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Abstract

We distinguish two settings for market processksThe "“invisible hand" world of decreasing resur
and full information where general equilibrium time@ well defined; and 2. The "pin factory" woibd
increasing returns and creative destruction ariBimm innovation, technological change, and
entrepreneurship. Then we note the differencéisarapplication of "market failure" in these two
settings. Building on the well known "anatomy'nearket failure in welfare economics, we develop a
anatomy of government failure, confronting governingith the more realistic and dynamic world of
type 2 market processes. This anatomy distingsiphssive and active government failure, andkslin
market and government failure with problems of imisees and information, and with problems of
agency, rent-seeking and time consistency..



The theory of market failure is standard and wetlerstood in neoclassical economics. For a
time, it was assumed that market failures coulddreected by government action that was benevolent
and public-spirited, as well as omniscient. TBaticonomic agents were assumed to be selfisty utili
maximizers, but government officials were typicallysumed to be different. Public choice and modern
political economy have corrected this inconsistendye assumptions about human motivations, and
about the level and quality of the information thgents possess.

One result of this adjustment is widespread rec¢mgnof the possibility of government failure as
a complement to market failure. It is progresedame and to be alert to a possibility. But anypthef
government failure is a pale shadow of the venertig#ory of market failure. This paper is desigteed
address that imbalance.

I. The classical theory of market failure

Market failure is classically defined relative teery particular Archimedean Point: the
Competitive Equilibrium that exists under the asgtioms of perfect competition. For convenience, we
will refer to this as the "Competitive Equilibriuftheory" (CET). CET concludes that if certain
assumptions (private goods, no externalities, eaggnt a price taker, full information) are satidfithen
the outcomes of market processes are Pareto Optimal

The importance of the "CET implies Pareto Optingaléis an Archimedean Point becomes
obvious when one considers the implications olvibkation of the each of the core assumptions of CE
Specifically, if we relax the assumptions one bg @re get the classic (Bator, Ledyard, Besley, for
example) "market failures.” These market faillaess precisely the failure to achieve Pareto Opiignal
and the comparison to the benchmark CET resultvalia principle for government action to improve th
allocation of resources.

This is Adam Smith’s world of the invisible handdashecreasing returns. It is intellectually
satisfying, and has been used for generationsedsasis for the "market failures" model of governtne
action. Public goods, Pigouvian taxes and sulsidietitrust policy, and regulation of information
provision are all based on this core model of deemy.

The problem is that, by explicit assumptions, tf€rGs static, and allows for no growth, profits,
or innovation. The CET allows no role for entreagrership or human agency. Like the Red Queen in
Alice in Wonderland, each market participant isgdad to run as fast as she can just to stay isdhee
place!

!In fact, Oskar Lange famously said that Marxism wagconomics of dynamics, because it was
about capitalism. But, Lange said, classical necomomics is actually the economics of socialism,
because it assumes that all information is avaglabd the only problem is a technical one of atiooa
(Lange, 19xx, yyy).



Il. The possibility of government failure: From Pigou to Public Choice

Competitive Equilibrium Theory does provide an Wimedean point for analysis of market
perfection and market failures. But there is nchspoint for government “correction” or “improverntén
of market failures. Following Weimer and Vinindd(@) we might distinguish "passive government
failure," where governmenmnaction results in Pareto inferior outcomes, from "actjezernment
failure," where governmeriction results in outcomes worse than if government ek dhothing.

But in neither case is there an Archimedean pwittenchmark for comparing success and
failure. Passive government failusgems straightforward: it is the failure of governmeatrespond by
correcting market failure when a feasible corrattaists. For example, as Pigou (1920; 1932) atgue
the correction for an externality is a tax or sdipghat internalizes the externality by adjustimg® so
that social costs and private costs coincide flcactbrs.

The problem is that the government may lack eithemproper information, or the proper
incentives, to know what this correction is, octmose this correction if it can be identified.oife has
read nothing but later critics one might think tR&gou was unaware of the problem of government
failure. As Coase (1960, p.) put it:

It is true enough that Pigou's position can b&atured this way, a careful reading of Pigou
himself shows that this is not so. In the mostangnt passage for our purposes, Pigou (1920,§). 29
said:
It is not sufficient to contrast the imperfect adjustments of unfettered enterprise with the best
adjustment that economistsin their studies can imagine. For we cannot expect that any State
authority will attain, or even wholeheartedly settlat ideal. Such authorities are liable alike to
ignorance, to sectional pressure, and to persamalion by private interest. A loud-voiced
part of their constituents, if organized for votesy easily outweigh the whole.
It is interesting that Pigou was so careful toidgtish so clearly two of the core problems, incer
and information.

Incentives—When we say "government" we mean the combinedites of a disparate
and not always unified collection of individualsnse elected and some appointed. Some of these may
be motivated to seek reelection, some to exparidgbesonal power and income, and some to serveé wha
they perceive as the public interest. Pigou pdiotgt that economic agents in the marketplace nfisgiet
perverse incentives, especially when social anchfgicost diverge. But then he clearly went ondi@
that the analogous incentive problems might facegunent agents. Which set of incentives is more
likely to lead to an optimal outcome? Since theveer is "neither!" we are left with making
comparisons rather than using the Pigouvian sydloghat Coase describes, but that Pigou himsel cas
doubt on.

