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Chapter 3: Government failure

Correcting market failure

Hierarchies, bureaucracies, and other consciously directed institutions have evolved to coordinate people when the market does not.  (When the invisible hand is not ruling properly then we need to identify someone to “be boss.”   Most frequently we call on the government although we are increasingly calling on nonprofits to foot the bill.)
The two forms in which public decision-making replaces the market are:

1. Subsidies such as tax breaks and loan guarantees.
2. Regulations

The case for state intervention in business affairs often rests on the idea that the state is a benevolent force….  Categorizing the economic shortcomings of states will be done at the end.

The state

States are organizations that embody legal order within geographic territories.  They are different from nations.  A nation is a people who share a common language and culture.

States defining characteristics is having sovereign control of territory..  As Max Weber (an eminent sociologist) has argued states possess a monopoly of legitimate force, business has no choice but to work with them.

The American “state” is not unitary.  We have federal, state, municipal.  State have a substantial amount of power.
Roles taken by the state to correct market failure (table 3.2)

· Rule-maker: it makes the rules of the game of economic competition. 

· Umpire:  it resolves disputes over those rules.

· Buyer: it is a major market for private companies

· Producer: it produces public goods that help business, such as infrastructure and human capital, and also many privately-sold, individually-consumed goods and services, sometimes in competition with the private sector.

· Promoter: It promotes business through direct and indirect subsidies, on either a planned or ad hoc basis.

· Guarantor: It insures business and individuals against many types of risks.

· Broker: It is a middleman that brings companies and communities (including foreign countries) together.

· Regulator:  It regulates many facets of business, such as safety standards, pollution standards, and employment practices.

· Economic manager:  It uses macroeconomic policy to try to maintain full employment and stable prices.

“Market failures are pervasive; it is only under exceptional circumstances that markets are efficient.  The issue for the appropriate role of government is to identify the large market failures where there is scope for beneficial government intervention.” (Stiglitz, 1989:38).

How states fail

Effective government is needed to block cheating and guarantee fairness in economic exchanges.  But public action many even move society further from a utopian balance point than private competition does.

A government failure is a miscarriage of public policy that has a net social cost.  The failure is either one of commission (type 1) or of omission (type 2). 

Types of government failures

	
	Problems
	Solutions

	Type 1: Errors of commission: do things that government should not do
	Too many regulations; excess taxes, inefficient government enterprises and programs
	Less government activity

	Type 2: Errors of omission: do not do things government should do
	Lack of public goods, such as a stable legal environment, sound infrastructure, or environmental protection
	More government activity


Reasons why government failure occurs (apart from stupidity or malfeasance)

· Rent-seeking behavior or attempts to exploit the state for private gain.  How big is the cost to society?  The estimates range from 3 to 25 percent of GNP.

· Special interest groups: Organized pressure groups work to take advantage of the unorganized.

· Inadequate feedback: Public employees are not given clear signals from their clients about how they are doing, and have little incentive to satisfy clients’ needs.

· Office seeking: Professional politicians are tempted to mislead of buy off constituents to win elections.

· Voting: Voters are poorly informed and apathetic.

· Unintended consequences: No one can accurately foresee the outcome of public policy

The NGO alternative

While NGOs work well for certain tasks, they are no magic bullets.  Some of their problems: not enough funding, some lose their focus as they begin working on things for which there is funding available as oppose to the things they consider important (or we all need).  Donors are susceptible to fads. 
No society can rely on any one sector to solve collective problems.  We need a balance among the private, public, and non-profit sectors.

A tempered view of the state
1. Type 1 government failure is not as rampant as often supposed.

2. Competition reduces the incidence of opportunism among politicians.

3. The neoliberal view can be too black and white

4. Some government shortcomings have to be accepted as a cost to social life.

5. Just as good intentions go awry, the obviously “bad” things about rent seeking can have positive (though not intended) consequences.
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