EE

Microeconomic
POLICY

A NEW PERSPECTIVE

Clem Tisdell
Keith Hartley



Microeconomic Policy



To our wives, children and grandchildren
Mariel; Ann-Marie, Christopher; and Lucy Marie
Winifred; Adam, Lucy, Cecilia; Oliver, Matthew, Katie and Sophie



Microeconomic Policy
A New Perspective

Clem Tisdell

Professor Emeritus, School of Economics, The University of Queensland,
Australia

Keith Hartley

Professor of Economics, Department of Economics and Director, Centre
for Defence Economics, University of York, UK

Edward Elgar
Cheltenham, UK * Northampton, MA, USA



© Clem Tisdell and Keith Hartley 2008

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system or
transmitted in any form or by any means, electronic, mechanical or photocopying, recording, or
otherwise without the prior permission of the publisher.

Published by

Edward Elgar Publishing Limited
Glensanda House

Montpellier Parade

Cheltenham

Glos GL50 1UA

UK

Edward Elgar Publishing, Inc.
William Pratt House

9 Dewey Court

Northampton

Massachusetts 01060

USA

A catalogue record for this book
is available from the British Library

Library of Congress Control Number: 2008926583

ISBN 978 1 85278 556 7 (cased)
978 1 85278 561 1 (paperback)

Printed and bound in Great Britain by MPG Books Ltd, Bodmin, Cornwall



Contents

Preface

Preface to earlier book

PART A THE METHODOLOGY OF MICROECONOMIC POLICY

1 How do economists approach microeconomic policy?

1.1
1.2
1.3
1.4

Introduction: Microeconomics versus macroeconomics

The scope of microeconomics

Controversy and the methodology of microeconomic policy
Conclusion

Reading and references
Questions for review and discussion

2 Why do governments need microeconomic policies?

2.1
2.2
2.3

24
2.5
2.6

Introduction

Nature of microeconomics and policy

Aims or objectives of microeconomic policy and the role of an
economic adviser

General microeconomic policies for attaining objectives

The ideal and the politically attainable

Concluding comments

Reading and references
Questions for review and discussion

3 Relevance to business management of microeconomics and
microeconomic policy

3.1
3.2

3.3

3.4

3.5

Introduction

The relevance to business management of different approaches to
microeconomics

Business management and the choice of microeconomic
perspectives

The relevance to business management of knowledge about
microeconomic policy

Concluding comments

Reading and references
Questions for review and discussion

Xil

(9, B VS RN

14
14

16
16
18

20
33
40
41
41
42

44
44
45
54
55
56

56
57



vi

Contents

PART B DEMAND, SUPPLY, MARKETS AND POLICY

4 Competitive markets and price regulation

4.1
4.2
4.3
4.4
4.5
4.6

Introduction

Why does the state regulate competitive markets?

Price regulation in product markets: Some examples
Price regulation in factor markets: Some examples

Price regulation in international markets: Some examples
Concluding comments

Reading and references
Questions for review and discussion

5 Consumers and policy

5.1
52
5.3
54
5.5
5.6

Introduction

Predictive accuracy and testing of demand theory
Consumer welfare: How is it to be taken into account?
Market failure, imperfections and consumer protection
Elasticities of demand and policy

Conclusion

Reading and references
Questions for review and discussion

6 Costs, supply and policy

6.1
6.2
6.3
6.4
6.5

6.6

Introduction and overview
Cost as an operational concept

The nature of short-run and long-run cost and supply curves

Learning, externalities and policy

Market transaction costs and market extension as a source of

cost reductions
Concluding comments

Reading and references
Questions for review and discussion

PART C IMPERFECT MARKETS

7 The behaviour of firms

7.1
7.2
7.3
7.4
7.5
7.6
7.7

Introduction

The development of theories of the firm
Why do firms exist?

Alternative models of firm behaviour
Policy applications

Industrial policy

Conclusion

Reading and references
Questions for review and discussion

61
61
64
68
80
82
89
89
89

91
91
91
99
106
117
122
122
123

125
125
126
136
144

149
151
152
153

157
157
158
162
165
172
182
187
188
189



Contents

8 Monopoly: Consequences, regulation and prevention

8.1
8.2
8.3

8.4
8.5
8.6
8.7
8.8
8.9

Introduction

The nature of monopoly

Behaviour of monopolists and its consequences given no entry and
the traditional profit-maximizing model

Monopoly behaviour taking potential entry into account

Public action to regulate and prevent monopolies

Private versus public monopolies

Empirical evidence on the impacts of monopoly

Price discrimination and bundling

Conclusion

Reading and references
Questions for review and discussion

9 Oligopoly and policy-making

9.1
9.2
9.3
9.4
9.5
9.6
9.7

Introduction

Modelling oligopolistic behaviour

Advertising and oligopoly

Product differentiation

Technical progress and innovation as a competitive strategy
Institutional aspects of oligopoly and of industrial societies
Concluding comments

Reading and references
Questions for review and discussion

10 Ownership of enterprises: Public or private?

10.1
10.2
10.3
10.4

Introduction: Does ownership matter?
Public ownership or nationalization
Private ownership

Conclusion

Reading and references
Questions for review and discussion

PART D FACTOR MARKETS AND POLICY

11 Labour markets

11.1
11.2
11.3
11.4
11.5
11.6
11.7
11.8

Introduction: The scope of manpower policy

The functions and achievements of labour markets
The competitive labour market

The economics of information

Unemployment

Labour market legislation

Military personnel

Conclusion

Reading and references
Questions for review and discussion

vil

190
190
191

195
202
207
210
212
214
219
220
221

223
223
224
231
237
242
247
250
251
252

254
254
255
257
265
265
266

269
269
269
271
276
281
284
288
291
291
291



vii

Contents

12 Human capital and social policy

13

12.1
12.2
12.3
12.4
12.5

12.6

12.7

Introduction: The scope of human capital theory

Human capital, the life-cycle and social policy

Income distribution and human capital theory

Training markets: How are skills obtained?

Finance for human investments: Can individuals borrow for human
investments?

The predictions of human capital theory: What are its implications
for training policy?

Conclusion: Has human capital theory been successful?

