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Difficult Cases for the Market,
and the Role of Government

Chapter Focus
The principal justification for public policy intervention lies in the
frequent and numerous shortcomings of market outcomes.

■

What is economic efficiency and how can it be used to
evaluate markets?

—Charles Wolf, Jr.1

■

Why is it generally undesirable to pursue any goal to
perfection?

■

What is the role of government in a market economy?

■

What are externalities? What are public goods?

■

Why might markets fail to allocate goods and services
efficiently?

■

If the market has shortcomings, does this mean the
government should intervene?

1Charles

Wolf, Jr., Markets or Government (Cambridge, Mass.: MIT Press, 1988), 17.
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A

s we previously discussed, markets and government planning are the two main alternatives for the organization

of economic activity. Chapters 1 and 2 introduced you to how markets work and demonstrated how the invisible
hand of the market process directs the self-interest of individuals toward activities in the best interest of society.

Throughout, we noted that some qualifications were in order, in terms of both the “rules of the game” that must be in place
for markets to work well and the existence of special cases, in which the invisible hand might not function effectively. In this
chapter, we turn our attention to discussing these potential problem areas for the market and consider their implications with
regard to the role of government. ■

A CLOSER LOOK AT ECONOMIC EFFICIENCY
Economists use the standard of economic efficiency to assess the desirability of economic
outcomes. We briefly introduced the concept in Chapter 1. We now want to explore it in more
detail. The central idea of economic efficiency is straightforward. For any given level of cost,
we want to obtain the largest possible benefit. Alternatively, we want to obtain any particular
benefit for the least possible cost. Economic efficiency means getting the most value from the
available resources—making the largest pie from the available set of ingredients, so to speak.
Economists acknowledge that individuals generally do not regard the efficiency of the
entire economy as a primary goal for themselves. Rather, each person is interested in
enlarging the size of his or her own slice. But if resources are used more efficiently, the
overall size of the pie will be larger, and therefore, at least potentially, everyone could have
a larger slice. For an outcome to be consistent with ideal economic efficiency, two
conditions are necessary:
Rule 1. Undertaking an economic action is efficient if it produces more benefits than
costs. To satisfy economic efficiency, all actions generating more benefits than
costs must be undertaken. Failure to undertake all such actions implies that a
potential gain has been forgone.
Rule 2. Undertaking an economic action is inefficient if it produces more costs than
benefits. To satisfy economic efficiency, no action that generates more costs than
benefits should be undertaken. When such counterproductive actions are taken,
society is worse off because even better alternatives were forgone.
Economic efficiency results only when both of these conditions have been met. Either
failure to undertake an efficient action (Rule 1) or the undertaking of an inefficient
action (Rule 2) will result in economic inefficiency. To illustrate, consider Exhibit 1,
which shows the benefits and costs associated with expanding the amount of any particular
activity. We have avoided using a specific example here to ensure you understand the
general idea of efficiency without linking it to a specific application. As we will show, the
concept has wide-ranging applications, from the evaluation of government policy to how
long you choose to brush your teeth in the morning.2
In Exhibit 1, the marginal benefit curve shows the additional benefit associated with
expanding the activity. The marginal cost curve shows the cost—including any opportunity
costs—of spending additional time, effort, and resources on the activity. At Q1, the height

Economic efficiency
A situation that occurs when
(1) all activities generating
more benefit than cost are
undertaken, and (2) no
activities are undertaken
for which the cost exceeds
the benefit.

要实现理想的经济效率，需
要两个必要条件：
条件1：如果一种经济行为为个
人带来的收益大于成本，进行这
种经济行为就是有效率的。这样
的行为在不减少他人福利的情形
下使至少一部分人的福利得到提
高。不采取这样的行动则意味着
放弃了潜在收益。
条件2：如果一种经济行为为个
人带来的成本大于收益，进行这
种经济行为就是无效率的。当某
种行为导致成本大于收益时，就
会有人受损。因为在这个时候给
盈利的人带来的利益不足以弥补
给他人带来的损失。所以，当我
们考虑到社会整体效率时，这种
行为的净结果至少不是最好的。

2Note to students who may pursue advanced study in economics: Using the concept of efficiency to compare alternative policies
typically requires that the analyst estimate costs and benefits that are difficult or impossible to measure. Costs and benefits are
the values of opportunities forgone or accepted by individuals, as evaluated by those individuals. Then, these costs and benefits
must be added up across all individuals and compared. But does a dollar’s gain for one individual really compensate for a dollar’s sacrifice by another? Some economists simply reject the validity of making such comparisons. They say that neither the estimates by the economic analyst of subjectively determined costs and benefits nor the adding up of these costs and benefits across
individuals is meaningful. Their case may be valid, but most economists today nevertheless use the concept of efficiency as we
present it. No other way to use economic analysis to compare policy alternatives has been found.
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EXHIBIT 1
Economic Efficiency
As we use more time and resources to expand the level of an activity, the marginal benefits will generally decline and the
marginal costs rise. From the viewpoint of efficiency, the activity should be expanded as long as the marginal benefits
exceed the marginal cost. Therefore, quantity Q2 is the economically efficient level of this activity. Q1 is inefficient because
some production that could generate more benefits than costs is not undertaken. Q3 is also inefficient because some
units are produced even though their costs exceed the benefits they create. Thus, either too much or too little of an activity
will result in inefficiency.

Marginal Cost and Marginal Benefit

Inefficient
Marginal cost
Economic
efficiency

All points other
than Q2 are
inefficient

Marginal benefit
Q1

Q2

Q3

Quantity

of the marginal benefit curve exceeds the height of the marginal cost curve. Thus, at that
point, the additional benefits of expanding the activity past Q1 exceed the additional costs.
According to Rule 1 of economic efficiency, we should continue to expand the activity until
we reach Q2. Beyond Q2 (at Q3, for example), the height of the marginal benefit curve is
less than the height of the marginal cost curve. The additional benefits from expanding
activity to that point are smaller than the additional costs. According to Rule 2, at Q3, we
have gone too far and should cut back on the activity. Q2 is the only point consistent with
both rules of economic efficiency.

