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       Additional Readings on Market Failure & Government Intervention


Market Failure & Government Intervention
Syllabus 9732 (H2 Economics)
AIMS

The syllabus is intended to provide the basis for a broad understanding of Economic.  Specifically, the syllabus aims to develop in candidates:

1 an understanding of fundamental economic principles, theories and concepts, and of the methods of analysis used by an economist;

2 the ability to use the tools of economic reasoning to explain, analyse and resolve economic issues, and evaluate policy decisions;

3 the habit of reading critically, from a variety of sources, to gain information about the changing economic activities and policies at the national & international levels;

4 the ability to use evidence in making rational arguments in economic context and understand the roles of various economic agents.

ASSESSMENT OBJECTIVES
Candidates are expected to demonstrate:
Understanding of

1 the main concepts, principles and theories employed within the field of economics

2 methods of analysis in economics

Ability to

3 understand and interpret economic information presented in textual,  numerical or graphical form

4 select and apply economic concepts and principles to explain and analyse contemporary events at the micro and macro levels

5 recognise unstated assumptions

6 make interpretations and valid inferences from information presented and evaluate the reliability of information given.
7 Evaluate alternative theoretical explanations and perspectives of economic problems, issues and policy decisions

8 Organise and communicate economic ideas and arguments in a clear, logical and appropriate form

	Syllabus Content

	Candidates should be able to:

	Market Failure

· Meaning of market failure and efficiency

· Why markets may not work efficiently

· Market imperfections

· Positive & negative externalities

· Public & merit goods

· Inequalities in the distribution of income & wealth
	· Analyse why market dominance, imperfect information and immobility of factors of production can lead to inefficiency

· Understand that externalities exist when there is a divergence between private and social costs/benefits

· Illustrate positive & negative externalities in both production and consumption using simple demand and supply diagrams

· An understanding of what is meant by deadweight loss is necessary when discussing market failure


	Government Intervention in the Market

· Rationale for government intervention
· Methods by which government intervene in markets and the impact on market outcomes

· Government failure

	· Understand what is meant by a cost-benefit approach in the context of externalities

· Explain why governments intervene in the markets to correct market failures

· Examine the various methods by which governments intervene in markets

· Discuss how governments may create inefficiencies when they intervene in markets due to factors such as political objectives, administrative costs and lack of information


1
Introducing Market Failure
Aspects of efficiency

Key Terms

Productive Efficiency: is achieved when a firm is operating at minimum average cost

Allocative Efficiency: is achieved when society is producing an appropriate bundle of goods relative to consumer preferences

Pareto optimum: an allocation of resources such that no reallocation of them can make any individual better off without making some other individual worse off

Allocative Efficiency
Allocative Efficiency is about whether an economy allocates its resources in such a way as to produce a balance of goods and services that matches consumer preferences.  In a complex modern economy, it is clearly difficult to identify such an ideal result.  How can an appropriate balance of goods and services be identified ?
From the point of view of a firm, equilibrium price is at a level where there is no further incentive to attract new firms and where no firm wishes to leave  the market.  The price in this context would seem to be just covering the marginal cost of production.

From the consumers’ point of view, any point along the demand curve could be regarded as the marginal benefit received from consuming a good or service.

Putting together the arguments, it would seem that market forces can carry a market to a position in which, from a firms’ point of view, the price is equal marginal cost, and from the consumers’ point of view, the price is set equal to marginal benefit.

Suppose that the marginal benefit from consuming a good were higher than the marginal cost to society of producing it, it could then be argued that society would be better off producing more of the good, because by increasing production more could be added to benefits than to costs.
Similarly, if the marginal cost were above the marginal benefit  from consuming a good, society would be producing too much of the good and would benefit from producing less.

The best possible position is thus where marginal cost is equal to marginal benefit.  If all markets in an economy operated in this way, resources would be used so effectively that no reallocation of resources could generate an overall improvement.  Allocative efficiency would be attained.
Nevertheless, in reality, the market mechanism does not work sufficiently well at all times to ensure that resources are allocated in such a way that MC equals to MB – this is known as market failure.
Key Term

Market Failure: a situation in which the free market mechanism does not lead to an optimal allocation of resources – for instance where there is a divergence between marginal social benefit and marginal social cost.

Causes of Market Failure
Imperfect competition
Allocative efficiency  can be achieved on the assumption that markets are perfectly competitive; where firms passively respond to changes in consumer preferences.  In the real world and in many markets, firms have more power over their actions.
In the extreme, there are markets in which production is dominated by a single firm.  At the time of the US trial in 1998, Microsoft was said to control 95% of the world market for operating systems for PC computers!  When a firm achieves such dominance, there is no guarantee that it will not try to exploit its monopoly position at the expense of the consumers.
This is one example of how imperfect competition can lead to a distortion in the allocation of resources.  Firms with a dominant position in a market may be able to drive prices to a level that is above marginal cost; consumers then lose out in terms of allocative efficiency.  As output is under-produced at a level where MSC > MSB, there will be a deadweight loss being incurred in such occurrence of market failure.
From  “Market Failure” point of view, monopoly is often regarded as undesirable from the standpoint of efficiency considerations. We shall now compare allocative efficiency for an industry under PC with that of a monopolist.
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With reference to Figure 1,

· If production is undertaken by a PC industry (point A) allocative efficiency is achieved as price equals marginal cost (P = MC) at output level QPC. 

Now if the industry is operated by a monopoly firm, then it will achieve equilibrium at point B with equilibrium price & output at PM and QM respectively. At point B, price exceeds marginal cost (P > MC) so there is allocative inefficiency. This means that it is still possible to allocate resources in such a manner as to make someone better off without making someone else worse off.   The level of output  (QPC - QM ) represents
an under-production of output as MSB (shown by the DD curve) is greater than MSC (shown by the SS curve).  A deadweight loss of area ABC is therefore incurred.
Externalities
If market forces are to guide the allocation of resources, it is crucial that the costs that firms face and the prices to which they respond reflect fully the actual costs and benefits associated with the production and consumption of goods.  However, there are a number of situations and markets in which this does not happen because of externalities.  These cause a divergence between marginal social cost and marginal social benefit at market equilibrium.
There are many examples of such externalities.  An obvious one is pollution.  A firm that causes pollution in the course of its production process imposes costs on others that are not reflected in market prices unless the firm is forced to face the full cost of its activities.  This causes a distortion in the allocation of resources.
Not all externalities are negative.  There may be situations in which a firm takes an action that benefits others.  For example, if it chose to upgrade the road that ran past its factory, this would benefit other users of the road, even though they did not have to contribute to the cost of the upgraded road.

Not all externalities are on the supply side of the market.  There may also be externalities in consumption, which may be positive or negative.  If your neighbours mount an excellent firework display on New Year’s eve, you can enjoy the sight without having to pay.

The above examples cause a breakdown in allocative efficiency.

Information Failure

If markets are to perform a role in allocating resources, it is extremely important that all relevant economic agents (buyers and sellers) have good information about market conditions; otherwise they may not be able to make rationale decisions.
For example, it is important that consumers can clearly perceive the benefits to be gained by their consuming particular goods or services, in order to determine their own willingness to pay.  Such information may not always be available or clear.  For instance, consumers may not fully perceive the benefits to be gained from education – or they may fail to appreciate the harmfulness of smoking.
In other market situations, economic agents on one side of the market may have different information from those on the other side; eg sellers may have information about the goods that they are providing that buyers cannot have access to.  Such information failure can also lead to a suboptimal allocation of resources.
Public goods 
There is a category of goods known as public goods, which because of their characteristics cannot be provided by a purely free market.  Street lighting is one such example: there is no obvious way in which a private firm could charge all the users of street lighting for the benefits that they receive from it.  
Income Distribution
It is commonly accepted that there need to be safeguards in any economy to ensure that the distribution of income does not become so skewed that poverty escalates.  It there is substantial poverty in a society, the allocation of resources is unlikely to be optimal.  There is a need to examine the extent to which inequality in the distribution of income can be considered a form of market failure that requires some intervention by government.
Dealing with market failure
If unregulated free markets fail to produce good outcomes for society, there is a need to examine how to deal with the situation.
A number of microeconomic economic analysis has been used to devise a range of policies that are intended to enable markets to work more efficiently or to correct market failures.  There is a need to analyse alternative policies that have been proposed for this purpose.