Reading and references
Questions for review and discussion

Trade unions

13.1
13.2
13.3
13.4
13.5
13.6
13.7

Introduction: What is the problem?

Why do unions exist?

The objectives of unions and professional associations
Unions as monopolies

Union bargaining and constraints

Unions: Restrictive labour practices and efficiency
Conclusion: Is there a need for government intervention?

Reading and references
Questions for review and discussion

PART E PUBLIC CHOICE

14 Do votes determine policies? A public choice perspective on policy

15

14.1
14.2
14.3
14.4
14.5
14.6
14.7
14.8
14.9
14.10

Introduction

A taxonomy

The performance of political markets

Economic models of politics

Economic models of bureaucracy

The optimum size of the public sector

Economic models of bureaucracy and the size of the public sector
Improving efficiency within the public sector

Methods of controlling bureaucracies

Conclusion: Votes, policy and methodology

Reading and references
Questions for review and discussion

The contract state

15.1
15.2

15.3

Introduction: Controversy and the choice set

The scope of public procurement policy: Some difficulties of
definition

Policy objectives: What are the aims of government procurement
policy?

293
293
294
298
300

304

306
310
311
311

313
313
314
322
323
325
330
333
335
335

339
339
340
344
346
351
358
364
367
369
370
371
372

373
373

374

378



Contents

154  Theory and procurement policy: The conceptual framework
15.5  Policy instruments: Performance and results

15.6  Conclusion

Reading and references

Questions for review and discussion

PARTF GLOBAL APPLICATIONS

16

17

The state of the environment and the availability of natural resources
16.1  Introduction

16.2  Economic growth, the environment and natural resource availability:

Macro-perspectives

16.3  Environmental externalities, spillovers and relevant microeconomic
policies

16.4  Environmental effects as public goods or bads

16.5 Total economic value, mixed goods and the environment

16.6  Open-access and common property resources

16.7  Concluding observations

Reading and references

Questions for review and discussion

Defence, disarmament and conflict

17.1  Introduction: The scope of defence economics
17.2  Defence choices

17.3  Disarmament

17.4  Conflict and terrorism

17.5  Conclusion

Reading and references

Questions for review and discussion

Index

ix

380
384
393
394
395

399
399

400

403
411
414
416
419
420
420

422
422
423
430
433
437
439
439

441



Preface

This book has its genesis in Micro-Economic Policy which was authored by K. Hartley and
C. Tisdell and published in the 1980s by John Wiley. This previous book was widely used
internationally as a textbook, and several users of it urged us to bring out a new edition.
We were delighted when Edward Elgar expressed his interest in this enterprise. It took us,
however, much longer to do this than expected. Furthermore, the changes turned out to be
so substantial that it became evident that this book had to be regarded as a new book, even
though it retains several significant features of the previous book.

Microeconomic Policy: A New Perspective has involved substantial additions to and revi-
sion of the earlier work so as to reflect changes in the direction and substance of micro-
economic policy in recent decades as well as new developments in microeconomic analysis.
The earlier book included policy implications of neoclassical microeconomics as well as
extensions to take account of such factors as knowledge limitations, search, the costs of
decision-making, principal-agent problems (features often associated with the New
Institutional Economics) and aspects of the theory of games. While this emphasis has
been retained and strengthened, greater consideration is given to the relevance of other
approaches to microeconomic thought such as those associated with traditional institu-
tional economics, behavioural economics and the Austrian School of Economics.

Very often microeconomic policies have to be considered from varied perspectives. For
example, depending upon the policy issue being considered, different degrees and types of
abstraction may be appropriate, dynamic rather than static models may be relevant, and
diverse time-periods may need to be considered. Thus, different frameworks of micro-
economic thought are likely to be required. While neoclassical microeconomics has its
valuable uses for policy purposes, it is inappropriate for modelling all microeconomic
policy issues, as will become apparent in this text. As pointed out by Joan Robinson, one
usually has to adapt existing economic tools to apply these to policy formulation and to
be selective in deciding on the type of economic analysis to apply. Judgement is needed
because the world is complex and ever changing and consequently, ready-made solutions
to policy issues are rarely available.

It is our hope that this text will make its users aware of varied perspectives on micro-
economic thought, expand the range of microeconomic analysis that they can draw on
in formulating and assessing microeconomic policies and above all, be an antidote to
‘tunnel-vision’. Nevertheless, our text is necessarily selective, and additional perspectives
can be obtained by further reading. In addition, it should be borne in mind that economic
and social systems are continually undergoing change or evolution, and in time, this alters
the applicability of existing microeconomic theories to policy formulation.

While the main features of the previous book (Micro-Economic Policy) have been
retained in this book, new features have been added. For example, the new Chapter 3 is
intended to enhance students’ appreciation of different models of microeconomic thought
and their consequences for business management and policy-making. New chapters have



Preface xi

been included on issues of ownership (Chapter 10) and to emphasize the relevance of
microeconomics to environmental policies of global relevance (Chapter 16). There is also
a chapter dealing with defence, conflict and terrorism (Chapter 17). Elsewhere, other chap-
ters have been modified, updated or revised completely (for example Chapters 7 and 14).

In the Reading and reference lists items suitable for selective reading by students have
been highlighted by an asterisk.

In preparing this book, we have benefited from feedback from staff from many
different universities. We are very grateful for the specific feedback received from
Mohammad Alauddin, Peter Earl, Habibullah Khan, John Parker, Frank Staehl, Guido
Van Huylenbroeck and Leopolodo Yanes who have voluntarily given of their time to
help improve our manuscript. The final responsibility for this manuscript remains,
however, with us.

We also wish to thank Genevieve Larsen for assisting with the scanning of some of our
material used in the preparation of this book; Evelyn Smart (Queensland) and Kim
Snedden (York) for their contribution in preparing the typescript; as well as the
Universities of Queensland and York for their overall support. Once again we thank
Mariel and Winifred for their patience and support.

Clem Tisdell
Brisbane, Australia

Keith Hartley
York, UK
September, 2007



Preface to earlier book

Students tend to find micro-economics one of the more difficult parts of the subject [of
economics]: they regard it as abstract, unrealistic, and remote from ‘real-world’ problems.
This was our starting point. We believe that micro-economics as the study of choice is the
foundation of the subject and that economists have an obligation to show students how
micro-economics theory can be used and applied.