IF IT’S WORTH DOING, IT’S WORTH DOING IMPERFECTLY

有时候，我们增加投入而获
得的收入可能并不超过增加了的
成本，这就是说，追求完美的行
为往往是得不偿失的。最终，我
们会发现，可能不完美的状态才
是最明智的选择。

Eliminating pollution. Earning straight As. Being completely organized. Cleaning your
apartment until it sparkles. Making automobiles completely safe. Making airplanes fully
secure against terrorist attacks. All of these are worthwhile goals, right? Well, they are until
you consider the costs of actually achieving them. The heading for this section is, of
course, a play on the old saying, “If it’s worth doing, it’s worth doing to the best of your
ability.” Economics suggests, however, that this is not a sensible guideline. At some point,
the gains from doing something even better will not be worth the cost. It will make more
sense to stop short of perfection.
Exhibit 1 can also be used to illustrate this point. As more resources are dedicated to
an activity, the marginal improvements (benefits) will become smaller and smaller, while
the marginal costs will rise. The optimal time and effort put into the activity will be
achieved at Q2, and this will nearly always be well below one’s best effort. Note that
inefficiency results when either too little (for example, Q1) or too much (for example, Q3)
time and effort are put into the activity.
Do you make decisions this way? Last time you cleaned your car or apartment, why
did you decide to leave some things undone? Once the most important areas were clean,
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Along Came Polly (2004)

Ben Stiller and Jennifer Aniston struggle
to find the efficient (optimal) amount of
organization in their lives. In one scene, they
use a knife to destroy pillows after Aniston
convinces Stiller that the eight minutes a day
he spends arranging decorative pillows on
his bed (that nobody else sees) isn’t worth
the effort. In the next scene, Aniston’s
inefficiently low level of organization is
illustrated when she spends a lot of time
searching for her car keys. At the margin, Stiller’s time spent arranging his pillows isn’t
generating enough benefit to justify the cost. Meanwhile, if Aniston were to spend just a
little more time getting organized, the benefits to her would exceed the costs. The two of
them would both be more efficient, and they’d probably get along better, too!

you likely began to skip over other areas (like on top of the refrigerator or under the bed),
figuring that the benefits of cleaning these areas were simply not worth the cost. Very few
people live in a perfectly organized and clean house, wash their hands enough to prevent
all colds, brush their teeth long enough to prevent all cavities, or make their home as safe
as Fort Knox. They recognize that the benefit of perfection in these, and many other areas,
is simply not worth the cost.
Economics is about trade-offs; it is possible to pursue even worthy activities beyond
the level that is consistent with economic efficiency. People seem to be more aware of this
in their personal decision making than when evaluating public policy. It is not uncommon
to hear people say things like, “We ought to eliminate all pollution” or “No price is too
high to save a life.”
If we want to get the most out of our resources, we need to think about both marginal
benefits and marginal costs and recognize that there are alternative ways of pursuing
objectives. Consequently, economists do not ask whether eliminating pollution or saving lives
is worth the cost in terms of dollars per se, but whether it is worth the cost in terms of giving
up other things that could have been done with those dollars—the opportunity cost. Spending
an extra $10 billion on worker safety requirements to save 100 lives isn’t efficient if the funds
could have been spent differently and saved 500 lives. Furthermore, it makes no more sense
to have the government pursue perfection than it does for each of us personally to pursue it.
Regardless of sector, achievement of perfection is virtually never worth the cost.

THINKING ABOUT THE ECONOMIC ROLE
OF GOVERNMENT
For centuries, philosophers, economists, and other scholars have debated the proper role of
government. While the debate continues, there is substantial agreement that at least two
functions of government are legitimate: (1) protecting individuals and their property against
invasions by others and (2) providing goods that cannot easily be provided through private
markets. These two functions correspond to what Nobel laureate James M. Buchanan
conceptualizes as the protective and productive functions of government.

Protective Function of Government
The most fundamental function of government is the protection of individuals and their
property against acts of aggression. As John Locke wrote more than three centuries

大家至少在政府的两个合法
职能上达成了基本共识：保护社
会个体及其财产不被他人侵犯；
提供私人市场不易提供的物品。
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The English philosopher
John Locke argued that
people own themselves and,
as a result of this selfownership, they also own
the fruits of their labor.
Locke stressed that individuals
are not subservient to
governments. On the
contrary, the role of
governments is to protect
the “natural rights” of
individuals to their person
and property. This view, also
reflected in the “unalienable
rights” section of the U.S.
Declaration of Independence,
is the basis for the protective
function of government.

© BETTMANN/CORBIS
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ago, individuals are constantly threatened
by “the invasions of others.” Therefore,
each individual “is willing to join in society with others, who are already united, or
have a mind to unite, for the mutual
preservation of their lives, liberties, and
estates.”3 The protective function of
government involves the maintenance of
a framework of security and order—an
infrastructure of rules within which
people can interact peacefully with one
another. Protection of person and property is crucial. It entails providing police
protection and prosecuting aggressors
who take things that do not belong to
them. It also involves providing for a
national defense designed to protect
against foreign invasions. The legal
enforcement of contracts and rules against
fraud are also central elements of the protective function. People and businesses that
write bad checks, violate contracts, or knowingly supply others with false information,
for example, are therefore subject to legal prosecution.
It is easy to see the economic importance of the protective function. When it is
performed well, the property of citizens is secure, freedom of exchange is present, and
contracts are legally enforceable. When people are assured that they will be able to enjoy
the benefits of their efforts, they will be more productive. In contrast, when property rights
are insecure and contracts unenforceable, productive behavior is undermined. Plunder,
fraud, and economic chaos result. Governments set and enforce the “rules of the game”
that enable markets to operate smoothly.

