Market Failure

· when market does not efficiently allocate resources;

· either too much or too little is generated by the market:

· monopoly

· externalities

· public goods

A)
Monopoly Model: Price Searcher

1.
Relevant Market

· the ______________ the definition of the market, the greater the monopoly power

a)
Product 

b)
Geographic

2.
Barriers to Entry

a)
Economies of Scale

b)
Control over key inputs

c)
Legal Monopoly

Note: First Mover Advantage

Reynolds Ball Point Pen Company

3.
Profit Max Decision

( = TR - TC = P(Q) ( Q - [FC + VC]

Output is set according to MR = MC rule.

Price is then determined by whatever market will pay for that output.

For a monopolist, MR < P
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Note: MR and Elasticity

MR = 

Thus:

If E > 1 then MR ____ 

If E < 1 then MR ____ 

If E = 1 then MR ____

If E = ∞ then MR ____ 

a)
Monopolist earning positive profit
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4.
Welfare Analysis: PC vs Monop
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5.
Price Discrimination

· motivation: to increase profits by extracting more consumer surplus

a)
Necessary Conditions

i)

ii)


iii)


b)
Types

i)

ii)

iii)

B)
Externalities

· occur when decision makers do not consider all costs/benefits of their actions

· two views: Pigou vs Coase

1.
Pigouvian View

· Social Cost    = ______________ + _______________

· Social Benefit = ______________ + _______________

Example: Negative Production Externality: Pollution from Steel Production


Free Market Outcome:


Socially Optimal Outcome:

· How can society get to the social optimum?

· Pigouvian taxes?

Other Situations:

	
$

 Positive Production Externality: 


	$

Positive Consumption Externality:



	
$

Negative Consumption Externality:


	


2.
Coasian View

· externailities are due to incomplete _______________________ assignment.

· Coase Theorem: if property rights are well-defined and transactions costs are low enough, then private bargaining can result in an efficient allocation of resources

· Corollary: allocation of resources does not depend on assignment of property rights.

Example: Aunt Linda and the Nudist

	



Two Decisions:

· Judge rules in favor of Aunt: 

· What happens to fence?

· Judge rules in favor of Nudist: 

· What happens to fence?

Application: Anti-Pollution Policy

· Optimal Amount of Pollution?



1.
Command & Control

· Technology standards

· Emission standards

2.
Market-Based

· Pollution taxes

· Marketable permits

Example: Pollution Worksheet on Mid-Ohio Valley
C)
Public Goods

1.
Two Characteristics

a)


b)


2.
Problems


a)



b)


Example: Goods & services provided by government:

	


Example: VCM Experiment
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