profits by equating marginal revenue to marginal cost.
But, the marginal revenue is no longer equal to the price.

If firms want to sell an extra unit, they must decrease the price. Hence, marginal
revenue is less than price with imperfect competition. This leads to a lower
equilibrium quantity (at a too high price) with respect to perfect competition.

This is the main rationale for anti-trust policy or the public regulation of
natural monopolies.
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Externalities

In the competitive model, we assumed that all actions by firms or consumers
affect others in an indirect way (i.e., through market prices).

But in some cases a firm or a consumer can take an action that directly af-
fects others without paying for a harmful outcome or being remunerated for a
beneficial one. In these cases, we say that an externality arises.

Externalities create a wedge between private and social benefits/costs. When
consumers (firms) maximize their utility (profits), they take into account only
private benefits/costs. This leads to a sub-optimal equilibrium for society.

Examples: industrial pollution as a negative externality; health care (or edu-
cation) consumption as a positive externality. Possible solutions: 1) public
regulation; 2) taxes; 3) enforceable allocation of property rights.
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Public goods

If the consumption of a particular good is both non-rival (i.e., the MC of adding
one more consumer is zero) and non-excludable (i.e., once the good is provided
the consumption of a particular consumer cannot be prevented), we say that it
is a public good.

Competitive markets face a fundamental problem in providing public goods:
the free-rider problem (those who benefit anyway from the good have no
incentive to pay for it).

Examples: national defense; lighthouses; highways; police; etc. Possible
solution: public provision financed by taxation.
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Imperfect information

We have already talked about the importance of information and given an ex-
ample (the used-car market) of a market failure caused by imperfect information
(see page 17 of the first part of the slides).

The market for lemons is an example of adverse selection, which arises from
the inability of traders to differentiate between the quality of certain products.

Examples: labor market; insurance market; etc. Possible solutions: 1)
public regulation; 2) signaling.

Another case of imperfect (or asymmetric) information ismoral hazard, i.e.,
situations in which the payoff of a principal depends on the unobservable action
of an agent, and this action is costly for the agent.

Examples: labor market; insurance market; etc. Possible solutions: in-
centive contracts.
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