Applied micro-economics embraces empirical work and policy issues, and our empha-
sis is on the latter. This book avoids the presentation of micro-economic theory in a
‘vacuum’. It shows students how micro-economics can be applied to major issues of
public policy. In the process, it is hoped to improve the understanding of both micro-
economic theory and policy.

Micro-economics consists of price theory and welfare economics, embracing theories
of consumer and firm behaviour, the operation of product and factor markets, the role of
the state, and the ‘desirability’ of policy changes. We have tried to show the policy rele-
vance of each of the major components of micro-economic theory. However, the empha-
sis is on general principles of micro-economic policy, rather than on providing a detailed
account of any one nation’s actual policies. Indeed, the different nationalities and back-
grounds of the authors has contributed to the development of a text suitable for an inter-
national audience. The book is written for students interested in the application of
micro-economics to policy issues in capitalist-type economies. Throughout, the emphasis
is on analysis rather than description.

The book is designed for late first year and second year [as well as later] higher educa-
tion students who have a basic knowledge of micro-economic theory. The aim is to learn
through applications in a policy context. While nations will differ in the extent and form
of state intervention within product and factor markets, the examples chosen are typical
of the policy issues confronting many governments. Hence, our emphasis is on the prin-
ciples of micro-economic policy: the objective is to provide students with a general ‘tool-
kit” which can be applied to any specific micro-policy problem.

In addition to applying standard theory, we have introduced students to some of the
more recent developments in the subject. These include the economics of politics, bureau-
cracies, and public choice; the Austrian school of subjectivism; search behaviour among
consumers and workers; the economics of population; managerial theories of the
firm, multi-nationals, labour-managed firms, advertising, and regulation; employment
contracts, human capital, and screening; energy and pollution; time—cost trade-offs, de-
industrialization, and public sector micro-economics, including defence, alliances, nuclear
weapons choices and the economics of conscription versus an all-volunteer force.

The book is divided into five parts. Part A considers how economists approach micro-
policy issues and why governments need micro-economic policies, either as a means of
contributing to society’s welfare or to obtain votes. Part B is concerned with applications
of demand, supply, and competitive market analysis. Imperfect markets, including models

Xii
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of firm behaviour, monopoly, and oligopoly are analysed in Part C. Factor markets in the
form of labour, trade unions, and human capital markets are discussed in Part D, which
concludes with a chapter on energy. Given the book’s emphasis on public policy, it seemed
appropriate to conclude with an analysis of the public sector (Part E). To assist students,
each chapter has suggestions for further reading and there are questions for review and
discussion.

Readers might be curious to know how the authors, located in Australia and England,
could possibly have written a joint textbook. The enterprise was greatly facilitated by Clem
Tisdell’s visit to the United Kingdom when he spent the Autumn Term of 1979 located at
the Institute of Social and Economic Research (ISER), the University of York. This
allowed both authors to work together in planning, discussing, and writing each chapter,
either in outline or in its first draft form. Each author was responsible for specific chapters
and parts, but both commented and agreed on each other’s chapters. We are indebted to
Professor Jack Wiseman, ISER, for providing office accommodation, facilities, and an
attractive research environment. John Hutton, Research Fellow at ISER, kindly read and
commented on the manuscript. Others who have offered specific comments, contributions,
and assistance, sometimes unknowingly, included Celia Bird, Michael Coombs, Tony
Culyer, Douglas Dosser, Ted Lynk, Cecil Margolis, Alan Maynard, John Nash, Bernard
O’Brien, Alan Peacock, Robin Shannon, and Alan Williams. Colleagues and students at
the Universities of York and Newcastle, Australia, have always been willing teachers and
listeners. Barbara Dodds, Elizabeth Williams, Wendy Amos-Binks, and Margaret Johnson
had the unenviable task of typing their way through our handwriting. Finally, our families
have been the victims of scarcity resulting from our writing. Our thanks to Winifred and
Mariel for their patience, and to our children Adam, Lucy, Cecilia, together with Ann-
Marie and Christopher.

January, 1981
KEITH HARTLEY
CLEM TISDELL






PART A

The methodology of microeconomic policy






1. How do economists approach
microeconomic policy?

1.1 INTRODUCTION: MICROECONOMICS VERSUS
MACROECONOMICS

Economics often seems to follow fashions. In the early twenty-first century, one current
fashion focused on the emergence of a so-called ‘new economy’ or knowledge economy
based on information technology, E-commerce and globalization. Questions arise as to
whether this new economy has rendered obsolescent established economic models and
requires a new economics. Other fashions in economics have centred on the relative impor-
tance of state intervention in the economy, ranging between the extremes of complete
socialism and central planning on the one hand, and laissez faire capitalism on the other.
The former Soviet Union is a good example as it attempts the transition from a centrally-
planned economy to a private enterprise market economy.

Other current issues have emerged to attract the interest of both economists and gov-
ernments. These included international terrorism and conflicts in Afghanistan and Iraq
which were the focus of defence economics; the challenges to international competitive-
ness from the growth of both China and India which attracted the interests of industrial
and trade economists; concerns about the economic impacts of pandemics (for example,
bird flu) and global warming; the economics of enlarging the European Union; and inter-
national concerns about subsidies to agriculture in rich nations and major disagreements
between the EU and USA involving subsidies for large civil jet airliners (Airbus and
Boeing).

The debate about the relative importance of micro- and macroeconomics is a further
example of fashions in economics. For many years after the Second World War, in most
capitalist economies macroeconomics tended to dominate public policy. This is not to
imply that microeconomic policies were totally neglected. Typical examples included agri-
cultural price support schemes, monopoly policy, regional development, rent control and
tariffs. Nevertheless, Keynesian macroeconomics had emerged and it appeared to be a well
established and agreed part of economic theory. It had obvious appeals to economists
interested in manipulating the system and to policy-makers seeking to avoid a repetition
of the large-scale unemployment of the 1930s. Macroeconomics was attractive for two
reasons. First, it seemed to be relatively simple, enabling the economy to be described with
a few straightforward equations. Second, it gave policy-makers the opportunity of con-
trolling the economy through the management of aggregate demand. But, in the 1970s
macroeconomics became more controversial. Governments in capitalist economies were
confronted with greater policy problems, particularly ‘stagflation’ associated with high
and rising rates of both unemployment and inflation.