Productive Function of Government

政府生产职能中最重要的是，
建立一个稳定的货币和财政结构。

政府税收、支出和货币政策
对经济稳定有重大影响。如果操
作适当，这些政策会对经济稳定、
充分有效地使用资源和稳定价格
有利。但是，不适当的稳定政策
会导致大量失业、物价飞涨，或
者两者兼有。

The nature of some goods makes them difficult to provide through markets. Sometimes it
is difficult to establish a one-to-one link between the payment and receipt of a good. If this
link cannot be established, the incentive of market producers to supply these goods is
weak. In addition, high transaction costs—particularly, the cost of monitoring use and collecting fees—can sometimes make it difficult to supply a good through the market. When
either of these conditions is present, it may be more efficient for the government to supply
the good and impose taxes on its citizens to cover the cost.
One of the most important productive functions of government is providing a stable
monetary and financial environment. If markets are going to work well, individuals have to
know the value of what they are buying or selling. For market prices to convey this information, a stable monetary system is needed. This is especially true for the many market
exchanges that involve a time dimension. Houses, cars, consumer durables, land, buildings,
equipment, and many other items are often paid for over a period of months or even years.
When the purchasing power of money fluctuates wildly, previously determined prices do not
represent their intended values. Under these circumstances, exchanges involving long-term
commitments are hampered, and the smooth operation of markets is undermined.
The government’s tax, spending, and monetary policies exert a powerful influence on
the stability of the overall economy. If properly conducted, these policies contribute to
economic stability, full and efficient utilization of resources, and stable prices. However,
improper stabilization policies can cause massive unemployment, rapidly rising prices, or
both. For those pursuing a course in macroeconomics, these issues will be central to that
analysis.
3John

Locke, Treatise of Civil Government, 1690, ed. Charles Sherman (New York: Appleton-Century-Crofts, 1937), 82.
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POTENTIAL SHORTCOMINGS OF THE MARKET
As we previously discussed, the invisible hand of market forces generally gives resource
owners and business firms a strong incentive to use their resources efficiently and undertake projects that create value. Will this always be true? The answer to this question is
“No.” There are four major factors that can undermine the invisible hand and reduce
the efficiency of markets: (1) lack of competition, (2) externalities, (3) public goods, and
(4) poorly informed buyers or sellers. We will now consider each of these factors and
explain why they may justify government intervention.

四种主要因素可能损害看不
见的手并且降低市场效率：缺乏
竞争、外部性、公共物品及买卖
双方信息不充分。

Lack of Competition
Competition is vital to the proper operation of the pricing mechanism. The existence of
competing buyers and sellers reduces the power of both to rig or alter the market in their
own favor. Although competition is beneficial from a social point of view, individually
each of us would prefer to be loosened from its grip. Students do not like stiff competitors
in their romantic lives, at exam time, or when they’re trying to get into graduate school.
Buyers on eBay hope for few competing bidders so they can purchase the items they’re
bidding on at lower prices. Similarly, sellers prefer fewer competing sellers so they can sell
at higher prices.
Exhibit 2 illustrates how sellers can gain from restricting competition. In the absence
of any restrictions on competition in the market, the price P1 and output Q1 associated with
the competitive supply curve (S1) will prevail. Here, Q1 is the level of output consistent with
economic efficiency. If a group of sellers is able to restrict competition, perhaps by forcing
some firms out of the market and preventing new firms from entering, the group would be
able to gain by raising the price of the product. This is illustrated by the price P2 and output
Q2 associated with the restricted supply (S2). Even though the output is smaller, the total
revenue (price P2 times quantity Q2) derived by the sellers at the restricted output level is
greater than at the competitive price P1. Clearly, the sellers gain because, at the higher price,
they are being paid more to produce less.
The restricted output level, however, is clearly less efficient. At the competitive output
level Q1, all units that were valued more than their cost are produced and sold. But this is
not the case at Q2. The additional units between Q2 and Q1 are valued more than their cost.
Nonetheless, they will not be produced if suppliers are able to limit competition and restrict
output. When competition is absent, there is a potential conflict between the interests of
sellers and the efficient use of resources.

S2 (restricted supply)
S1 (competitive supply)

Price

P2

P1

D
Q2 Q1
Quantity/ time

EXHIBIT 2
Lack of Competition
and Problems for
the Market
If a group of sellers can
restrict competition, the
group may be able to gain
by reducing supply (to S2,
for example) and raising
the price (to P2, for example) rather than charging
the competitive market
price of P1. Under these
circumstances, output
will be less than the
economically efficient
level.
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为了保证市场竞争，政府能
够做些什么？第一个指导原则可
以参考医疗行业：不去伤害。生
产性的政府不会利用权力实行许
可证制度、歧视性税收、价格控
制、关税、配额和其他种种市场
限入和交易限制，降低竞争的激
烈程度。

What can the government do to ensure that markets are competitive? The first
guideline might be borrowed from the medical profession: Do no harm. A productive
government will refrain from using its powers to impose licenses, discriminatory taxes,
price controls, tariffs, quotas, and other entry and trade restraints that lessen the intensity
of competition. In the vast majority of markets, sellers will find it difficult or impossible
to limit the entry of rival firms (including rival producers from other countries). Thus, most
suppliers will not be able to limit competition unless they get the government to impose
various types of entry restrictions or mandates that provide them with an advantage relative to rivals. Predictably, private firms and interest groups will lobby for government
action of this type. When governments succumb to these pressures and engage in actions
that limit competition, however, economic inefficiency will result.
When entering a market is very costly and there are only a few existing sellers, it may
be possible for these sellers by themselves to restrict competition. In an effort to deal with
cases like this, the United States has enacted a series of “antitrust laws,” most notably the
Sherman Antitrust Act (1890) and the Clayton Act (1914), making it illegal for firms to
collude or attempt to monopolize a market.
Virtually all economists favor competitive markets, but there is considerable debate
about the impact of government action in this area. Many economists believe that, by and
large, government policy in this area has been ineffective. Others stress that government
policies have often been misused to actually limit competition, rather than promote it. Laws
are often adopted that restrict entry into markets, protect existing producers from competitors, and limit price competition.