Finally, it is important to note that some forms of government intervention can themselves lead to market failure – even when the intervention was intended to correct another form of market failure.  There is also a need to examine some of these unintended outcomes that well-meaning policies can have.
2
Monopoly and Market Dominance

By historic standards, some of the firms operating in the world today are giants, often operating on a global scale.  This section examines some of the factors that can encourage the development of large firms, and discusses how this may affect whether markets can operate effectively for society’s best interests.  It also looks at how firms may attain and sustain a dominant position in markets, and at how a market works if there are limits on competition.
Learning Outcomes
After studying this section, you should:

· Understand the concepts of economies of scale and economies of scope
· Be able to identify causes of economies of scale
· Be familiar with the general form of long-run average cost curve

· Be aware of the relationship between firm size and market concentration

· Understand what is meant by market dominance

· Be familiar with factors that may give rise to natural and strategic barriers to entry

· Be aware of some of the effects on a market if competition is limited

Economies of scale
One of the reasons why firms find it beneficial to be large is the existence of economies of scale.  These occur when a firm finds that it is more efficient in cost terms to produce on a larger scale.

It is not difficult to think of a number of industries in which there are likely to be some economies of scale.  When a firm is expanding, it eventually reaches a scale of production at which it is worthwhile for workers to begin to specialise in certain stages of the production process.  Such division of labour would contribute to increase in productivity.  This is possible only for relatively large scale production.: it is the size of the firm (in terms of its output level) that enables it to produce more efficiently ie at lower average cost.
Although the division of labour is one source of economies of scale, it is by no means the only one.  There are several conditions under which cost benefits can be expected from large-scale production.

Technology
One source of economies of scale lies in the technology of production.  There are many procedures entailing a degree of technology such that large-scale production is more efficient.
For instance, a large ship can transport proportionally more than a small ship; or large barrels hold more wine relative to the surface area of the barrel than small barrels.  Hence there may be benefits in operating on a large scale.

Furthermore, some capital equipment is designed for large-scale production, and would be viable only for a firm operating at a high volume of production.  Combine harvesters cannot be used in small fields, and a production line for car production would not be viable for small levels of output.


Especially for large firms with high value of fixed costs, their fixed costs are being spread out over more units of output as the firm expands, thereby lowering average costs.  Notice that there are some economic activities in which these fixed costs are highly significant – example, railway networks, electricity supply etc.  The largest firm in such a market will always be able to produce at a lower average cost than smaller firms in that market.  This could prove such a competitive advantage that no other firms will be able to become established in that market, leading to natural monopoly.

There may also be an intermediate position, where the economies of scale are not sufficient to bring about a monopoly situation, but only relatively few firms can operate efficiently.  Such markets are known as oligopolies.

If market share is concentrated among a small number of firms, does this inevitably mean that consumers will suffer ?
The answer to these questions depends upon the behaviour of firms within the market.  There may be an incentive for a monopoly firm to use its market power to increase its profits.  It can do this by restricting the amount of output that it releases on to the market, and by raising the price to consumers.  A monopoly has the incentive to act in this way, since by lowering output and raising price it can increase its overall profits.  From the consumer’s point of view, the result is a loss of consumer surplus.

If there is an incentive for a single firm to act in this way, there is a similar incentive for firms in an oligopoly to do the same, as they can increase their joint profits – with the same effects on consumers.  However, the oligopoly case is more complicated, as there is always the possibility that individual firms will try to increase their own share of the market at the expense of others in the oligopoly.

Summary
· Economies of scale arise when a firm faces falling long-run average costs per unit as the scale of output increases.
· This can occur for a variety of reasons, including technology, the spreading of fixed costs, management, marketing, finance and procurement.

· External economies of scale may arise when a particular industry expands.

· Some conglomerate firms may also be able to tap economies of scope by sharing some common management functions across the organisation.

· In the short run the input of some factors of production may be fixed, but in the long run all inputs can be varied.
· The long-run average cost curve represents the relationship between average costs and the level of output as the firm varies its inputs and therefore its scale of production.

· There may be limits to economies of scale, and at some output level average costs may begin to rise if the firm further increases its scale of production.
· The level of output at which long-run average costs ceases to fall is known as the “minimum efficient scale’.

Scale and market concentration
An important issue that arises as firms become larger concerns the number of firms that a market can support.  Suppose the minimum efficient scale is large relative to the size of market demand, as in Fig 2.



If more than one firm were to try to supply this market, each producing at the minimum efficient scale, there would be substantial excess supply, and the situation would not be viable.

When long-run average costs decrease right up to the limit of market demand, the largest firm in the market will come to dominate the market, as it will be able to produce at lower average costs than any potential competitor.  This will be reinforced if there are significant learning-by-doing effects which will further embed the largest firm as the market leader.  Such a market is likely to become a natural monopoly.

As substantial economies of scale are not available in all sectors, it will depend upon the nature of technology and all the other factors that can give rise to economies of scale.  In some activities there may be little scope at all for economies of scale.  For example, there are no great fixed costs in setting up a restaurant, a hairdressing salon or a dental surgery – at least, compared with those involved in setting up a steel plant or an underground railway.  The minimum efficient scale for such activities may thus be relatively small compared with market demand, so there may be room for many firms in the market.  This helps to explain the proliferation of bars and take-away restaurants.
Market Dominance
Do firms have market dominance which can be exploited tp bring higher profits ?

To what extent do firms have the freedom to set prices at their preferred levels ?

To what extent do firms have to take into account the actions of other firms or face other constraints ?

Even monopoly firms have to accept the constraint of the demand curve.  They are not free to set a price at any level they choose, otherwise consumers would simply not buy the products.  The question is more one of whether firms are free to choose where to position themselves on their demand curve, rather than having to accept the market equilibrium price.

The fact that most countries have legislation in place to protect consumers from this sort of exploitation by firms recognises that firms might have market power and also have an incentive to use it.  In the UK, this monitoring is in the hands of the Office of Fair Trading and the Competition Commission.  For these purposes, a firm is said to have a dominant position if its market share exceed 40%.  The existence of such bodies helps to act as a restraint on anti-competitive practices by firms.

There may also be natural constraints that limit the extent to which a firm is able to achieve a position of dominance in a market.  An important consideration is whether a firm in a market need to be aware of the possibility of new firms joining the market.  

Barriers to entry
Key Term

Barrier to entry: a characteristic of a market that prevents new firms from readily joining the market.
Another way of viewing this is to examine what might constitute a barrier to entry of new firms into a market.  If such barriers exist, the firm may be able to continue to make higher profits through under-production.
Economies of scale
If the largest firm has a significant cost advantage over later entrants, it can adopt a pricing strategy that makes it very difficult for new firms to become established.
The advantage of the existing firm is likely to be reinforced by the learning-by-doing effect; this could produce even stronger cost advantage that would need to be overcome by new entrants.
Ownership of raw materials
Suppose that the production of a commodity requires the input of a certain raw material, and that a firm in the market controls the supply of that raw material, this would be a substantial barrier to the entry of new firms.  For instance, DeBeers controlled the world’s supply of uncut diamonds, and there was  no way that new firms could enter the market because the agreements that DeBeers had with mining companies and governments in those parts of the world where diamonds are mined.  This monopoly lasted until recently.