Economists became worried about describing complex economies and their

3



4 The methodology of microeconomic policy

microeconomic foundations with a few simple aggregate equations. Often, microeco-
nomic behaviour was assumed rather than subjected to empirical research and the
emphasis was on homogeneity rather than heterogeneity. Nor does it follow that gov-
ernment actions to regulate aggregate demand will be motivated solely by a concern for
society’s welfare. Votes might not be irrelevant to democratic governments. In other
words, questions were being asked about the micro-foundations of macroeconomics. At
the same time, governments have increasingly intervened at the microeconomic level.
Subsidies have been used for regional developments and for the support of ‘lame duck’
and ‘key’ firms and industries. In some cases, the subsidies have been designed to pre-
serve jobs, especially among large employers who would otherwise go out of business,
with major multiplier effects in local economies. Elsewhere, subsidies have been used to
promote the development of high technology industries such as aerospace, electronics
and nuclear power (for example, Airbus). Governments have also intervened to change
industrial structure through mergers and the nationalization of private firms and indus-
tries. Large firms, obtaining scale economies in research and production, are often
believed to be ‘essential’ to compete in world markets. An alternative view believes that
‘small is beautiful’. These are all examples of state intervention concerned with the
supply side of the economy compared with the traditional Keynesian emphasis on
aggregate demand management.

Increasingly, governments recognized the potential contribution of microeconomics to
‘solving’ some of their major policy problems. In recent years, policies have focused on
structural adjustment involving less government in economic production (for example,
the Reagan and Thatcher eras). Supply-side economics involves the use of policies aimed
at increasing the aggregate supply of goods and services through measures such as lower
income taxes, abolishing subsidies, promoting competition, privatization and creating
an enterprise economy. Such policies aimed to make markets work better (that is,
more efficiently by removing major market failures). In this form, supply-side economics
focuses on microeconomics and its use in solving some of the major policy problems. For
example, when confronted with unemployment, governments will need to know its causes:
which economic theory best explains unemployment? The possibilities include ‘excessive’
union wage demands; or rigidities and restrictive practices in labour markets; or techni-
cal change (for example, E-commerce) resulting in new technology equipment replacing
workers; or declining international competitiveness; or the level of state unemployment
pay and welfare benefits.

Whilst microeconomics focuses on efficiency issues, governments might also be con-
cerned about equity. Government might aim to ensure that everyone is protected from
hardship and income deficiency due to circumstances beyond their control. Thus, social
policy will provide assistance in cash and kind to those in ‘need’, such as the poor, unem-
ployed, chronically ill and disabled. Microeconomics can contribute through enquiring
whether theory offers any ‘guidelines’ for social policy and what might be the implications
of alternative measures such as minimum wage legislation, equal pay, rent control, and
‘free’ health care.

Microeconomics can also be used to analyse new and topical issues which emerge unex-
pectedly and which governments might not be able to ignore. An example of a major
shock effect for economics occurred in the late 1980s and early 1990s associated with the
end of the Cold War and the collapse of communism. Events in Eastern Europe and the
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former Soviet Union around this time raised major doubts about the efficiency and per-
formance of central planning, state ownership and collectivist solutions to economic
problems. These changes provided opportunities for showing how microeconomics, with
its focus on markets, could be applied to the study of economies attempting the transition
from a centrally-planned to a market economy. At the same time, the end of the Cold War
and the superpower arms race and its replacement with disarmament and the search for
a Peace Dividend also created adjustment problems for the economies of the former
Warsaw Pact and NATO. A Peace Dividend required that resources be re-allocated from
the military-industrial complex to the civilian sector. But such adjustments involve costs
in the form of unemployment of resources (labour, capital and land), and it takes time.
Resource re-allocation is a microeconomics issue, involving analysis of how well and how
quickly labour and other factor markets can adjust and clear following the shock of large-
scale disarmament. It also involves analysis of the response of defence contractors to the
loss of markets where firms will respond by reducing their work force, closing plants,
merging, seeking export markets as well as diversifying into new civil markets. Faced with
such major shocks to the economy, governments have to decide whether to intervene to
assist resource reallocation from defence to civil activities and, if so, the form of state
intervention. For example, should governments leave defence contractors to make com-
mercial decisions about conversion (for example, swords to ploughshares; tanks to trac-
tors) and diversification into civil markets?

The oil crises of the 1970s and 2005 are further examples of shocks, where governments
were obliged to revise and rethink their energy policies. What is the appropriate response
for an economy which depends upon imported o0il? Microeconomics shows how taxes and
subsidies can be used to influence the price of existing substitutes, such as coal and gas,
as well as affecting the direction of search for new energy sources (for example, wind;
nuclear power). Economists can also help to clarify some of the issues, pointing out
potential conflicts in policies and the inter-temporal and inter-generational nature of
using limited stocks of energy resources (see Chapter 16). These examples, and many
others, form the subject matter of this book.

This chapter introduces some of the general concepts and methodology which are used
throughout the book. Initially, the scope of microeconomics is outlined, emphasizing that
it is the study of choice in a world of uncertainty. Controversy always exists and a frame-
work is presented for identifying the sources of disagreement. Disputes often arise over
policy objectives, the choice between alternative theories, and the selection of the ‘best’
policy measure. In reviewing these issues, it is difficult to avoid asking what it is that makes
you believe some statements and not others. You should also ask who is likely to gain and
who is likely to lose from the development of new economic theories and new economic
policies (for example, established interest groups in the economics profession; consultants
marketing new ideas; politicians seeking instant popularity).