Externalities—A Failure to Account for All Costs and Benefits

Externalities
Spillover effects of an activity
that influence the well-being of
nonconsenting third parties.

External costs
Spillover effects that reduce
the well-being of nonconsenting third parties.

External benefits
Spillover effects that generate
benefits for nonconsenting
third parties.

When property rights are unclear or poorly enforced, the actions of an individual or group
may “spill over” onto others and thereby affect their well-being without their consent.
These spillover effects are called externalities. You are probably familiar with externalities. For example, when your neighbor’s loud stereo makes it hard for you to study, you
are experiencing an externality firsthand. Although your neighbors do not have a right to
come in to your apartment and turn on your stereo, they do have a right to listen to their
own stereo, and their listening may interfere with the quietness in your apartment. Their
actions impose a cost on you, and they also raise an issue of property rights. Do your
neighbors have a property right to play their stereo as loudly as they please? Or do you
have a property right to quietness in your own apartment? When questions like these arise,
how should the boundaries of property rights be determined, and what steps should be
taken to ensure adequate enforcement? Although the volume of your neighbor’s stereo
may not be a major economic issue, it nonetheless illustrates the nature of the problems
that arise when property rights are unclear and externalities are present.
The spillover effects may either impose a cost or create a benefit for third parties—
people not directly involved in the transaction, activity, or exchange. Economists use the
term external cost to describe a situation in which the spillover effects harm third parties.
If the spillover effects enhance the welfare of the third parties, an external benefit is
present. We will analyze both external costs and external benefits and consider why both
of them can lead to problems.

External Costs
Economists worry about external costs because they may result in economic inefficiency.
For example, resources may be used to produce goods that are valued less than their production costs, including the costs imposed on the nonconsenting third parties. Consider the
production of paper. The firms in the market operate mills and purchase labor, trees, and
other resources to produce the paper. But they also emit pollutants into the atmosphere that
impose costs on residents living around the mills. The pollutants cause paint on buildings
to deteriorate more rapidly. They make it difficult for some people to breathe normally, and
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perhaps cause other health hazards. If the residents living near a pulp mill can prove they
have been harmed, they could take the mill to court and force the paper producer to cover
the cost of their damages. But it might be difficult to prove that they were harmed and that
the pulp mill is responsible for the damage. As you can see, the residents’ property rights
to clean air may be difficult to enforce, particularly if there are many parties emitting
pollutants into the air.
If the residents are unable to enforce their property rights, the production of paper will
generate an external cost that will be ignored by markets. Exhibit 3 illustrates the
implications of these external costs within the supply and demand framework. As the result
of the external cost, the market supply curve S1 will understate the true cost of producing
paper. It reflects only the cost actually paid by the firms, and ignores the uncompensated
costs imposed on the nearby residents. Under these circumstances, the firm will expand
output to Q1 (the intersection of the demand curve D and supply curve S1) and the market
price P1 will emerge. Is this price and output consistent with economic efficiency? The
answer is clearly “No.” If all of the costs of producing the paper, including those imposed
on third parties, were taken into account, the supply curve S2 would result. From an
efficiency standpoint, only the smaller quantity Q2 should be produced. The units beyond
Q2 on out to Q1 cost more than their value to consumers. People would be better off if the
resources used to produce those units (beyond Q2) were used to produce other things.
Nonetheless, profit-maximizing firms will expand output into this range. Thus, when
external costs are present, the market supply curve will understate production costs, and
output will be expanded beyond the quantity consistent with economic efficiency.
Moreover, resources for which property rights are poorly enforced will be overutilized and
sometimes polluted. This is often the case with air and water when the property rights to
these resources are poorly enforced.
What should be done about external costs? These costs arise because property rights
are poorly defined or imperfectly enforced. Initially, therefore, it makes sense to think
seriously about how property rights might be better defined and enforced. However, the
nature of some goods will make the defining and enforcement of property rights
extremely difficult. This will certainly be the case for resources like clean air and many
fish species in the ocean. In cases that involve a relatively small number of people, the
parties involved may be able to agree to rules and establish procedures that will
minimize the external effects. For example, property owners around a small lake will
generally be able to control access to the lake and prevent each other, as well as
outsiders, from polluting or overfishing the lake.
However, in cases that involve large numbers of people, the transaction costs of arriving
at an agreement will be prohibitively high, so it is unrealistic to expect that private contracts

Ideal
output

S2 (includes
external costs)

Price

S1
P2

Actual price
and output

P1

D
Q 2 Q1
Quantity/ time

59

我们应该对外部成本的产生
做些什么呢？这些成本的产生是
因为产权不明晰或缺乏保护。因
此，从根本上说，认真思考产权
应如何被更好地界定和实行很有
必要。

EXHIBIT 3
External Costs and
Output That Is Greater
Than the Efficient Level
When an activity such as
paper production imposes
external costs on nonconsenting third parties, these
costs will not be registered
by the market supply curve
(S1). As a result, output will
be beyond the economically
efficient level. The units
between Q2 and Q1 will be
produced, even though their
cost exceeds the value they
provide to consumers.
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GETTY IMAGES

External costs resulting from
poorly defined and enforced
property rights underlie the
problems of excessive air
and water pollution.

among the parties will handle the situation satisfactorily. For example, this will be the
case when a large number of automobiles and firms emit pollutants into the atmosphere.
In these “large-number” cases, government regulations may be the best approach. At this
point, we want you to see the nature of the problem when external costs are present. As we
proceed, we will analyze a number of problems in this area in detail and consider alternative
approaches that might improve economic efficiency.