The patent system
The patent system exists to provide protection for firms developing new products or processes.  This rationale for this is unless firms know that they will have ownership over innovative ideas, they will have no incentive to be innovative.  The patent system ensures that and firms can be assured of gaining some benefit from their innovations.  For the duration of the patent, they will be protected from competition.  This constitutes a legal barrier to the entry of new firms.
Strategic & innocent barriers to entry

In the case of economies of scale, it could be argued that the advantage of the largest firm in the industry is a purely natural barrier to entry that arises from the market position of the firm.
In other case, it may be that firms can consciously erect barriers to entry in order to make entry into market more difficult for potential new firms ie firms may make strategic moves to protect their market position behind entry barriers.  

One example might be the advertising undertaken by firms.  Some firms ef Coca Cola, have become well known by heavy advertising expenditures.  In some cases these expenditures have very little impact on market shares, and merely serve to maintain the status quo.  However, for potential entrants they make life very difficult.  Any new firm coming into the market has to try to match the advertising levels of the existing firms in order to gain a viable market share.  Effectively, existing firms have increased the fixed costs of being in the market, making entry more difficult to achieve.
An alternative method is for an existing firm to operate with spare capacity, making it clear to potential entrants that entry will trigger a price war.  The surplus capacity adds credibility to this threat, as the existing firm is seen to be able to increase output – and thus force down price very quickly.

Market Failure
How is the market affected if there are limits to the extent of competition in it ?

By restricting output and raising price, firms are able to increase their profits, effectively increasing the market price to a level above the marginal cost of production.  This implies that there is a loss of allocative efficiency in this situation.  From society’s point of view, too little of the product is being produced.  

The increase in producer surplus would be regarded as a redistribution from consumers to producers.  However, more crucial is the fact that there is a loss of consumer surplus that is not recoverable – known as the deadweight loss.




Some of the former consumer surplus becomes profits for the firm (area P0P1BC) and the remaining area ( the triangle BCD) is a net loss to society.  This is known as the deadweight loss that society incurs as a result of the restriction to competition due to the market dominance of a monopoly firm.
This deadweight loss is a measure of the welfare loss imposed on society in a monopoly situation.  However, there are two key aspects of efficiency – it is also important to take into account of productive efficiency.  The loss in allocative efficiency may be partly offset by improved productive efficiency.  For instance, because a monopoly is able to take advantage of economies of scale that would be able to reach the minimum efficient scale.  

Summary
· Cost conditions in a market may affect the number of firms that can be viable

· Firms that attain market dominance may be able to harness market power at the expense of consumers, reducing output and raising price.

· This is especially the case where the existing firms are protected by barriers to entry.

· When firms do use such market power, there is a deadweight loss to society that reflects allocative inefficiency.

· However, this may in part be balanced by a gain in productive efficiency.
3
Externalities
If markets are to be effective in guiding the allocation of resources in society, a pre-condition is that market prices are able to reflect the full costs and benefits associated with market transactions.  However, there are many situations in which this is not so, and there are costs or benefits that are external to the workings of the market mechanism.  
Learning outcomes
After studying this section, you should:

· Recognise situations in which the free market mechanism may fail to take account of costs or benefits that are associated with market transactions

· Be familiar with situations in which there may be a divergence between private and social costs or benefits

· Be able to use diagrams to analyse positive and negative externalities in either production or consumption

· Appreciate reasons why government may need to intervene in markets in which externalities are present

· Be familiar with a wide range of examples of externalities

· Recognise ways in which external costs or benefits may be valued

What is an externality ?

“Externality” describes a cost or a benefit that is external to the market mechanism.

An externality will lead to a form of market failure, because if the cost or benefit is not reflected in market prices it cannot be taken into consideration by all parties to a transaction.  This in turn implies that decisions will not be aligned  with the best interests of society.
For example, if there is an element of costs that is not borne by producers, it is likely that “too much” of the good will be produced.  Where there are benefits that are not included, it is likely that too llittle will be produced.  Externalities can affect either demand or supply in a market; they may arise either in consumption or in production.

Key Term
Production externality: an externality that impacts on the production side of a market, which may be either positive or negative.
Eg A factory situated in the centre of a town, and close to a residential district, emits toxic fumes through a chimney during its production process.  As a result, residents living nearby have to wash their clothes more frequently, and incur higher medical bills as a byproduct of breathing in the fumes.

Key Term
Consumption externality: an externality that impacts on the consumption side of a market, which may be either positive or negative.
Eg Residents living along a main road festoon their houses with lavish Christmas lights and decorations during the month of December, helping passers-by to capture the festive spirit.

Although the Christmas decorations would be deemed as a positive consumption externality, it is possible that not everyone would agree about their beneficial effects.  This is where normative judgement comes into play.  It could be argued that the lavish Christmas decorations are unsightly and inappropriate, or that they constitute a distraction for drivers and are therefore likely to cause accidents.
Key Term
Public good: one that is non-exclusive and non-rivalrous: consumers cannot be excluded from consuming such a good; consuming by one person does not affect the amount of the good available for others to consume.
Free–rider problem: when an individual cannot be excluded from consuming a good, and thus has no incentive to pay for its provision.

Merit good: a good that society believes brings unanticipated benefits to the individual consumer.
Demerit good: a good that society believes will bring lower-than-expected benefits to consumers

Demerit goods
There is a category of goods that government thinks should not be consumed even if individuals want to do so.  These are known as demerit goods – or sometimes as merit bads.  Examples are hard drugs and tobacco.  Here the argument is that individual consumers over-value the benefits from consuming such a good.















Fig 3 shows the market for cocaine.  Marginal private benefit (MPB) are shown as being much higher than marginal social benefits (MSB), so that in a free market too much cocaine is consumed.  Society would like to be at Q*, but ends up at Q1 .   In this  particular market, the government may see the marginal social benefit from consuming cocaine to be so low (eg at MSB* in the figure) that consumption should be driven to zero.

Again, this could be interpreted as partly an information problem, in the sense that individual consumers may not perceive the dangers of addiction and thus may over-value cocaine.  In addition, addiction would have the effect of making an individual’s demand for the good highly inelastic in the long run.  However, it is paternalistic of the government to intervene directly for this reason, although it might wish to correct other externalities – for instance those imposed on others when addicts steal to fund their habit.  An alternative approach is to try to remove the information failure; clearly, the government has adopted this approach in seeking to educate people about the dangers of tobacco smoking.
Information Failures
If markets are to be effective in guiding resource allocation, it is important that economic decision makers receive full and accurate information about market conditions.  Consumers need information about the prices at which they can buy and the quality of the products for sale.  Producers need to be able to observe how consumers react to prices.  Information is thus of crucial significance if markets are to work.  However, there are some markets in which not all traders have access to good information, or in which some traders have more or better access to it than others.  This is known as asymmetric information, and can be a source of market failure.
Health care
One example of asymmetric information is in health care.  Suppose you go to your dentist for a checkup.  He tells you that you have a filling that needs to be replaced, although you have had no pain or problems with it.  In this situation the seller in a market has much better information about the product than the buyer.  You as the buyer have no idea whether or not the recommended treatment is needed, and without going to another dentist for a second opinion you have no way of finding out.  You might think this is an unsatisfactory situation, as it seems to give a lot of power to the seller relative to the consumer.  The situation is even worse where the dentist does not even publish the prices for treatment until after it has been carried out!   The same argument applies when doctors have better information than their patients about the sort of treatment that is needed.
Equity
One aspect of equity is whether individuals face equal opportunities, and whether identical people receive identical treatment in economic terms.  However, there is also the fact that people are not identical, and that different innate abilities and talents command different rewards.  This then raises the question of whether society needs to provide some protection for any of its members who find themselves disadvantaged by the way in which resources are allocated.  Does this mean that a system is needed to transfer resources from some members of society to others ?
This is another area in which normative judgements arise.  The government may take the view that everybody in society has the right to some minimum standard of living.  This may reflect the government’s view of the collective desires of the population.  In order to alleviate poverty, therefore, some income may need to be transferred from the relatively rich to the relatively poor.  The normative judgement arises because of the need to define what constitutes a minimum standard of living, and to determine the extent to which such transfers should be undertaken.
The argument is effectively saying that a free market allocation of resources may produce a distribution of income among individuals that is not acceptable in terms of society’s objectives.