1.2 THE SCOPE OF MICROECONOMICS

Microeconomics is the study of scarcity and choice. It focuses on individual and group
decision-making in parts or sectors of the economy which are most conveniently described
as markets. A market is any arrangement whereby individuals undertake voluntary
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exchange, the basic premise being that there are gains from voluntary transactions and
trading. However, capitalist economies are characterized by a large number of interde-
pendent markets. For example, the demand for oil depends not only on its price but also
on the prices of coal, gas, electricity, cars, and on the prices of more distant substitutes
such as refrigerators and television sets, as well as on the prices of factor inputs which will
determine available incomes. The interdependence between markets forms the subject area
of general equilibrium. This explores whether there exists a set of relative prices which will
simultaneously clear all markets in an economy, with the result that each market will be in
equilibrium. A perfectly competitive economy results in a general equilibrium. Having
accepted interdependence, does it mean that we can only proceed by recognizing that an
economy is complex, that interdependencies exist and are essential to understanding, and
that we cannot avoid the fact that everything depends upon everything else? This is cer-
tainly a realistic approach which recognizes that economies are complex systems —a feature
which policy-makers cannot ignore.

There is an alternative approach which seeks to simplify the complexities of general
equilibrium. At the same time, this alternative partial equilibrium approach incorporates
just enough variables to obtain sufficiently accurate answers. Partial equilibrium con-
centrates on equilibrium in a single market, with demand and supply analysis used as a
starting point for explaining market behaviour and performance. An equilibrium or
unchanged situation occurs when the plans of buyers and suppliers in a market are iden-
tical. Demand and supply analysis enables a complex issue to be simplified while provid-
ing explanations and predictions which have proved to be consistent with the facts. One
technique for simplification incorporates a ceteris paribus assumption: ‘other things’
being equal or everything else in the economy is assumed to remain unchanged. As a
result, demand and supply analysis provides a simple model for classifying and under-
standing price and output changes in markets. Its predictions are qualitative, relating to
directions of change and not magnitudes. For example, a rise in the price of cars is usually
expected to result in a fall in the quantity demand but, without data on demand curves,
it is not possible to state by how much quantity demanded will decline. However, Austrian
economists (for example, Hayek, Kirzner) are critical of the standard obsession with equi-
librium, particularly general equilibrium and perfect competition. They believe that an
emphasis on market equilibrium results in a failure to understand the actual market
processes through which resources are transferred from lower- to higher-valued activities
during continuous market disequilibrium. Actual markets are characterized by ignorance,
uncertainty and continuous change.

Ignorance and uncertainty about the future creates opportunities for profits and it is the
task of an entrepreneur to discover the opportunities for ‘making money’ before anyone
else. Entreprencurs will formulate plans on the basis of expectations about future prices and
events and these are matters on which individuals have different views and subjective eval-
uations. Market experience as reflected in shortages, surpluses, profits and losses will reveal
the correctness of different plans. Those who guess correctly will survive and those who
make mistakes will pay. Austrian economists are critical of the text book model of com-
petitive markets in which the entrepreneur is left with little actual decision-making (for
example, given prices; identical products) simply because the model assumes away such real-
world facts as uncertainty, innovation and entrepreneurship. However, both the Austrian
and neoclassical approaches to microeconomics incorporate a major role for choice.
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The Study of Choice

Since resources are scarce, choices cannot be avoided. Any economy, whether capitalist or
socialist, has to solve a number of basic problems (choices). It has to decide:

1. What to produce — for example, cars, television sets, schools, hospitals, or weapons?
Where an economy’s resources are fully and efficiently employed, then all expenditure
involves a sacrifice of alternatives (opportunity cost). For example, increased expend-
iture on defence involves a sacrifice of schools, hospitals and roads (for example, the
classic guns versus social welfare trade-off).

2. How to produce goods and services — for example, should coal, oil, nuclear power or
wind power be used to generate electricity?

3. Who receives the goods and services which are produced? This is a distributional
problem. Should everyone receive the same incomes or should some receive more than
others — if so, how are the lucky ones chosen? Should football stars receive more than
nurses?

4. Who will choose? For many activities, society might agree to leave individuals to their
own devices (private individualistic choices). But there will be some activities where
democratic societies will agree to accept collective or public choices, with decision-
making delegated to governments. In these circumstances, society has to determine
the rules and institutions for reaching collective choices or ranking alternatives and
the ‘desirability’ of the outcomes. It also means that voters (as principals) elect gov-
ernments as their agents to make choices (principal-agent relations). Such issues are
considered in Chapters 2 and 14.

Western economists are fond of using the competitive market model and such a model
provides one economic system which ‘solves’ the choice problems outlined above. In a
competitive system firms respond to consumer preferences (consumer sovereignty), and
this determines what is produced. The question of sow to produce will be solved by profit-
seeking firms aiming to combine factors so as to produce efficiently. Total output or
income will be distributed on the basis of resource endowment and the relative scarcity of
different factors of production. In such an economy, individuals are assumed to be the
‘best’ or only judges of their welfare, and consumer sovereignty determines resource allo-
cation. But economists are not only interested in how an economic system works; they are
also concerned with how well it works. Does it give results which are ‘socially desirable’
or are there some faults, and can such failures be ‘corrected’ through government inter-
vention? Are consumers well informed and are they really sovereign or are their prefer-
ences determined by ‘big business’ through advertising? These are obviously recurring
themes throughout the book and some general criteria are presented in Chapter 2.

Economic Agents, Behaviour and Coordinating Mechanisms

Despite the complexities of markets, microeconomics simplifies analysis by concentrating
on a few major elements in any economic system. These consist of decision-makers,
their behaviour, and the coordinating mechanisms. A classification system is shown in
Table 1.1. Broadly, economic agents consist of individuals and groups as represented by
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Table 1.1  Agents, behaviour and coordination

Decision-makers  Activities Aims Relevant theory  Possible coordinating
mechanisms
Households a. Demand Utility Consumer Prices
goods choice
b. Supply Income Distribution Voting
factors theory Barter
Firms a. Demand Theory of the Dictatorship
factors p firm and market Command
rofits
b. Supply structures
goods Theft/Force
(including
military force)
Persuasion
Governments a. Demand Social welfare ~ Public sector Planning
factors economics
b. Supply Votes Public choice
goods/services Welfare
economics

decision-making households, firms and governments. To explain the behaviour of these
economic agents, we have to know what motivates them. What are they trying to achieve?
For private enterprise economies, it is usually assumed that firms and households are moti-
vated by self-interest, guided by the price mechanism. Firms are often assumed to be profit-
maximizers, although there are alternative models of behaviour, as outlined in Chapter 7.
Households are both consumers and workers. As consumers they are assumed to be utility-
maximizers (Chapter 5). As workers, they aim to maximize income or net advantages.
Individual workers in their labour market and human capital context are analysed in
Chapters 11 and 12, while their group or union behaviour is considered in Chapter 13.
Finally, governments are assumed to be passive agencies, maximizing something called
‘social welfare’; in a democracy, however, they might be vote-maximizers (see Chapter 14).
Of course, the behaviour of all economic agents will be subject to constraints. Thus,
income, resources, information, knowledge and the law all act as constraints. For example,
laws affect economic behaviour, and economic behaviour generates the need for laws (for
example, enforcement of contracts).