External Benefits

从效率的角度看，外部性为
什么会给市场机制带来麻烦？此时
无效率可能增加，潜在生产者在进
行有效率的生产活动时可能受到阻
碍，因为他们无法从那些有益于他
人活动中获得完全的好处。

As we mentioned, sometimes the actions of individuals and firms generate external benefits for others. The homeowner who keeps a house in good condition and maintains a neat
lawn improves the beauty of the entire community. A flood-control dam built by upstream
residents for their benefit might also generate gains for those who live downstream.
Scientific theories benefit their authors, but the knowledge can also help others who did
not contribute to the development of them.
From the standpoint of efficiency, why might external benefits be a problem? Here,
inefficiency may arise because potential producers may fail to undertake productive
activities because they are unable to fully capture the benefits their actions create for
others. Suppose a pharmaceutical company develops a vaccine protecting users against a
contagious virus or some other communal disease. Of course, the vaccine can easily be
marketed to users who will benefit directly from it. However, because of the communal
nature of the virus, as more and more people take the vaccine, nonusers will also be less
likely to get the flu. But it will be very difficult for the pharmaceutical companies to
capture any of the benefits derived by the nonusers. As a result, too little of the vaccine
may be supplied.
Exhibit 4 illustrates the impact of external benefits like those generated by the
vaccine within the framework of supply and demand. The market demand curve reflects
the benefits derived by the users of the vaccine, while the supply curve reflects the opportunity cost of providing it. Market forces result in an equilibrium price of P1 and output
of Q1. Is this outcome consistent with economic efficiency? Again, the answer is “No.”
The market demand curve D1 will register only the benefits derived by the users. Those
benefits that accrue to nonusers, who are now less likely to contract the flu, will not be
taken into account by decision makers. The producer of the vaccine makes it more likely
that these people will not get sick, but it doesn’t derive any benefit (sales revenue) from
having done so. Thus, market demand D1 understates the total benefits derived from the
production and use of the vaccine. Demand D2 provides a measure of these total benefits,
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EXHIBIT 4
External Benefits and Output That Is Less Than the Efficient Level
A vaccine that protects users against the flu will also help nonusers by making it less likely that they will catch it. But this
benefit will not be registered by the market demand curve (D1). In cases where external benefits like this are present,
output will be less than the economically efficient level. Even though the units between Q1 and Q2 generate more benefits
than costs, they will not be supplied because sellers are unable to capture the value of these external benefits.

Price

Ideal
output

P2

S

Actual price and output

P1
D2 (includes external benefits)
D1
Q1 Q2
Quantity/ time

including those that accrue to the nonusers. The units between Q1 and Q2 are valued more
highly than what it costs to produce them. Nonetheless, they will not be supplied because
the suppliers of the vaccine will be unable to capture the benefits that accrue to the
nonusers. Thus, when external benefits are present, market forces may supply less than the
amount consistent with economic efficiency.
While external benefits are a potential source of inefficiency, entrepreneurs have a
strong incentive to figure out ways to capture more fully the gains their actions generate
for others. In some cases, they are able to capture what would otherwise be external benefits by extending the scope of the firm. The accompanying Application in Economics,
“Capturing External Benefits: The Case of Walt Disney World,” provides an interesting
and informative illustration of this point.

Public Goods and Why They Pose a Problem for the Market
What are public goods? Public goods have two distinguishing characteristics; they are:
(1) nonrival in consumption and (2) nonexcludable. Let’s take a closer look at both of these
characteristics.
Nonrivalry in consumption means that making the good available to one consumer
does not reduce its availability to others. In fact, providing it to one person simultaneously makes it available to other consumers. A radio broadcast signal provides an
example. The same signal can be shared by everyone within the listening range. Having
additional listeners tune in does not detract from the availability of the signal. Clearly,
most goods do not have this shared consumption characteristic, but are instead rivalin-consumption. For example, two individuals cannot simultaneously consume the
same pair of jeans. Further, if one person purchases a pair of jeans, there is one less pair
available for someone else.
The second characteristic of a public good—nonexcludability—means that it is
impossible (or at least very costly) to exclude nonpaying customers from receiving the
good. Suppose an antimissile system were being built around the city in which you live.
How could some people in the city be protected by the system and others excluded? Most

公共物品有两个区别性特
征：消费的非竞争性和非排他性。
消费的非竞争性意味着增加
一个人参与消费并不会减少其他
人能得到的消费量。

公共物品的第二个特点是非
排他性。这意味着排除收到物品
而不付费的消费者是不可能的
（或者至少是代价极高的）。
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Capturing External Benefits: The Case
of Walt Disney World

Sometimes projects that generate more benefits than cost
are still unattractive because a substantial share of the
benefits is external and therefore difficult to capture. If an
entrepreneur could figure out a way to capture more of these
benefits, an otherwise unprofitable project might be transformed into a profitable one. Sometimes this can be done by
extending the scope of a project.
The development of golf courses is an example.
Because of the beauty and openness of the courses, many
people find it attractive to live nearby. Thus, constructing a
golf course typically generates an external benefit—an
increase in the value of the nearby property. In recent years,
golf course developers have figured out how to capture this
benefit. Now, they typically purchase a large tract of land
around the planned course before it is built. This lets them
resell the land at a higher price after the golf course has