The question of income distribution can be explored at a number of levels – firstly, at global distribution – the way in which incomes are distributed between countries. Secondly, income distribution can be examined within countries – that is, between different groups in society.

In 2003 about 37% of the world’s population lived in low income countries, but they received only 3% of the world’s GDP.  In contrast, the 15.5% of people living in the high-income countries received more than 80% of the world’s GDP.

There is also substantial inequality within many societies.  Some inequality is to be expected, as people differ in their innate ability, talents and training.  However, it is clear that the degree of inequality varies between countries.  

4
Government intervention 
This section explores measures that a government may take in order to improve allocation of resources.  It also examines how such well-intentioned intervention can sometimes produce unintended results.

Learning outcomes
After this section, students should

· Be aware of schemes devised to stabilise prices in a volatile market

· Be familiar with features of agriculture markets and measures that have been adopted to stabilise farm incomes

· Be aware of legislation introduced to monitor monopolies, mergers and market concentration
· Understand policies designed to correct for the effects of externalities

Commodity markets

In the case of agricultural markets, it was apparent that vagaries of the weather could affect the size of the harvest and lead to instability in prices from one season to the next.
This is not, strictly speaking, a market failure, but it may be seen as undesirable, as uncertainty about the harvest makes it difficult for farmers to plan ahead and hence may have damaging effects on supply.

Buffer stock schemes
If the commodity concerned can be stored, a buffer stock can be used to try to stabilise prices over time.


This scheme can be effective in stabilising prices and the quantity traded over time.  The difficulty lies in identifying the level at which prices should be set.  If the prices is set too high, the buffer scheme will find itself buying up more grain than it sells, and so grain will accumulate as time goes by.  Thus, its expenditure in bumper years could (on the average) exceed its revenues in poorer years.  This would become very costly in terms of storage.  On the other hand, if the price is set at too low a level, the scheme will not have sufficient stocks to be able to prevent prices rising in times of poor harvests.

The Common Agriculture Policy (CAP)
Many governments have regarded agriculture markets as in need of particular attention, partly because of their strategic significance.  For example, in times of war it is important to be able to feed the population, so governments have been reluctant to be dependent on imported food supplies.  Within the European Union, there was a concern to avoid too much migration from the rural areas into the towns.
The Common Agriculture Policy (CAP) was devised to stabilise the incomes of farmers in the EU.  There were two key components of the policy.  The first was to provide guaranteed prices to farmers for their crops.  However, as the guaranteed prices were typically above the prices that prevailed in world markets, the EU would have to purchase the excess supply or provide a subsidy.  The second element was a variable tariff designed to prevent Europe from being flooded by cheaper imports.

The CAP has been criticised by producers in less developed countries, who are desperate to find markets for their produce and feel that it is unfair that Europe producers should be so heavily subsidised.

In addition, as the EU bought up more and more wheat and other commodities, the costs of storage escalated.  Selling the surplus cheaply elsewhere in the world brought allegations of dumping from governments that did not want their own agricultural sectors to be faced with unfair competition.

The CAP has been going through a process of reform in response to these pressures.  Guaranteed prices began to be reduced, so that variable levy could also be reduced.  Additional reforms brought more cuts to guaranteed prices and rural development schemes were introduced to encourage farmers to engage in other activities within rural areas.  In 2003 further measures forced farmers to plan supply in relation to market prices rather than the guaranteed prices.  Instead, subsidies are now being provided for a range of environment and rural development schemes.

Subsidies and Efficiency
One problem that arises with the use of subsidies to encourage higher production  of a commodity relayes to the incentives   given to the producers.  If producers are cushioned from having to compete at world prices, there is little incentive for them to achieve cost efficiency.  Thus, an indirect effect of a system of subsidies may be a reduction in the efficiency with which production is carried out.

Regulation of monopoly and mergers
The effectiveness of the market system in allocating resources requires prices to act as signals to producers about consumer demand.  Firms will be attracted into activities where consumer demand is buoyant and profitability is high, and will tend to exit from activities in which demand is falling and profitability is low.
This process relies on the existence of healthy competition between firms, and on freedom of entry to and exit from markets.  In the absence of these conditions, resources may not be best allocated according to the pattern of consumer demand.  For instance, if there are barriers to entering a market, the existing firms in the market may have the power to restrict output and raise the price, producing less of the product than is desirable for society.  Such barriers to entry may arise from features such as economies of scale or the patent system.  In some situations, existing firms may take strategic action to deter entry.

This is one area of the economy in which governments often choose to intervene to protect consumers.  In the UK the  Office of Fair Trading and the Competition Commission are responsible for this part of government policy.  These bodies have the power to investigate markets that appear to be overly concentrated or in which competition appears weak.  They can also take action to encourage competition in markets.  This is known as competition policy.


One of the knotty problems that arises here is that, if firms benefit from economies of scale, it may be more productively efficient to allow large firms to develop than to fragment the industry into lots of small firms in the name of encouraging competition.  Thus, the authorities have to find a way of balancing the potential costs of losing allocative efficiency against the potential benefits of productive efficiency.

Merger and acquisition activity has led to the creation of some giant firms in recent years, and one responsibility of the competition authorities is to monitor such activity, which may be seen to have an effect on concentration in markets.  
5 Competition Policy and Regulation
If resources are going to be allocated efficiently within a society, it is crucial that business organizations make the appropriate economic decisions.  Previous sections have shown that firms may sometimes be able to gain market dominance, giving them sufficient market power to take decisions that cause a distortion in resource allocation.  This section examines two major policies in which authorities attempt to influence firms’ economic decision making.  It looks first at competition policy, through which the authorities attempt to encourage competition in markets and protect the interests of consumers.  It then explores measures introduced to regulate privatised industries, most of which are natural monopolies posing particular problems for resource allocation.
Learning outcomes
After studying this section, you should:

· Understand the economic underpinnings of competition policy

· Appreciate that there may be situations in which unremitting competition may not be in the best interests of society

· Understand the need to regulate natural monopolies and some of the problems that may arise in attempting to do so.

Competition policy
An awareness of market failure that can arise from imperfect competition has led governments to introduce measures designed to promote competition and protect consumers.  Such measures are known as competition policy.

Concentration and collusion
It is not only monopoly that should be the subject of competition policy, but any market in which firms have some influence over price.  Therefore, oligopolies also need to be regulated when they collude and act as if they were a joint monopoly.  It was argued that where a market has just a small number of sellers there may be a temptation to collude, either in a cartel or tacitly.  This has resulted in governments being wary of markets in which concentration ratios are high.
For this reason, it is important to examine whether a concentrated market is always and necessarily an anti-competitive market.  This is equivalent to asking whether structure necessarily determines conduct.  A high concentration ratio may mean that there is a small number of firms of more or less equal size, or it could mean that there is one large firm and a number of smaller competitors.  In the latter case, the dominant firm is expected to have sufficient market power to control price.