Decision-makers are only part of an economic system. Firms and households, for
instance, are involved in buying and selling. Households demand goods and supply factors,
while firms demand factors and supply products. Since the various agents are making sep-
arate decisions, some mechanism is required to bring them together. Prices are one possible
coordinating and allocative mechanism. Others include voting procedures as determined by
the constitution; queuing and waiting lists (for example, where the state provides ‘free’
health care); barter and bargaining; central planning and dictatorship; customs, gifts, inher-
itance, chance, persuasion and favouritism; together with allocation by force, fraud, deceit,
and bribery, criminal action and wars. Many of these allocative mechanisms are present in
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any economy. Consider the arrangements for allocating resources in your household: pay,
persuasion, bargaining, queuing, dictatorship and voting all exist in households.

Regardless of the method, the necessity for some allocative mechanism reflects scarcity.
Resources, including time, are scarce and have many alternative uses and users. By choos-
ing one thing, you are sacrificing the (subjective) satisfaction or utility which could have
been obtained from alternative courses of action. Work involves the sacrifices of off-the-
job leisure; space exploration requires a ‘sacrifice’ of schools, hospitals, roads and cars
which could have been produced with the resources. This is what the concept of oppor-
tunity cost is all about: it focuses on the subjective evaluation of alternatives. And in con-
sidering alternatives, choices cannot be avoided. This is a simple proposition, but it is
amazing the number of times that governments believe that their plans will not involve
any sacrifices (for example, election manifestos).

1.3  CONTROVERSY AND THE METHODOLOGY OF
MICROECONOMIC POLICY

Microeconomics abounds with controversy, although this is not apparent from a reading
of the standard textbooks. This perhaps is one of the reasons why students often appear
to have greater difficulty in understanding the relevance of microeconomics to real world
problems. In this context, macroeconomics appears to be much more relevant and useful,
especially since everyone has the opportunity of acting as Chancellor of the Exchequer
or Treasury Minister! Yet most departments of government are organized on a micro-
economic basis, handling parts of an economy. Usually there are separate departments
responsible for sectors such as agriculture, consumer affairs, defence, education, energy,
environment, health, industry, labour, and transport. All these departments provide
massive opportunities for applying microeconomics.

Think of the controversies involving microeconomics. There are continuous debates
about the proper role of government and market versus state solutions (see Chapters
2, 3,4, 10 and 14). For example, is there a need for a national transport policy to ‘coor-
dinate’ road, rail, air and sea transport? Why can the price mechanism not solve the
‘problem’? Disputes occur about monopoly, oligopoly and competition, and the ‘best’
structure for an industry (Chapters 6 to 9). Consumers are not neglected, with contro-
versy about whether they should be protected from dangerous drugs, unsafe cars and
unhealthy food (Chapter 5). A concern with poverty and income distribution raises
questions as to whether labour should receive a wage based on its productivity and
whether improvements can be achieved through state action in the form of rent control,
minimum wages and equal pay (Chapters 4, 11 and 12). A government concerned with
income distribution and efficiency cannot ignore trade unions. Does economic theory
offer any guidelines for a public policy towards unions and professional associations
(Chapter 13)?

Economists will differ in their answers to these and other policy issues. Why? Disputes
arise because economists and politicians will differ about the objectives of microeconomic
policy, the relevance of alternative theories or explanations, and the choice of appropri-
ate solutions. These sources of dispute provide a general framework for analysing any
microeconomic policy issue. Disagreement is not, however, unique to economists. Doctors
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might disagree about a patient’s symptoms, illness and appropriate treatment. Scientists
disagree about the use of nuclear weapons while the record of designers of aircraft, high-
rise flats and bridges provides plenty of evidence of their theories being refuted! Even lab-
oratory experiments are not conclusive. After a major military aircraft crash due to the
loss of a wing, the manufacturer claimed that its laboratory fatigue tests had shown no
evidence of cracks in the wing spar: wreckage from the crashed aircraft provided the evi-
dence which laboratory tests had failed to identify!

Methodology
The methodology of economic policy involves a three-stage approach to policy issues:

1. The objectives of microeconomic policy have to be identified. What is a government
trying to achieve (that is, its objective or subjective function)?

2. The relevant theory has to be identified. Which part or parts of microeconomic
theory ‘best’ explain the problems confronting policy-makers?

3. A policy solution has to be chosen from a range of alternatives. Once again, govern-
ments cannot avoid choices: they have to choose between different objectives, com-
peting theories and alternative policy solutions.

Policy Objectives

Microeconomic targets can be regarded as the foundations of macroeconomic policy
objectives. As such, they embrace product and factor markets and are concerned with
possible employment, prices, balance of payments, growth, and income distribution
objectives. At the micro-level, employment targets involve the location decisions of firms,
labour mobility, restrictive labour practices, and the effects of wage increases. Price
targets cannot ignore the determinants of prices, the relationship between factor and
product prices, and the effects of monopolies on pricing behaviour. Balance of payments
objectives lead to questions about why nations trade, the gains from trade, the operation
of the foreign exchange market, and the reasons why firms export. A government aiming
to raise the growth rate will need to know which factors of production, market structures
and industries contribute to growth. Finally, distribution of income and wealth targets
cannot ignore the determinants of wages and profits, the relevance and effects of private
and state ownership of the means of production, and the likely impact of policy solu-
tions, such as profit controls. Each of these objectives requires an understanding of basic
causal factors. Why do firms change employment, prices, exports, imports, investment,
wages and profits? Conflicts are also likely between objectives. For example, growth
might result in the substitution of new technology and capital for labour and hence job
loss; policies designed to protect consumers from unsafe products (for example, medi-
cines) might adversely affect innovation; while wage controls might lead to industrial dis-
putes and distort the allocation of labour. At this point, economic theory is required to
identify the causes of policy problems and conflicts in objectives. But theory only pro-
vides a basic tool kit and a starting point for analysing facts: adjustments are often
needed to fit specific cases.
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Microeconomic Theory