been completed and the surrounding land has increased in
value. By extending the scope of their activities to include
real estate as well as golf course development, they are
able to capture what would otherwise be external benefits.
Florida’s Walt Disney World is an interesting case study in
entrepreneurial ingenuity designed to capture external benefits more fully. When Walt Disney developed Disneyland in
California, the market value of the land in the immediate
area soared as a result of the increase in demand for
services (food, lodging, gasoline, and so on). Because the
land in the area was owned by others, the developers of
Disneyland were unable to capture these external benefits.
In addition, Disney felt as if some of the adult nightclubs that
had opened around his existing Disneyland park were imposing external costs on him by detracting from the family image
his park was trying to attain.
Because of his experience with these externalities, when
Walt Disney World was developed outside of Orlando,
Florida, in the mid-1960s, Walt Disney purchased far more
land than was needed for the amusement park. This
enabled him to capture the increased land value surrounding his development (when he resold the land for a higher
price), and reduce the negative externalities imposed on
him via his control of the surrounding property.
The purchases were made as secretly as possible to prevent speculators from driving up the land prices if Disney’s
actions were detected. Disney even created a handful of
smaller companies, with names like the Latin-American
Development and Managers Corporation and the Reedy
Creek Ranch Corporation, to purchase the land. After his
first major land purchase of 12,400 acres, Walt Disney was
at a meeting at which he was offered an opportunity to
purchase an additional 8,500 acres. Walt Disney’s assistant was rumored to have said, “But Walt, we already own
12,000 acres, enough to build the park.” Disney replied,
“How would you like to own 8,000 acres around our
existing Disneyland facility right now?” His assistant
immediately responded, “Buy it!”
After another major acquisition of 1,250 acres, Disney
began concentrating on buying smaller land parcels around his
main property. By June 1965, Disney had purchased 27,400
acres, or about 43 square miles—an area 150 times larger
than his existing Disneyland park, and about twice as big as
Manhattan. In October 1965, when an Orlando newspaper
finally broke the story that Disney was behind the land purchases, the remaining land prices around his property jumped
from $183 an acre to $1,000 an acre overnight. But by then,
except for several small parcels he was unable to acquire,
Walt Disney had purchased all of the land he wanted.
Florida eventually gave Walt Disney permission to create
an autonomous Reedy Creek Improvement District, outside
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the authority of any local government in Florida. In a very
real sense, Walt Disney World is a jurisdiction of its own,
separate from any other local government authority.
Because of this, Walt Disney World can write its own zoning
restrictions and building codes. It can also plan its own
roadways, lakes, security, sidewalks, airports, and recreational areas. Walt Disney World is able to provide goods
and services like these—that might normally be considered public goods—by charging general admission fees
to its park. This helped Disney overcome the potential

free-rider problems sometimes associated with producing
these goods.
Just as Disney expected, the value of the land surrounding
Walt Disney World soared as the demand for hotels, restaurants, and other businesses increased along with the development of the the amusement park. Through the years, the
resale of land near the park has been a major source of
revenue for the company. To a large degree, the success of
the Disney Corporation reflects Walt Disney’s entrepreneurial
ability to deal with externality and public-good problems.

people will realize there is no way the system can protect their neighbors from incoming
missiles without providing similar protection to other residents. Thus, the services of the
antimissile system have the nonexcludability characteristic.
It is important to note that it is the characteristic of the good, not the sector in which
it is produced, that determines whether it qualifies as a public good. There is a tendency
to think that if a good is provided by the government, then it is a public good. This is not
the case. Many of the goods provided by governments clearly do not have the characteristics of public goods. Medical services, education, mail delivery, trash collection, and
electricity come to mind. Although these goods are often supplied by governments, they
do not have either nonrivalry or nonexcludability characteristics. Thus, they are not public goods.
Why are public goods difficult for markets to allocate efficiently? The nonexcludability
characteristic provides the answer. Since those who do not pay cannot be excluded, sellers
are generally unable to establish a one-to-one link between the payment and receipt of these
goods. Realizing they cannot be excluded, potential consumers have little incentive to pay
for these goods. Instead, they have an incentive to become free riders, people who receive
the benefits of the good without helping to pay for its cost. But, when a large number of
people become free riders and revenues thus are low, not very much of the good is supplied.
This is precisely the problem: markets will tend to undersupply public goods, even when the
population in aggregate values them highly relative to their cost.
Suppose national defense were provided entirely through the market. Would you voluntarily help to pay for it? Your contribution would have little impact on the total supply
of defense available to each of us, even if you made a large personal contribution. Many
citizens, even though they might value defense highly, would become free riders, and few
funds would be available to finance national defense.
For most goods, it is easy to establish a link between payment and receipt. If you do
not pay for a gallon of ice cream, an automobile, a television set, a DVD player, and
literally thousands of other items, suppliers will not provide them to you. Thus, there are
very few public goods. National defense is the classic example of a public good. Radio and
TV signals, software programs, flood-control projects, mosquito abatement programs, and
perhaps some scientific theories also have public good characteristics. But beyond this
short list, it is difficult to think of additional goods that qualify.
Just because a good is a public good does not necessarily mean that markets will fail to
supply it. When the benefit of producing these goods is high, entrepreneurs will attempt to
find innovative ways to gain by overcoming the free-rider problem. For example, radio and
television broadcasts, which have both of the public good characteristics, are still produced
well by the private sector. The free-rider problem is overcome through the use of advertising
(which generates indirect revenue from listeners), rather than directly charging listeners.
Private entrepreneurs have developed things like scrambling devices (so nonpaying
customers can’t tune into broadcasts free of charge), copy protection on DVDs, and tie-in

Free rider
A person who receives the
benefit of a good without
paying for it. Because it is
often virtually impossible to
restrict the consumption of
public goods to those who
pay, these goods are subject
to free-rider problems.
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purchases (for example, tying the purchase of a software instruction manual to the purchase
of the software itself) to overcome the free-rider problem. The marketing of computer
software provides an interesting illustration. Since the same software program can be copied
without reducing the amount available, and it is costly to prevent consumption by nonpayers, software clearly has public good characteristics. Nonetheless, Bill Gates became the
richest man in the world by producing and marketing it!
In spite of the innovative efforts of entrepreneurs, however, the quantity of public
goods supplied strictly through market allocation might still be smaller than the quantity
consistent with economic efficiency. This creates a potential opportunity for government
action to improve the efficiency of resource allocation.

