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Chapter 2: How markets work
The market

The market is a system of social coordination.  It is a network of institutions within which people buy, sell, or rent.  

More than ever, governments are trying to extend the scope of markets in their economies.  Yet, paradoxically, governments are trying simultaneously to correct more perceived defects in the market system.

How the market works?
The critical feature that allows markets to meet people’s needs is that, when they are working right, markets are voluntary.  Everybody is a willing participant.  Individual buyers and sellers come together and trade resources because they want to.  When markets involve people without their consent, they break down.

Political economists have long noticed that the unintended social benefit of each person’s quest for his or her profit in the market.  Jointly they (each person’s quest for his or her profit in the market) form an invisible hand that makes everyone better off:  “It is not from the benevolence of the butcher, the brewer or the baker, that we expect our dinner, but from their regard to their own interest” (Smith 1965[1776]:14).
  
How do we (analysts with a political economic perspective) understand how the market works?  We use the following three assumptions.

· Individual people should be the first unit of analysis.  This assumption is known formally as methodological individualism.

· People are strongly marked by self-interest.

· People are rational

These three assumptions, frequently summarized in a shorthand manner as “economic man,” helps us to develop plausible although imperfect accounts of human behavior and hence to predict behavior.  The price is that we are reducing flesh and blood beings to a simplistic economic man but we gain in clarity what is lost in accuracy.  
Right insights come from supposing that, much of the time, humans try to promote their well-being.  We are able to predict behavior.  This is not a framework to prescribe it.
The need to step beyond economic man, to take a broader and more morally satisfying view of human behavior, has given birth to the field of business ethics.  Business ethics call for managers and organizations to heed carefully thought-out rules of moral philosophy.  Ethical behavior in business goes beyond making a profit or obeying the law, and requires conformity to higher standards of professional duty and obligation to others.

Historically, Laissez-faire was a reaction against mercantilism, a system where states tried to control industry and foreign trade to make their countries rich.  These well-intended actions could backfire and hold down living standards.  Laissez-faire became the dominant theory of public policy in the United States after the Civil War (1861-65).  It fell out of favor later.  By the 1930s and into the post-World War II period, government activism and interventionism became the conventional wisdom in most of the developed world.  Since the 1980s, laissez-fair has reappeared as a serious guide to public policy, particularly in Anglo-Saxon countries.
We support laissez-faire inspired policies (instead of mercantilism inspired ones)—Policies supporting the functioning of the market by trying to minimize government intervention—because we believe it will promote three very desirable goals:
1. Efficiency (allocative efficiency): markets allow mutually satisfactory exchanges among consenting individuals, and thus promote social welfare.
But … efficiency requires perfect competition.  Perfect competition ensues when:

· All firms are small and there are lots of them, so no buyer or seller can influence prices though independent action.

· Entering or leaving the market is easy.

· Consumers act to maximized utility, and firms act to maximize profits.

· Production technology has constant or decreasing returns to scale (The rate of output stays the same or falls as inputs are added)

· Buyers and sellers have full knowledge, available at no cost, about the performance and quality of items being traded.

· The offerings of sellers are identical in all respects.

· Prices of goods and services are not sticky and move up and down quickly, and they reflect full costs.

· Finally, the cost to penalize cheating by either party, and to protect their property, is zero.

Market competition, it must be stressed, never produces the best possible distribution of resources—just the best distribution given the pattern of wealth and income.

2. Innovation: Markets (competitors) force companies to innovate.

3. Liberty: Markets are desirable because they permit voluntary cooperation and are not binding.
But . . . it depends on departing equality.  . . The biggest inequality is often the gap between owners of capital and wage-earners.  From this viewpoint, capitalism and democracy are contradictory.

More over voluntary exchanges will not do for every social task.  The United States is better off today for having forcibly freed slaves, whose owners were not paid for the property they lost.  

The price mechanism

Prices “are a device for declaring in standardized form the terms on which exchange is offered or consummated” (Lindblom 1977: 31)
  They offer information.  They reveal what the best use of resources is—where workers can get the best wage, where investors can get the highest returns, where consumers can get the lowest price, and so on.  They also warn which goods and services are scarce.
Scarcity prices match the assessment of both parties—buyers and sellers—of an item’s scarcity or abundance.  Arbitrary prices do not.  One reason laisssez-faire advocates do not like government to intervene in the economy is that arbitrary prices often produce market failure
Types of market failure (table 2.2 of textbook)

· Public goods: Markets do not provide education, public health services, infrastructure, and other public goods in ample quantity due to the problem of free riding.  Example: Private companies may choose not to train their workers for fear they will lose any trained workers to competitors.
· The transactions costs of controlling free riding are excessive.

· Externalities: Markets do not protect people from the actions of others.  Example: second-hand smoke inflicts cost on non-smokers who had nothing to do with the purchase or sale of cigarettes.

· Positive externalities are public goods 

· Monopoly: Due to obstacles to free entry, economies of scale, and other factors, markets may be dominated by one or a few companies that may try to take advantage of consumers.  Example: Airlines charge very high fares in out-of-the-way communities where they face little competition.
· Information asymmetry: Markets cannot work well when consumers are ignorant.  Example: lacking scientific knowledge, consumer can be enticed to buy dangerous patent medicines.

· Agent misdirection: Agents need not act in their principals’ best interest in a market.  Example: brokers sometimes mislead elderly clients into making high-risk investments that are not appropriate for their investment goals.

· Agents act on behalf of principals.  Examples are client – attorney, shareholder - manager, citizen – bureaucrat. 

· Social goals: Markets may not promote a society’s social goals, like providing merit goods.  Example: Real estate developers do not build homes for the indigent.
· Inequality: Markets may be inequitable.  Example: people with inherited wealth get to live extravagantly without working, while many hardworking people live in poverty.

· Economic instability: Markets may not provide full employment, stable prices, or economic growth.  Example:  The transition to a market economy in Russia is accompanied by a loss of jobs and a collapsing currency.  
· Businesses are known to go through cycles.
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