A theory consists of a set of definitions and assumptions from which it is possible to make
logical deductions about behaviour. There is, however, controversy as to whether a theory
should be accepted or rejected on the basis of the ‘realism’ of its assumptions or its explana-
tory power and predictive accuracy. This debate is associated with Friedman (1953) who
argued that theories should be tested by predictions only and not by assumptions. Indeed,
he maintained that by design, assumptions are abstractions and simplifications of reality:
the more unrealistic an assumption becomes, the more likely it will increase the general
explanatory power of a theory. But what is meant by a ‘realistic assumption™? Would we
accept a theory which predicted accurately but which was based on an assumption which
was not consistent with the facts? Two responses are possible. First, the advocates of more
realistic assumptions can incorporate these into alternative theories, compare their predic-
tions, and test to identify which is most accurate. Second, a less extreme view might recog-
nize the need for testing, but insist upon using all opportunities for empirical verification,
including the testing of assumptions. Nevertheless, problems remain. If theories are to be
tested, what constitutes a satisfactory test of a theory? Are interview-questionnaires and
sample surveys appropriate techniques or are statistical-econometric methods superior?

Economists have a great deal of enthusiasm for econometric techniques. They are
quantitative and seem to provide convincing tests of hypotheses, especially since other
relevant variables can be included and held constant in the estimation process. But much
depends upon the reliability of econometric techniques. Often different econometric
studies of a common problem reach conflicting conclusions. They might all be equally
acceptable using standard statistical criteria, such as ‘goodness of fit’ (R?), significant
coefficients, and Durbin—Watson statistics. As a result, advocates of alternative positions
obtain empirical support for their views. Furthermore, how many economists, econome-
tricians and research assistants carefully check and re-check for data errors before accept-
ing and publishing what appear to be ‘very good results’? Mistakes and errors in data
processing can have drastic implications for empirical results, possibly causing changes in
the goodness of fit (R?), in the significance of coefficients, and in their signs! Data are not
always reliable: time-series data are subject to changing definitions (for example, indus-
trial classifications change over time) and international cross-section data might be based
on different definitions (for example, of defence expenditure). Nor can we ignore the role
of ‘playometrics’ or ‘one-upmanship’ whereby professional prestige attaches to technical
sophistication for its own sake: it provides an opportunity to demonstrate intellectual aer-
obatics. Equally disturbing is the fact that many econometric studies simply report
significant results without any indication of the number of equations actually estimated.
Austrian economists are even more critical of econometrics. They regard empirical testing
as superfluous since they start from a true axiom (called the ‘category of action’ or choice)
and all other propositions deduced from it must be true. Moreover, since choices are sub-
jective: they exist in the minds of the choosers, which makes life difficult for empiricists!

What is the contribution of theory to microeconomic policy? Theory serves three
functions:

1. It can explain the causes of policy problems. For example, if governments are con-
cerned about prices and wages in, say, the car industry, theory can be used to explain
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the determinants of these variables. However, choices are often needed between alter-
native theories. Again, there are fashions in economic theories with economists
influenced by the ‘conventional wisdom’. Examples include the debates between the
Classical and Keynesian economists; the contributions of modern macroeconomics,
monetarism, Marxist economics, institutional economics and the microeconomics of
privatization and competitive tendering. More recently, there has been the wide-
spread adoption of game theory with its analysis of strategic interactions involving
small numbers (for example, duopoly and oligopoly markets; arms races and inter-
national conflict).

2. It can predict the likely consequences of government policy. For instance, it can tell
us how firms and workers are likely to respond to price, profit and wage control or to
a change from state to private ownership (privatization). In some instances, unex-
pected outcomes can be identified. Thus, a government restriction on the amount of
advertising which firms can undertake is likely to result in an expansion of other (less
efficient) selling methods, such as the use of more sales staff or mailing campaigns. In
other words, policy-makers need to recognize that markets are highly flexible, with
firms continuously searching for new profit opportunities and searching to overcome
state regulatory constraints.

3. It can offer ‘guidelines’ for public policy. Here, economists often approach policy
problems by asking whether economic theory provides any rules or guidelines for a
public policy towards, say, consumer protection, energy, monopolies, takeovers or
subsidies for ‘lame duck’ enterprises. This, of course, involves issues of normative as
distinct from positive economics. But if there is a category of positive welfare eco-
nomics, is this distinction always so clear-cut? For example, if the statement that more
is bought at a lower price than at a higher price is accepted as part of positive eco-
nomics, does the same status apply to the proposition that monopoly results in a lower
level of economic welfare than competition (where monopoly, competition and
welfare are clearly defined)?

The Choice of Policy Solutions

Having used theory to explain the causes of a problem or to offer policy guidelines, it is
then possible to deduce and construct policy solutions. Usually, a set of alternative solu-
tions will be indicated. For example, an excess demand problem, such as a local shortage
of skilled manpower, could be removed by acting upon supply, demand or wages. The
balance of payments can be improved through exchange rates (fixed or floating), tariffs
and quotas, a domestic deflation, or subsidies to domestic firms. Private monopoly can be
controlled through state ownership, by breaking up the monopoly, by lower tariffs and by
regulating aspects of the monopolists behaviour (for example, prices; profits; non-price
behaviour). An optimum allocation of resources can be achieved with private competitive
markets or socialism. Once again, governments must choose. They have to choose
between conflicting policy objectives, competing theoretical explanations, and a variety
of policy solutions.