Information— The problem of externalities is partly a problenmrdbrmation. Prices do
not reflect the full opportunity (cost?) of the @esces being used in the activity where the extgyria
produced. Consequently, "too much" of the actiistyndertaken in a private, unfettered marketragtt
Once the state acts to correct the incorrect paitevill be well, one hopes. But the very lack of
information that made private action inefficientlwiog state attempts at correction. How much dgena
is being done, and what is the cost of that damay@hout price information on how to value the
damage, the state lacks good information.



There is a third potential for systemic failuregiovernment action, one that again is often
used (correctly) to accuse markets, yet which pertaith equal potential force to state action.e Third
source of failure is aggregation incoherence abdrariness.

Aggregation Incoherence and Arbitrariness—Fhe welfare theorems of general
equilibrium theory rest on a series of claims.sEiequilibrium must exist, in the sense that preetors
adjust in ways that damp down, rather than explodanges in other economic factors such as incomes,
tastes, technologies, and the prices of substiamtdscomplements. It all has to "add up,” in these
that there exists a vector of prices that solvessystem of n equations in n unknowns that Walsasl tio
characterize the problem of general equilibrium.eduilibrium, then, we can evaluate whether tisalte
of market processes reaches, or falls short ogtB@ptimality. If no equilibrium exists, the pteln is
much more complex, and the welfare theorems of 6iEiply do not apply.

But state action likewise faces the problem ofraggtion incoherence, though for different
reasons. Lindahl (1919) came up with a decen&dlénlution for a single public good, based on some
very optimistic assumptions about the honesty efgsence revelation on valuing public goods. If
multiple public goods are at stake, there is ncegarsolution (Slutsky, 19xx; Denzau and Parks x19x
19xx), especially if (as seems likely) preferenaesnon-separable.

Worse, the results of Condorcet (17xx), Arrow (IPBlack (1958), Plott (197x) and
others demonstrate that the conditions under wiiielean expect an equilibrium are, if anything, even
more restrictive than those required to assurdibgum in market processes.

lll. Classic market failures in the world of increasing returns

What would an alternative be to the world of contpet equilibrium theory? We must be
cognizant of Shepsle's "First rule of wing-walkingdon't let go of something solid until you havéren
grasp of something else” (1995). What alternatimeception of competition, and markets, could be
proposed? And in this alternative conception, wieatchmarks or standards could be used to justify,
rule out, government action or market action?

Fortunately, Adam Smith himself also proposed #tisrnative, in the sam#falth of Nations
that gave us the "Invisible Hand." Adam Smith diésx the source of wealth itself, the "wealth of
nations," as arising from positive non-linearitieshe production function of firms. In the "piadtory"
example, Smith argues that the wealth of natioisesufrom the increasing returns to scale thatroccu
because of division of labor. These increasingrnst might be due to combination of improved
dexterity, tool design and use, or increased meazaton of stages of the production process. The
important thing, as Smith pointed out, is that "Tirsion of labor is limited [only] by the extenf the
market.

Thus, division of labor is the motor of the dynamipansion of markets. Later scholars, most
notably Joseph Schumpeter, pointed out the egumfigrtant role of the entrepreneur, the vigilard an
constantly aware trader and producer constantkingofor new profit opportunities to exploit withe
division of labor.

This dynamic world of constant change, with proditsnetimes used to create new investments
and new products, is the world of modern capitaligworld with the possibility of once unimagined



innovation, productivity, rising incomes and wealBchumpeter called the process "creative
destruction," with entrepreneurial activities camly creating and destroying existing relations of
production and exchange.

The problem we face in this far more verisimilousd®al of capitalism is the evaluation of when
government action would be beneficial, even neecgsaad when instead markets left to their own
destructive and creative devices will serve sodettiyer. What do market failure and governmeihiria
look like in this more realistic world?

Fortunately, the classic market failures do nacheompetitive equilibrium theory to be valid.
Public goods are still undersupplied (relativedms Lindahl-style preference revelation mechanism),
and negative externalities like pollution still sxin a world of increasing returns. Information
asymmetries still need to be corrected. The omesatal market failure that changes is the dedityabf
economic agents being price-takers.

Just as the benefits of the economies of scaleegbin factory implied firms with market power,
there are more benefits to size of firms. Onedglpct differentiation. Another is research and
development, which leads to more innovation. Cditipe is desirable, but there are compensating
benefits to large firms that can choose their grice

That these market failures still exist does nqdlinthat government action will necessarily make
them better. We must be careful to avoid the rkéstd awarding the prize in a singing contest ® th
remaining singer after hearing only the first.

IV. Firms and governments are subject to the samerpblems: Government has incentive and
information problems that are not disciplined as inCET and so do large firms.

Competitive markets that fulfill the assumptioricompetitive equilibrium theory automatically
discipline incentives to provide for the generalfare “as if guided by an invisible hand.” Eleci&
distinct institutions, (whether separated powersad), and rules are the main ways of disciplining
government activity, and neither mechanism overeothe incentive problems, the information
problems, or the coherence and arbitrariness prabtbat we have identified for non-market instdos.

But the same goes for firms that violate the ptadeer assumption of CET. Microsoft, Toyota,
Exxon and Apple have the capacity to diminish thiestimer surplus that exists at competitive
equilibrium, and they have an incentive to do sprafit-maximizing organizations. They are also
subject to rent-seeking activity on the part ofrtleaders, who may give themselves bonuses, stock
options, luxurious offices and private airplanest ttome out of the producer surplus of a firm with
market power.

V. A guideline for deciding when market failure woud be improved by public intervention in a
world of increasing returns: Uncertainty and political decision.