With a small number of equally sized firms it is by no means certain that they agree to collude.  They may be very conscious of their respective market shares, and so act  in an aggressively competitive way in order to defend them.  This is especially true where the market is not expanding, so that a firm can grow only at the expense of the other firms.  Such a market could display intense competition.

Globalisation
Another significant issue is that a firm that comes to dominate a domestic market may still face competition in the broader global market.  
There has been some debates about how a domestic government should behave towards its large firms.  Some economists suggest that government should allow such firms to dominate the domestic market in order that they become “national champions” in the global market.  This has been especially apparent in the airline industry, where some national airlines are heavily subsidized by their national governments in order to allow them to compete internationally.  Others have argued that if a large firm faces competition within the domestic market this should help to encourage its productive efficiency, enabling it to become more capable of coping with international competition.

Regulation of privatised industries
Case I: Regulation using MARGINAL-COST PRICING POLICY for a NATURAL MONOPOLY

Since a natural monopoly enjoys tremendous internal economies of scale, it has continuously falling LRAC and LRMC curves over the entire range of output covered by the market demand curve.

A natural monopoly may pose particular problems with regard to allocative efficiency.  Figure 4 involves an industry with substantial economies of scale relative to market demand – the minimum efficient scale is beyond the market demand curve (ie the LRAC is still falling beyond the market demand curve).

This market is certain to end up as a monopoly because the largest firm is always able to dominate the market and undercut smaller competitors, as it has natural cost leadership position.  If the monopoly maximizes profits, it will produce at output QE  and set price at PE  where MR = MC.
Such industries tend to have large fixed costs relative to marginal costs.  Railway systems, water or gas supply and electricity generation are all examples of natural monopolies.

For efficiency considerations, a government often allows natural monopolies to operate but subjects them to regulation, one of which is the MC pricing policy.

This requires the setting of the price at the level where P=MC. This corresponds to the point where the demand curve intersects the MC curve, as shown in Figure 4.


From Figure 4,

· Before regulation, the monopolist is producing and selling QE units at a price of PE.

· With marginal cost pricing, output increases to QR and price is reduced to PR.

Results of Marginal Cost Pricing Policy:

(i) Equilibrium price is lower & output higher

(ii) Resource allocation is efficient since P=MC

(iii) The regulated monopolist is making economic losses equal to the ABCPR. The firm will go out of business unless the loss is made up by a government subsidy.

The main problem is that, if such firms were forced to set a price equal to MC, they would make a loss.  

Nationalization

In the past, one way of resolving this problem would have been to nationalise the industry ie take it into state ownership, since no private sector firm would be prepared to operate at a loss, and the government would not allow firms reaping supernormal profits in such natural monopolies.
In order to prevent the losses from becoming too substantial, many utilities such as gas and electricity supply adopted a pricing system known as a two-part tariff system, under which all consumers paid a monthly charge for being connected to the supply, and on top of that a variable amount based on usage.
(A) Regulation using TWO-PART TARIFF

This allows the regulated monopolist to continue tapping the large internal economies of scale and attempts to overcome the problem of heavy investment on expensive capital equipment and low variable costs in many public utilities.
The 2-part tariff consists of a fixed minimum charge to cover the fixed costs and a further charge which varies with the quantity of service consumed.  In terms of Fig 4, the fixed connection charge would cover the difference between A and PR  spread across all consumers, and the variable charge would reflect marginal cost.
Recall that under marginal cost pricing policy, although allocative efficiency is achieved, the regulated monopolist suffers a loss which has to be made up by the government subsidy if it is to remain in operation. With a 2-part tariff, it is possible for the regulated firm to remain in operation. With a 2-part tariff, it is possible for the regulated firm to price at marginal cost without suffering a loss since the “fixed charge” acts as a form of “subsidy”.

A disadvantage of the pricing policy is that some potential users will be deterred by the fixed charge from using the service, e.g., telephone charges (fixed line rental + variable charges on usage).

(B) Regulation using AVERAGE-COST PRICING POLICY for a NATURAL MONOPOLY

Average cost pricing policy is sometimes referred to as ‘Fair Rate of Return Regulation’.

This requires the setting of price at the level where P=AC. The monopolist gets a “fair” or “normal” rate of return on its investment in its plant and equipment (from an economist’s point of view, an economic profit of zero implies a “normal” rate of return on all inputs).


From Figure 5,

· Before regulation, the monopolist maximises profit at output level QE and price PE. It earns supernormal profits given by area PEBCD.

· After regulation, through average cost pricing, the monopolist produces at output QR determined by the intersection of the AR curve with the AC curve.

· Through average cost pricing, the government or regulatory commission eliminates all of the monopolist’s supernormal profits so that it receives only a normal or fair return on his investment.

· However, at output QR, P>MC and some misallocation of resources remain, since there will still be consumers who are willing to pay a price that is greater than the marginal cost for additional units of output, but these units will not be produced.

Result of Average Cost Pricing Policy : 

(i) Equilibrium price is lower and output higher after regulation.

(ii) Regulated monopolist earns normal profit.

(iii) Regulation only partially corrects the problem of inefficient allocation of resources.
The imposition of the average cost pricing policy or ‘Fair Rate of Return Regulation’ in Fig 5 places a limit on the rate of return the firm is allowed to make.  By preventing it from reaping supernormal profits may affect the incentive mechanism:  the firm may not have the incentive to lower cost or be as efficient as possible eg the firm may fritter away some of the profits in managerial perks to avoid declaring a high rate of return.
Nationalised industries were criticized as it was argued that the managers were insufficiently accountable.  It was regarded as an extreme form of the principal-agent problem, in which the consumers (the principals) had very little control over the actions of the managers (their agents), a situation leading to widespread X-inefficiency and waste.

In the 1980s such criticism in the UK had led to widespread privatisation ie the transfer of nationalised industries into private ownership, one central argument being that now at least the managers would have to be accountable to their shareholders, which would encourage an increase in efficiency.
However, this did not remove the original problem: that they were natural monopolies.  So privatisation was accompanied by the imposition of a regulatory system, to ensure that the newly privatised firms did not abuse their monopoly situations.
Wherever possible, privatisation was also accompanied by measures to encourage competition, which was seen as an even better way to ensure efficiency improvements.  This proved to be more feasible in some industries than in others, because of the nature of economies of scale – there is little to be gained by requiring that there must be several firms in the market where the economies of scale can be reaped only by one large firm.  However, the changing technology in some of the industries did allow some competition to be encouraged, especially in telecommunications.
Where it was not possible, or feasible, to encourage competition, regulation was seen as the solution.  Attention of the regulatory bodies focused on price, and the key control method was to allow price increases each year at a rate that was a set amount below changes in the retail price index (RPI).  This became known as the (RPI – X) rule, and was widely used, the idea being that it would force firms to look for productivity gains to eliminate the X-inefficiency that had built up.  The “X” refers to the amount of productivity gain that the regulator believes can be achieved, expressed in terms of the change in average costs.  For example, if the regulator believed that it was possible to achieve productivity gains of 5% per year, and if the RPI was increasing at a rate of 10% per year, then the maximum price increase that would be allowed in a year would be 10% - 5% = 5%.

There are problems inherent in this approach.  For instance, how does the regulator determine the value of ‘X’ ?  This problem would arise if the firm has more information about the costs than the regulator – a problem caused by the existence of asymmetric information (or imperfect information).  There is also the possibility that the firm achieves its productivity gains by reducing the quality of the product, or by foregoing long-term investment for the future.
It is important to realize that eventually, if the (RPI – X) system is effective, the X-inefficiency will be gradually squeezed out, and the “X” will have to be reduced as it becomes increasingly more difficult to achieve productivity gains.

