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L Efficiency

Efficient & inefficient outcomes

Society does best where the last unit's benefit to everyone meets its cost to everyone:

MSB iRt & s = MSC #frit & M

At MSB = MSC total surplus is greatest — socially efficient i+ £75%7. Any other
quantity is a market failure 174 = with a deadweight loss TLiEf5 5.



Market Failure & Government

L Externalities

Externalities

MSC . & . .
Pa > An externality 5pE[[4% spills onto a third

party =77
m negative 714 E[[% (pollution):
MSC > MPC, market
overproduces i £ 4 5

m positive [E5MERE (vaccines):
MSB > MPB, market
underproduces 4 = 2

The gap creates a deadweight loss from Q.

MPC
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L Externalities

Externalities

price 1

/MSC
MPC =S

welfare
loss

external

D = MSB
Q" Qm quantity
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L Externalities

Correcting externalities

m Pigouvian tax [ie 7% = external cost
— cut output

m Subsidy #} 5 = external benefit —
raise output

m Tradable permits 7] % 515 A]iF — cap
& trade pollution

Worked example

Steel private cost $200; smoke harm $30.
A $30 Pigouvian tax internalises the cost
and cuts to Q*.

Taxes and permits internalise external

costs
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LPublic goods

Public & private goods

Excludable Non-excl. Two properties: rivalry F55% and
excludability #1114

E ﬂP\rAiv;;;z Eggg‘}’; m free-rider problem #Z{#Z o] 3l
& AR LFSBLiR public goods underproduced
©
E Club Public m tragedy of/t\he .
; AR, Sdte commons /275 E]: common
S resources overused



Market Failure & Government

LPublic goods

Public & private goods

Excludable Non-excludable
= Private good ommon resource
>
e food, clothes ocean fish, air
© -
> Club good Public good
=
g cinema, toll road street light, defence
4




Market Failure & Government

LRegulating market power

Regulating market power

Marginal-cost pric- Average-cost pric-

ing kR RAEH ing IR AESR
P = MC: efficient quantity, but a P = ATC: firm breaks
natural monopoly then makes a loss even, slight inefficiency

Antitrust policy =z ZE %% blocks anti-competitive mergers. But government
failure I [iF4: = — when the cure costs more than the failure — means interven-
tion is not free.
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LInequality

Inequality — the Lorenz curve

The Lorenz curve i&{£2% %% plots cumulative
income vs population. The more it sags, the
more unequal.

Gini coefficient EEZ %] = AT B from

0 (equal) to 1 (one person has all).

Income shares diverge across households
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LInequality

Inequality — the Lorenz curve

cumulative 1
% of income

e

Gini =A/(A+B)

Lorenz
curve

S

»

cumulative % of population
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LInequality

Taxes & redistribution

Progressive 5 iiF _ )
higher % from Proportional L4 Regressive i

B o higher % from low
high incomes — same % from everyone ) ! .
. . incomes — widens it

reduces inequality

Inequality has many sources: differences in human capital A 7% 7%, discrimination, and
inherited wealth. Wealth inequality [If = 1~ 2 usually exceeds income inequality.
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LInequality

Key points

Efficient at MSB = MSC, Externalities: negative over-
any gap is a market failure produce, positive underproduce

Public goods — free rid-

Lorenz & Gini measure inequality
ers; commons — overuse
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LInequality

Check yourself

o A factory pollutes. Which cost is missing
from its decision?

o What are the two features of a public
good?

e What does a Lorenz curve further from
the diagonal mean?

o Name one way to correct a negative ex-
ternality.

Answers 1. the external cost — so MSC > MPC 2. non-rival and non-excludable
3. more inequality 4. a Pigouvian tax, regulation, or tradable permits
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