Potential Information Problems

Repeat-purchase item
An item purchased often
by the same buyer.

Like other goods, information is scarce. Thus, when making purchasing decisions, people are
sometimes poorly informed about the price, quality, durability, and side effects of alternative
products. Imperfect knowledge is not the fault of the market. In fact, the market provides
consumers with a strong incentive to acquire information. If they mistakenly purchase
a “lemon,” they will suffer the consequences. Furthermore, sellers have a strong incentive to
inform consumers about the benefits of their products, especially in comparison with competing products. However, circumstances will influence the incentive structure confronted by
both buyers and sellers.
The consumer’s information problem is minimal if the item is purchased regularly.
Consider the purchase of soap. There is little cost associated with trying different brands.
Since soap is a regularly purchased product, trial and error is an economical means of
determining which brand is most suitable to one’s needs. Regularly purchased items such
as toothpaste, most food products, lawn service, and gasoline provide additional examples
of repeat-purchase items. When purchasing items like these, the consumer can use past
experience to acquire accurate information and make wise decisions.
Furthermore, the sellers of repeat-purchase items also have a strong incentive to supply
consumers with accurate information about them because failing to do so will adversely
affect future sales. Because future demand is directly related to the satisfaction level of
current customers, sellers of repeat-purchase items will want to help their customers make
satisfying long-run choices. This helps harmonize the interests of buyers and sellers.
But harmony will not always occur. Conflicting interests, inadequate information, and
unhappy customers can arise when goods are either (1) difficult to evaluate on inspection
and seldom repeatedly purchased from the same producer, or (2) potentially capable of
serious and lasting harmful side effects that cannot be predicted by a typical consumer.
Under these conditions, consumers might make decisions they will later regret.
When customers are unable to distinguish between high-quality and low-quality
goods, business entrepreneurs have an incentive to cut costs by reducing quality.
Businesses that follow this course may survive and even prosper. Consider the information
problem when an automobile is purchased. Are consumers capable of properly evaluating
the safety equipment? Most are not. Of course, some consumers will seek the opinion of
experts, but this information will be costly and difficult to evaluate. In this case, it might
be more efficient to have the government regulate automobile safety and require certain
safety equipment.
Similar issues arise with regard to product effectiveness. Suppose a new wonder drug
promises to reduce the probability a person will be stricken by cancer or heart disease. Even
if the product is totally ineffective, many consumers will waste their money trying it.
Verifying the effectiveness of the drug will be a complicated and lengthy process.
Consequently, it may be better to have experts certify its effectiveness. The federal Food and
Drug Administration was established to perform this function. However, letting the experts
decide is also a less than ideal solution. The certification process is likely to be costly and
lengthy. As a result, the introduction of products that are effective may be delayed for years,
and they are likely to be more costly than they would be otherwise.
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Information as a Profit Opportunity
Consumers are willing to pay for information that will help them make better decisions.
This presents a profit opportunity. Entrepreneurial publishers and other providers of
information help consumers find what they seek by offering product evaluations by
experts. For example, dozens of publications provide independent expert opinions about
automobiles and computers at a low cost to potential purchasers. Laboratory test results
and detailed product evaluations on a wide variety of goods are provided by Consumer
Reports and other publications.
Franchises are another way entrepreneurs have responded to the need of consumers
for more and better information. A franchise is a right or license granted to an individual
to market a company’s goods or services (or use their brand name). Fast-food restaurants
like McDonald’s and Wendy’s are typically organized as franchises. The individual restaurants are independently owned, but the owner pays for the right to use the company name
and must offer specific products and services in a manner specified by the franchiser.
Franchises help give consumers reliable information. The tourist traveling through an
area for the first time with very little time to search out alternatives may find that eating at
a franchised restaurant and sleeping at a franchised motel are the cheapest ways to avoid
annoying and costly mistakes that might come from patronizing an unknown local
establishment. The franchiser sets the standards for all firms in the chain and establishes
procedures, including continuous inspections designed to maintain the standards.
Franchisers have a strong incentive to maintain their reputation for quality, because if it
declines, their ability to sell new franchises and to collect ongoing franchise fees is
adversely affected. Even though the tourist may visit a particular establishment only once,
the franchise turns that visit into a “repeat purchase,” since the reputation of the entire
national franchise operation is at stake.
Similarly, advertising a brand name nationally puts the brand’s reputation at stake each
time a purchase is made. How much would the Coca-Cola Company pay to avoid the sale
of a dangerous bottle of Coke? Surely, it would be a large sum. Interbrand, a branding
consulting agency that evaluates and ranks the top brand names in the world, estimates that
Coke’s brand name is worth $67 billion. The value of that brand name is a hostage to quality control. The firm would suffer enormous damage if it failed to maintain the quality of
its product. For example, in 2000 and 2001, Firestone’s brand name suffered an immense
reduction in value after only a few Firestone tires were suspected of being defective.
Firestone is still attempting to recover fully from its loss in brand name value.
Enterprising entrepreneurs have found ways to assure buyers that products meet high
standards of quality, even when the producer is small and not so well known. Consider the
case of Best Western Motels.4 Best Western owns no motels; however, building on the
franchise idea, it publishes rules and standards with which motel owners must comply if
they are to use the Best Western brand name and the reservation service that the company
also operates. To protect its brand name, Best Western sends out inspectors to see that each
Best Western Motel meets these standards. Every disappointed customer harms the reputation and reduces the value of the Best Western name, which reduces the willingness of
motel owners to pay for use of the name. The standards are designed to keep customers
satisfied. Even though each motel owner has only a relatively small operation, renting the
Best Western name provides the small operator with the kind of international reputation
formerly available only to large firms. In effect, Best Western acts as a regulator of all
motels bearing its name. It profits by requiring efficient standards—those that produce
maximum visitor satisfaction for every dollar spent by the motels utilizing the franchise
name. As it does so, it helps eliminate problems in the market that result from imperfect
information.
Underwriters Laboratories, Inc. (UL) is another example of private-sector regulation
aimed at overcoming potential information problems. UL is a private-sector corporation
that has been testing and certifying products for more than 100 years based on its own set
4This section draws from Randall G. Holcombe and Lora P. Holcombe, “The Market for Regulation,” Journal of Institutional and
Theoretical Economics 142, no. 4 (1986): 684–96.