In some cases regulatory capture is a further problem.  This occurs when the regulator identify so closely with the firm it is regulating that it defends its cause rather than imposing strict rules wherever needed.

6 Dealing with Externalities
Externalities arise in situations where there are cost or benefit associated with transactions that are not reflected in the market price.  In these situations, a free market will not result in efficient allocation of resources.  One method is to bring those externalities into the price mechanism, thereby internalizing the externality.  For instance, in the case of pollution, this approach would force the polluting firms to account for the full social cost of their production activities.  This is known as the polluter pays principle.
Pollution









Figure 6 illustrates a negative production externality i.e. pollution.  Suppose that firms in the market for chemicals use a production process that emits toxic fumes, thereby  imposing costs on society that the firms themselves do not  face.  In other words, the marginal private costs faced by these firms are less than the marginal social costs that are inflicted on society.  Firms in this market will produce up to Q1 and charge a price of P1.  At this output, marginal social benefit is below the marginal social cost of producing the chemicals, so it is deemed that  “too much”  of the product is being produced.  Resources will be efficiently allocated if production were at Q*, and price charged at P*.

Note that this optimum position is not characterized by zero pollution.  In other words, from society’s point of view it pays to abate pollution only up to the level where the marginal benefit of reducing pollution is matched by the marginal cost of doing so.  Reducing pollution to zero would be too costly.
In order to reach the optimum output of chemicals at Q*, and in line with the principle that the polluter should pay, a tax can be imposed on firms so that polluters have to account for the full cost of their actions.  In fig 6, if firms were required to pay a tax equivalent to the vertical distance between MPC and MSC, they would choose to produce at Q*.
Fig 7 is an alternative way of demonstrating the situation using marginal benefit & marginal cost of emissions reduction.  The diagram shows the MSB (MB curve) from reducing emissions of some pollutant and MSC (MC curve) of reducing emissions.  The optimum amount of reduction is found where MB equals MC, at e*.  Up to this point, the MB to society of reducing emissions exceeds the MC of the reduction, so it is in the interest of society to reduce pollution.  However, beyond that point (e*), the MC of reducing the amount of pollution exceeds the benefits that accrue, so society will be worse off.  Setting a tax equal to t* in fig 7 will induce firms to undertake the appropriate amount of emission reduction.

Another way of prohibiting emissions beyond e* is to impose environmental standards.  This means controlling the quantity rather than price.  Nevertheless, the two policies will only produce similar result if the government has full information about MC and MB.  In reality, it is unlikely that the government is able to measure the extent of MC and MB accurately.
The marginal social benefits (MSB ) of reducing pollution cannot be measured with great precision.  Although there may be significant benefits in terms of improved health and reduced death rates if pollution can be reduced, it is difficult to quantify such benefits.  It may also be difficult to evaluate the saving in resources that would need to be devoted to future medical care resulting from pollution.  Other difficulties include the quantification of the direct improvements to quality of life, whether to take international effects into account when formulating domestic policy, and the appropriate discount rate for evaluating future benefits.  Furthermore, the environmentalist and the industrialist may arrive at different evaluations of the benefits of pollution control.
There may be problems in the measurement of external costs.  For instance, it is probable that there will be differences in efficiency between firms.  Those using modern technology may give rise to lower external costs than those using relatively old capital equipment.  Does this mean that the government would take such differences into account by setting a tax that is specific to each firm ?  In practice, most authorities would instead set a flat-rate tax in which the incentives may be inappropriate.  This means that a firm using modern technology would face the same tax rate as one using outdated capital.  The firm using new capital would tend to produce too little output relative to those using outdated, less efficient capital.
Pollution Permits
Another strategy is to use a pollution permit system, under which the government issues or sells permits to firms allowing them to pollute up to a certain limit.  These permits are then tradable, so that firms that are relatively “clean” in their production methods may not need to use their maximum allocation of permits can sell their pollution rights to other firms whose production methods produce greater degree of pollution.

The above scheme has the added advantage of providing incentives for firms to cut down on their level of pollution.  Firms that pollute because of their relatively inefficient production methods will be penalized in terms of higher cost incurred on purchase of pollution permits.  This might give them an incentive to produce less pollution.  In this way, the permit system uses the market mechanism to address the externality problem – in contrast to direct regulation of environmental standards.
A second advantage is that the overall level of pollution can be controlled as the government monitor the total amount of permits being issued.  As the aim of the policy is to control the total level of pollution, a mixture of ‘clean’ and ‘dirty’ firms may produce the same level of total emissions as uniformly ‘slightly unclean’ firms.

However, the permit system has its own problems in enforcement.  In order to be effective, sanctions must be in place for firms that pollute beyond the permitted level, and there must be a cost-effective and  operational way for the government to check the level of emissions.
Moreover, it may not be easy for the authorities to decide on the appropriate number of permits to issue in order to produce the desired reduction in emission levels.  The difficulty lies in the problem encountered when measuring the extent marginal private and social costs diverge.

Another possible criticism against regulation via permit is that the different levels of pollution produced by different firms may seem inequitable – does this mean that firms which can afford to purchase permits can pollute as much as possible ?
However, a counter argument could be that polluting firms’ public image will be tarnished if they acquire a reputation as heavy polluters by means of the pollution permits required.  This possibility might provide the incentives for such firms to switch to more environmentally friendly method of production.

The authorities must therefore consider both the merits and demerits when adopting the pollution permit approach.
Global warming
Global warming is seen to require urgent and concerted effort at an international level.  At the Kyoto summit of 1997, many developed nations agreed to take action to reduce emissions of carbon dioxide and other “greenhouse” gases that cause climate change.  

The USA, concerned that the US economy might be harmed, withdrew from the agreement in early 2001.  However, 178 other countries reached an agreement on how to enforce the Kyoto Accord in Nov 2001.  The withdrawal of US cooperation is significant as the USA is the world’s largest emitter of carbon dioxide, responsible for about a quarter of the world’s greenhouse gas emissions.

The crucial achievement of the Kyoto Accord lies in the decision of member countries to reduce their greenhouse gas emission by an agreed percentage by 2010.  The method chosen to achieve these targets was based on a tradable pollution permit system.  This was seen to be especially challenging for countries like Japan, whose industry is already relatively energy-efficient.  Japan was also concerned whether there would be sufficient permits available for purchase and whether the sloppy compliance by Russia would limit the amount of permits on offer.  The issue of monitoring and compliance is therefore seen as critical.
Road Pricing
Road pricing acts as a tax to help internalise the externality by forcing individual drivers to face the full social cost of their journeys.  The congestion charge introduced in London in 2003 tries to exploit this analysis by charging motorists for entering  the central district during peak hours.  Singapore has had road pricing much earlier and have been very successful in controlling congestion.




However, there can be side-effects of the Road Pricing policy.  One effect of the policy was that traffic within the Central Business District (CBD) moved smoothly and there was little congestion, even in peak hours during the initial period of implementation.  However, roads just outside the controlled area were subjected to congestion, with vehicles queuing up as the time approached for free entry in the evenings.  To a certain extent, ERP simply diverted traffic on to other roads.  Moreover, effectiveness of the ERP system is reduced when the initial pinch of payment wears off, resulting in the need to increase the ERP rate over time.  
One debate has been whether the solution to congestion is to widen roads or to build new ones.  Another way of charging for road usage is to collect road toll as used in Malaysia’s North-South Highway and such system is also common in France.
However, it is argued that road-widening schemes are ineffective – as motorists realised that road capacity has increased, they expect their journeys to be quicker and thus raise their MPB from the journeys thereby increasing traffic.  Based on this line of argument, extending road capacity only encourages more traffic and does not relieve congestion at all.

