PAI 897
Lecture 12
Correcting Market and Government Failure – Generic Policies
Of course, each situation has specific characteristics, so that a
generic policy may not be appropriate.
However, these are the fundamental tools we have to use in
policy, so we should be familiar with how they work.
We should reach for them first, and make sure they fit the
context of the policy question we confront.
Some we have seen before, so we are gathering them up while
presenting variations on them as well.
1) Freeing, facilitating, and simulating markets.
Freeing (getting out of the way and allowing)
Facilitating (supporting or creating)
Simulating (creating by stepping back one level)
Chart 10.1 on page 211 5th ed., 206 6th ed.

• Freeing by deregulation. Removal of barriers to entry,
putting in place regulatory oversight.
o A common story is that the technology has changed
since the original regulation has passed.
 Land line phone systems giving way to cell
phones.
 Broadcast networks giving way to cable
television giving way to satellite TV.
 In the US, experience with trucking, banking,
railroads, airlines…
Note deregulation is not necessarily moving from
regulation to no regulation, it is often a reduction in
regulation.
• Freeing by Legalization.
o Removing criminal sanctions.
o Decriminalization, removing criminal penalties and
replacing with civil penalties such as fines.
Why should we legalize marijuana? Why should we not?
Why should we legalize gambling? Why should we not?
Why should we legalize prostitution? Why should we not?

• Privatization as a way of freeing markets.
1) Switching from subsidized provision by an agency to
provision through user fees.
2) Contracting out provision previously produced by a
government agency
3) Denationalization, selling state owned enterprises to the
private sector
4) Demonopolization (or monopsonization) that allows
private firms to compete in a market that was filled by a
government entity.
The nature of a natural monopoly: Regulating a natural
monopoly.
First, a natural monopoly has average cost decreasing
over the whole range of feasible demand.
Illustrate what happens when we try to regulate through MC based price regulation.
Illustrate what happens when we try to regulate through AC based price regulation.
Illustrate what happens if we subsidize.

Perloff, 6th edition Microeconomics, page 369

Perloff, Microeconomics, 6th edition, page 379

Perloff, Microeconomics, 6th edition, page 381

• Facilitating markets.
o Creating a market by establishing property rights
(remember Coase example) or creating new
marketable goods.
 Allocate rights to existing goods. Use power of
the state to create rights to resources. Fishing
areas, grazing permits, water use permits….
 Create market for the right to use existing goods.
A common example is tradable permits for use of
the good, like emissions.
• This creates a market so that the firms have
an incentive to reduce use when the cost of
abatement is less than the cost of the permit
to use.

• Simulate markets. If it is not feasible to have competition
within a market, use an auction to create competition for
the market.
o Right to provide a monopoly good is allocated by an
auction procedure. Right to drill, right to mine,…
 Does government have people who can
accurately assess the value of the resources?
 Do we know the extent and value of the
externalities?
 Are the bidders really competitive?
 Is the decision making based on the best bid for
society?
 Is it clear ex ante by what elements is the
competition being judged?
 Is government ‘powerful’ in relation to bidders?

Summary on table 10.2 on page 220 5th ed. 217 6th ed.

Establishing Rules.
Not using incentives to influence choices, but the coercive
power of the state. Can be civil or criminal sanctions that
punish behavior.
Frameworks that govern behavior.
Can markets exist without rules in the background?
What rules do we need to make markets function?
What set of rules do we need to allow government to make rules
that influence markets?

Regulations.
Command and control. Directive is given, compliance is
monitored, noncompliance is punished.
Price regulation.
Recall examples of price floors and price ceilings.
Recall example of regulating a monopoly.
Price Discrimination:
10 College Students each WTP $10 per ticket,
20 Senior Citizens each WTP $5 per ticket

Perloff, Microeconomics, page 397

Table 10.3 p. 236 5th ed. 232 6th ed.
Outright ban. Why is it illegal to buy or sell human organs in
the US?
Control of externality directly.

Marginal cost of abatement, marginal cost of permit comparison.
Standards in production.
Labor laws, occupational health and safety oversight.
Food and Drug administration.
Lead testing.
Direct information provision. Ad campaigns, putting warning
labels on products, calorie counts in restaurants, cereal
boxes…Country of origin labels, efficiency ratings, all trying to
deal with information asymmetry issues.
Organization report cards, Maxwell and US News and World
Report…Public school report cards, provision of information,
graduation rates, spending per student,…
Indirect information provision. Licensure – you have to have
official authorization to provide a good or service. Less
stringent, you have to meet certain standards to be in an
association and they signal you have standards that meet the
group’s expectations.

Supply by non-market mechanisms.

10.4 p. 246 6th ed.
Direct government provision (national defense for example to
minimize moral hazard / opportunistic behavior).
Note Blackwater kinds of counterexamples.
Double market failure: First, evidence that markets have failed,
then evidence that other generic policies discussed previously
will lead to an inferior outcome.
Direct supply, see the list from Leman on 249.

Independent agencies: government corporations (TVA, Port
Authority of NY-NJ,…); and special districts (watershed
management, school districts,…)
Contracting out.
Insurance and cushions.
Table 10.5 p. 251 6th ed.