连锁企业是企业家回应消费
者需要更好更多信息的另一种方
法。连锁经营就是给予个体经销
某公司产品或服务（或仅仅使用
某公司的品牌）的权利或执照。
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Brand names (like Coca-Cola),
franchises (like McDonald’s),
consumer-ratings magazines
(like Consumer Reports), and
private-sector certification
firms (like Underwriters
Laboratories, Inc.) are ways
the private sector helps
buyers overcome potential
information problems.
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of quality standards. You have probably seen the UL mark on many of your household
appliances. Sellers pay a fee to have UL evaluate their products for possible certification.
The value of the UL brand depends on their careful evaluation of every product they
certify. If UL allows defective products to carry its mark, its brand value will diminish.
Information published by reliable sources, franchising, and brand names can help consumers make better-informed decisions. Although these options are effective, they will not
always provide an ideal solution. Government regulation may sometimes be able to
improve the situation, but this, too, has its shortcomings. As with other things, there is no
general solution to imperfect information problems.

!
▼

K E Y

P O I N T S

Economists use the standard of economic efficiency
to assess the desirability of economic outcomes.
Efficiency requires: (1) that all actions generating
more benefit than cost be undertaken, and (2) that
no actions generating more cost than benefit be
undertaken.

▼

Although perfection is a noble goal, it is rarely
worth achieving because additional time and
resources devoted to an activity generally yield
smaller and smaller benefits and cost more and
more. Inefficiency can result when either too little
or too much effort is put into an activity.
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Governments can enhance economic well-being
by performing both protective and productive
functions. The protective function involves (1) the
protection of individuals and their property against
aggression and (2) the provision of a legal system
for the enforcement of contracts and settlement of
disputes. The productive function of government
can help people obtain goods that would be difficult
to supply through markets.
When markets fail to meet the conditions for ideal
economic efficiency, the problem can generally
be traced to one of four sources: absence of
competition, externalities, public goods, or poor
information.
Externalities reflect a lack of fully defined and
enforced property rights. When external costs are
present, output can be too large—units are produced

?
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even though their costs exceed the benefits they
generate. In contrast, external benefits can lead to
an output that is too small—some units are not
produced even though the benefits of doing so
would exceed the cost.
▼

Public goods are goods for which (1) rivalry in
consumption is absent and (2) it is difficult to
exclude those who do not pay. Because of the
difficulties involved in establishing a one-to-one
link between payment and receipt of such goods,
the market supply of public goods will often be
less than the economically efficient quantity.

▼

Entrepreneurs in markets have an incentive to
find solutions to each market problem, and new
solutions are constantly being discovered. But
problems remain that can potentially be improved
through government action.

A N A L Y S I S

*1. Why is it important for producers to be able to prevent nonpaying customers from receiving a good?
2. In response to the terrorist attacks of September 11,
2001, airline security screening has increased
dramatically. As a result, travelers must now spend
considerably more time being screened before
flights. Would it make economic sense to devote
enough resources to completely prevent any such
future attacks? Why or why not?
3. What are the distinguishing characteristics of
“public goods”? Give two examples of a public
good. Why are public goods difficult for markets
to allocate efficiently?
*4. Which of the following are public goods? Explain,
using the definition of a public good.
a. an antimissile system surrounding Washington,
D.C.
b. a fire department
c. tennis courts
d. Yellowstone National Park
e. elementary schools
5. Explain in your own words what is meant by
external costs and external benefits. Why may
market outcomes be less than ideal when
externalities are present?

Q U E S T I O N S

6. English philosopher John Locke argued that the
protection of each individual’s person and property
(acquired without the use of violence, theft, or
fraud) was the primary function of government.
Why is this protection important to the efficient
operation of an economy?
7. “If it’s worth doing, it’s worth doing to the best of
your ability.” What is the economic explanation
for why this statement is frequently said but rarely
followed in practice? Explain.
8. “Unless quality and price are regulated by
government, travelers would have no chance for
a fair deal. Local people would be treated well,
but the traveler would have no way to know, for
example, who offers a good night’s lodging at
a fair price.” Is this true or false? Explain.
*9. If sellers of toasters were able to organize
themselves, reduce their output, and raise their
prices, how would economic efficiency be
affected? Explain.
10. What are external costs? When are they most likely
to be present? When external costs are present,
what is likely to be the relationship between the
market output of a good and the output consistent
with ideal economic efficiency?
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*11. “Elementary education is obviously a public good.
After all, it is provided by the government.”
Evaluate this statement.

the pollution invades Baker’s home and harms her
health? Are her property rights violated? Is an
externality present? Explain.

12. What are the necessary conditions for economic
efficiency? In what four situations might a market
fail to achieve ideal economic efficiency?

*14. Apply the economic efficiency criterion to the
role of government. When would a government
intervention be considered economically efficient?
When would a government intervention be
considered economically inefficient?

13. Suppose that Abel builds a factory next to Baker’s
farm, and air pollution from the factory harms
Baker’s crops. Is Baker’s property right to the land
being violated? Is an externality present? What if

*Asterisk denotes questions for which answers are given
in Appendix B.