Property Rights

There must be a system of secure property rights for the market to operate.  When property rights fail, there is a failure of markets.  The existence of externalities is due to the failing in the system of property rights. For instance, when a factory emits toxic fumes into a residential district, residents could require compensation from the firm if residents were given property rights over clean air.  However, with such a wide range of people affected to different extent, depending on prevailing winds and the distance they live from the factory, it is impossible in practice to exert property rights to internalize the pollution externality.  This is because of difficulties and high coordination cost incurred when property rights were to be enforced individually.  Hence, in practice, the government usually act as a collective enforcer on behalf of the residents.
In conclusion, externality can only be internalized if property rights could be enforced and where transaction costs were not too high.

Summary

· Competition policy is an economic policy where governments protect consumers by promoting healthy competition between firms.

· There must be a balance between the aim of attaining allocation efficiency through competition and the achievement of productive efficiency by reaping economies of scale.
· Government can counter the harmful effects of externalities through internalising them by making the market mechanism account for external costs and benefits.  Eg The “polluter pays” principle requires that the polluter pays for the pollution externality by  facing  the full costs of its actions.
· Some ways of tackling pollution is through taxation, regulating environmental standards and the use of pollution permits.

· Road pricing is one way Singapore and UK used to internalize the externality caused by traffic congestion.

· Taxation and other measures such as education and the limits on advertising have been used to tackle the problem of demerit goods such as tobacco consumption.

· The allocation of property rights to control externalities are effective only if the costs of implementation are not too high.
7 Government Failure
Learning outcome:
· Be able to identify areas in which government actions may have unintended distortionary effects


The policies that government implements to correct market failures may have unintended effects which might result in new market distortions.  Such government intervention is known as government failure.

The Minimum wage

The setting of minimum wage above equilibrium level will lead to excess supply of labour .  Those workers who manage to keep their jobs and remain in employment will be better off as they now receive higher wage rate.  However, those who lose their jobs and are unemployed will be worse off.  Hence the benefit of minimum wage rate on society as a whole will not be clear.


Rent controls

If the government regards that the equilibrium level of rent is too high and is beyond the affordability of the lower income group, a maximum rent below the market equilibrium will be imposed.  The consequence of such government intervention will result in a shortage of accommodation available for rent, resulting in more homeless people.  Hence the well-meaning rent control policy, which was intended to protect low income households from being exploited by landlords has the unintended outcome of shortage of accommodation available. 




Sales Tax
 The burden of a tax is shared between buyers and sellers of a good depending on the elasticity of demand and supply.  Although raising revenue through sales tax to finance government expenditure may benefit society, it will also lead to misallocation of resources resulting in deadweight loss.















The  triangle BCG represents a deadweight loss that arises from the imposition of the sales tax.  It is sometimes referred as the excess burden of the tax.

Prohibition
An example of demerit good is that of hard drugs such as cocaine,  Since there are significant social disbenefits arising from the consumption of hard drugs and addicts are not able to make informed decisions about their consumption, most governments would impose prohibition on its use.  As supply will be reduced after prohibition, price will rise substantially while quantity traded will fall.  It is common for hard core addicts who are willing to pay any price for the drug, resorting to muggings and robberies in order to finance their addiction.  Such crimes have resulted in a new sort of external cost to society.  Furthermore, the more successful are the authorities in confiscating supplies, the higher will the price increase beyond the reach of the addicts – giving rise to more tendencies towards crime.  
Costs of Intervention
In a mixed economy, the role of government is vital in ensuring that the market mechanism works effectively.  In addition, there must also be political stability and a secure system of property rights.
Government intervention in the case of market failure entails implementation and regulating costs to ensure that the policy works as intended.  This includes the need to be aware of unintended distortionary outcomes that some of these policies might have on resource allocation.  The policies will only be viable if the costs of implementation do not exceed the marginal benefits.

Summary
· Government failure can occur when well-intention government policies have unintended effects
· A minimum wage to help low wage workers may worsen their situation by creating more unemployment

· Rent controls may have the effect of creating a shortage of accommodation available.

· A sales tax gives rise to distortion in the form of deadweight loss and imposes an excess burden on society.

· Prohibition may have unintended negative effects.

@@@@@@@@@@@@@@       The End       @@@@@@@@@@@@@@
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Comparison of Allocative Efficiency for a monopoly & a PC industry
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Figure 2: 


The Deadweight Loss of Monopoly








Figure 2 shows a market in which a monopoly firm has raised price from P0  to P1 .  With the price at the original level of P0,  consumer  surplus is shown by area AP1D.  However, if the monopoly firm raises its price to P1, the consumer surplus falls to AP1B.
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Key Term





Economies of scale: economies arising if an increase in the scale of production leads to production at a lower long-run average cost.





Key Terms





variable cost: a component of a firm’s costs that varies with the level of output.





fixed cost:  a component of a firm’s costs that does not vary with the quantity of output.





Key Terms





Natural monopoly: a market in which a single seller of a good or service would emerge through market forces





Oligopoly: a market in which there are just a few seller
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Minimum Scale is large relative to the size of the market demand.





How many firms can a market support ?





Key Term





Externality: a cost or a benefit arising from an economic activity or transaction that is not reflected in market prices.
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Fig 3:


A demerit good





Key Term





Buffer stock: surplus stock that is bought up when the harvest is good with a view to selling when it is poor, in an attempt to stabilise commodity prices.








Administrative Procedures : Competition Policy


Singapore does not maintain competition laws but depends on its free and open market to ensure a competitive environment in the domestic economy. For services which the Government has traditionally been the sole provider, the Singapore Government has commenced a programme of corporatization and privatization to subject the provision of such services to competition and market discipline. For example:


(a) corporatization of broadcasting: The Singapore Broadcasting Corporation (SBC), the former national broadcasting agency, was corporatized on 1 October 1994 into a number of successor companies (which compete among themselves), regulated by the Singapore Broadcasting Authority;


(b) privatization of the telecommunications sector: In 1992, the former Telecommunication Authority of Singapore (TAS) was corporatized, and the reconstituted TAS is now the regulatory authority while Singapore Telecom (SingTel) is the public telecommunication licensee.


Although SingTel was originally given a 15-year monopoly on basic telecommunication services ending in the year 2007, Singapore has advanced the expiry of this exclusive right to the year 2000. Competition in the provision of public cellular mobile services will begin from 1997.


Under the WTO negotiations for telecommunication services, Singapore has made broad pro-competitive commitments in the areas of interconnection, competitive safeguards, transparency in regulations and independence of regulators;














 (c) Privatization of power and gas: The Singapore Public Utilities Board (PUB) was corporatized in 1 October 1995 with the reconstituted PUB taking the role of the regulator for the privatized gas and electricity industries, and Singapore Power (SP) as the holding company of 2 power generation companies, 1 transmission and distribution company, 1 electricity supply company and 1 gas company. Public listing of SP is expected to take place within the next few years.


Singapore has introduced the Singapore Electricity Pool, an arrangement under which power-generating companies are allowed to compete to sell power to users. By 1999, four independent power producers (IPPs) will be allowed to compete to supply power to industrial users. An additional two IPPs have also submitted applications to compete in the Pool.


The aim of these measures is to introduce competition in electricity generation and supply; and


(d) Singapore plans to corporatize the Port of Singapore Authority (PSA) in 1997. In February 1996, a new Statutory Board, the Maritime and Port Authority of Singapore (MPA), was formed to take over the statutory functions of PSA and to regulate the port industry. The corporatized PSA will be a container and conventional cargo terminal operator and marine services provider. PSA will eventually be publicly listed.


Singapore will: 


continue to maintain its free and open market to ensure a competitive environment in the domestic economy; 


for services which the Government has traditionally provided, continue to review and introduce competition through privatization where appropriate; and 


continue to participate in competition policy dialogues among APEC economies to enhance mutual understanding of competition policy and laws. 





http://www.apeccp.org.tw/doc/Singapore/Admin/sgadm01.html
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Marginal Cost Pricing Policy for a Natural Monopoly
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Average Cost Pricing for a Natural Monopoly





MSC





DD(MSB)





Quantityof chemicals per period





Q*





  Q1





MPC





Tax











Electronic Road Pricing system


�The Electronic Road Pricing, otherwise known as ERP, is a Land Transport Authority (LTA) initiative where toll charges are levied on vehicles according to time and congestion levels. With this system of charging, a motorist is empowered to decide on the time, destination and route of his journey. The Land Transport Authority would also be able to monitor heavily congested highways and increase charges in the hope of reducing traffic. ��The ERP replaces the existing Road Pricing System (RPS) with radio communication equipment, sensors and cameras. Vehicles are fitted with an in-vehicle unit (IVU) at the bottom right hand corner of the inside windscreen and antennae on gantries detect these as vehicles approach ERP zones. Tolls are deducted automatically from a smart card slotted into the IVU .��ERP was activated on 1 April 1998. The LTA implement ERP first by automating the two RPS points on the East Coast Parkway (ECP) - one, near Fort Road, and the other on the Ophir Road upramp to ECP. Next to be automated were the RPS points at the Pan Island Expressway (PIE) and Central Expressway (CTE), and all Area Licensing Scheme (ALS) points. The ERP will subsequently be extended to other choke-points on other expressways and major arterial road over the next 1 to 2 years. The first ERP gantry was installed on 8 September 1997 across the stretch of Ophir Road which leads to the ECP. This gantry and the one on the ECP near Fort Road were the first to be activated for charges under ERP.








Electronic Road Pricing system�
�
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Electronic Road Pricing (ERP) is an electronic system of road pricing based on a pay-as-you-use principle. It is designed to be a fair system as motorists are charged when they use the road during peak hours.


LTA reviews the traffic conditions on the expressways and roads, where the ERP system is in operation, on a quarterly basis and during the June and December school holidays.


After the review, the ERP rates would then be adjusted where necessary to minimise congestion on the roads. ERP has been effective in maintaining an optimal speed range of 45 to 65 km/h for expressways and 20 to 30 km/h for arterial roads.





How it works ?


The ERP system uses a dedicated short-range radio communication system to deduct ERP charges from CashCards. These are inserted in the In-vehicle Units (IUs) of vehicles before each journey.


Each time vehicles pass through a gantry when the system is in operation, the ERP charges will be automatically deducted.








Figure 6: Use of tax to correct for negative externality
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Fig 7: 


Reducing the emission of toxic fumes
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Aim


The pay-as-you-use principle of ERP makes motorists more aware of the true cost of driving. This way, road usage can be optimised.


Charges are levied on a per-pass basis and rates are set based on traffic conditions at the pricing points.


A motorist is encouraged to decide whether to drive, when to drive and where to drive.


He may choose a different route, mode of transport, time of travel, or not travel at all


Those who choose to pay and stay on the road will enjoy a smoother ride.


Benefits


Fair �Charges are based on usage so those who contribute more to the congestion pay more. Those who use the roads less frequently or who travel during non-ERP hours will pay less or not need to pay at all.


Convenient �Motorists need not purchase daily/monthly licences.


Reliable�As a fully automated system, there is no risk of human error as human enforcement is not required.





Graduated Electronic Road Pricing





Since February 2003, motorists have been enjoying savings of 25 cents to $2 when passing through most of the ERP gantries.


To discourage motorists from speeding up or slowing down to avoid paying higher ERP charges, the LTA decided to make ERP changes more gradual.


Graduated ERP rates have been introduced for the first five minutes of the time slot with a higher rate. If the next period has a lower ERP rate, the new rate is introduced for the last five minutes. This applies to cases where the change in the rate is at least $0.50, depending on vehicle type. For car drivers, the graduated ERP rate applies where the change in rate is at least $1.


Because the graduated rate is introduced in the more expensive band, it means overall lower ERP charges for motorists.


ERP Violation


Motorists who pass through an operational ERP gantry without a properly-inserted CashCard in the IU, or one with insufficient monetary value in the CashCard to pay the ERP charges, will receive a letter within a few days of the violation requesting them to pay the outstanding ERP charge plus an administrative fee of $10, within two weeks from the date of the letter. The administrative fee is reduced to $8 if payment is made electronically via the following channels: 


                                                                           Land Transport Authority, Singapore


                               http://www.lta.gov.sg/motoring_matters/index_motoring_erp.htm





Vehicle Ownership in Singapore 





Singapore Vehicle Quota Scheme 


The Vehicle Quota System was implemented on 1 May 1990.


Under this system, LTA determines the number of new vehicles allowed for registration while the market determines the price of owning a vehicle.


In determining the number of cars allowed for registration, we take into account the prevailing traffic conditions and the number of vehicles taken off the roads permanently.


The quota allocated to each vehicle category is in proportion to that category's share of the total vehicle population. The vehicle quota for a given year is administered through the monthly release of � HYPERLINK "http://www.lta.gov.sg/motoring_matters/motoring_vo_coe.htm" �Certificates of Entitlement (COEs)�.


From April 2002, the Closed COE Bidding System was replaced with the COE Open Bidding System.


Off Peak car Scheme





The Off-Peak Car (OPC) Scheme replaced the Weekend Car Scheme on 1 October 1994.


It offers new and existing car owners the option to save on car registration and road taxes in return for reduced usage of the car.


To opt for the scheme, you are required to obtain a Certificate of Entitlement (COE) under one of the normal car categories and indicate at registration if it is to be registered as an OPC.


Benefits of Off Peak Car (OPC) Scheme


New cars registered as an OPC will enjoy:


An upfront rebate of $17,000 to be offset against the following items:


COE Quota Premium


Additional Registration Fee (ARF)


The rebate is first offset against the COE premium payable. Any excess is then offset against the ARF payable.


A flat discount of $800 on annual road tax, subject to a minimum road tax payment of $50 per year


Road tax for the OPC is payable every year. Before renewal, the OPC must be inspected by an � HYPERLINK "http://www.onemotoring.com.sg/publish/onemotoring/en/lta_information_guidelines/maintain_vehicle/inspection/vehicle_inspection.html" \t "_blank" �authorised Inspection Centre� to certify that the number plate has not been tampered with.





























Hours of free usage





An OPC can be freely driven on Sundays, public holidays and during the following non-restricted hours: - 


Mondays to Fridays: from 7.00pm to 7.00am


Saturdays & Eve of the 5 major Public Holidays*: 3.00pm onwards�*New Year, Lunar New Year, Hari Raya Puasa, Deepavali and Christmas.


Land Transport Authority, Singapore


                               http://www.lta.gov.sg/motoring_matters/index_motoring_erp.htm














Key Terms





Government failure:


A misallocation of resources arising from government intervention





Minimum wage:


A system designed to protect the low paid by setting a minimum on the wage rate that employers are permitted to offer workers
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Fig 8:





A minimum wage
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Fig 9:


Rent Controls





Fig 10:


A sales Tax with the market distortion of a deadweight loss





Key Terms:





excess burden of a sales tax:


the deadweight loss suffered by society following the imposition of a sales tax





prohibition:


an attempt to prevent the consumption of a demerit good by declaring it illegal
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