One approach to policy choices, developed by Tinbergen (1952), focuses on targets and
instruments. Recognizing the existence of conflicts between objectives, it suggests that
policy-makers require at least as many instruments as there are objectives. For instance, a
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state agency might support mergers and industrial re-structuring for balance of payments
objectives, but an additional policy instrument is required for controlling any resulting
monopoly and its consequences. Similarly, if wage controls are used for price stability
objectives, some other instrument such as legislation will be required for industrial rela-
tions objectives and a further measure, such as subsidies, will have to be used for improv-
ing the allocation of labour. This is a technocrat’s approach, where policy-makers are
assumed to have a clearly specified objective function and use policies, like a set of levers,
to achieve targets. However, this approach ignores the political, bargaining and institu-
tional framework within which decisions and choices are made. How is a government’s
objective function formulated? Presumably, it is the outcome of bargaining between
groups and actors such as a President, a Prime Minister, a Cabinet, departmental heads,
and bureaucrats. Within this framework, individuals and departmental representatives
will have only limited information and knowledge. They will tend to seek coalitions of
‘like-minded’ interest groups and their choice of objectives and instruments will be con-
strained by the political market place (for example, the constitution and voting rules). In
such a bargaining environment, governments might be ‘satisficers’ rather than maximiz-
ers. After all, objective functions are not acquired without costs. As a ‘satisficer’, a set of
targets will be selected which satisfy different interest groups, such as the Treasury,
together with the Departments of Agriculture, Defence, Education, Health Industry and
Labour. The targets are likely to be revised downwards if they cannot be achieved at rea-
sonable cost (including potential vote losses).

1.4 CONCLUSION

This chapter has outlined some of the general concepts and examples which form the mate-
rial for this book. Many of the points will recur in subsequent sections. The main features
of microeconomics have been reviewed, although a summary treatment cannot do justice
to the immense richness and fascination of the subject. It has many applications, some of
them unusual and unexpected, such as the family, marriage, suicide, political parties,
bureaucracies, crime, police protection, wars and terrorism. Even churches are not
immune, and useful insights into their behaviour can be obtained by analysing them as
non-profit firms combining resources of land, buildings, priests, and lay-people to produce
a variety of outputs which straddle an individual’s life-cycle (for example, births, marriage,
sickness, death and the care of souls). Further examples and ideas can be obtained from
the suggested readings and questions which are found at the end of each chapter.

Consideration has also been given to methodology. Why do we believe some statements
and not others? Do you believe because you have seen it with your own eyes, directly, in a
book or on television? Do you accept something because it is consistent with your other
beliefs, you are unable to think of any convincing objection, and it comes from a profes-
sor? And if you require supporting evidence, would you accept an exchange of personal
experiences, casual empiricism, or would you insist upon controlled experiments? Imagine
that you are a member of the jury in a court of law: what would determine the way you
would vote in a murder trial?

Finally, microeconomics is of continuing relevance to policy-makers. Labour mobil-
ity, regional unemployment, relative wages, house prices, education, health and poverty,
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together with monopoly, competition, microelectronics, and industrial performance in
‘key’ industries are only a few examples. The major issue of capitalism versus socialism is
ever present. Critics of capitalism claim that it results in pollution, destroys the environ-
ment, benefits monopolies, creates massive inequalities of income, and exploits the
working classes. However, none of this ‘proves’ that socialism is ‘superior’. Admittedly,
capitalism and private markets might fail to work ‘properly’ and this might provide an
economic justification for state intervention. But here, analysts distinguish the technical
issues, involving the causes of market failure, from the policy issues, concerned with the
choice of the most appropriate policy solutions. Why do governments intervene at the
micro-level and what determines their selection of policies? This question will be consid-
ered in Chapters 2 and 3 (and 14). The rest of the book follows the general format of any
standard microeconomic theory textbook. Policy applications involving markets, con-
sumers and supply are covered in Part B. The behaviour of private firms and policy
towards imperfect markets and ownership occupy Part C. Factor markets and policy
towards labour, human capital and trade unions are considered in Part D. In view of the
book’s emphasis on policy, Part E addresses public choice and some of the microeco-
nomics of the public sector. Part F concludes with global applications, namely, environ-
mental issues, conflict and terrorism.
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QUESTIONS FOR REVIEW AND DISCUSSION

1. Are actual socialist economies different from actual capitalist economies? Explain.
Which do you regard as preferable and why?

2. Ispredictive accuracy the best criterion for choosing between alternative theories? Give
examples from microeconomics, specifying how you would test your examples. Do you
believe that econometric techniques are superior to questionnaire methods? Explain.
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How are resources allocated in (a) your household, (b) your college or university? Do
you regard the results as satisfactory? Explain.

What is the Austrian approach to microeconomics? What would persuade you to
accept or reject it? What are the microeconomic policy implications of the Austrian
approach?

Which parts of microeconomics have the greatest relevance to public policy? Explain
your choice. How are your chosen parts used in policy formulation?



2.  Why do governments need microeconomic
policies?

2.1 INTRODUCTION

As pointed out in the previous chapter, economics, particularly microeconomics, is pri-
marily concerned with studying the reasons for the existence of scarcity, and the impacts
of different social mechanisms for resource use or the extent, distribution and nature of
scarcity. The study of these social mechanisms includes the use of market mechanisms
and these are given the greatest attention by microeconomists. The focus of microeco-
nomics implies that some of its major objectives are to find policies that will minimize
scarcity and to predict in a social context the implications of government policies for
scarcity. For example, a government policy that subsidizes the production of one com-
modity and reduces its scarcity may add to overall scarcity because it reduces the supply
of other valued commodities that are forgone. An opportunity cost is incurred in a fully
employed economy; the opportunity cost being the supply of other commodities forgone.
However, it should be borne in mind that scarcity reduction is not the only goal of gov-
ernment policy and that human values often include additional considerations.

Different economic systems impinge on social relationships in different ways. If an eco-
nomic system results in less scarcity than another it may be rejected by some individu-
als because in their view it has other negative consequences. For example, libertarians
(such as some members of the Austrian School of Economics, see Chapter 3) may reject
some scarcity-reducing economic policies because these policies restrict the liberty or
perceived rights of individuals, for example in their choices about their use of private
property. This can make libertarians very reluctant to accept policies involving govern-
ment intervention.

In some cases, policies that are scarcity-minimizing may accord with or support other
non-economic social values of some groups in society. For example, libertarians fre-
quently argue that an economic system based on free markets is not only supportive of
libertarian values but is also likely to be efficient in reducing economic scarcity, or is at
least the most efficient workable mechanism available for scarcity reduction taking into
account both economic allocation and growth perspectives. On the other hand, social-
ists are less convinced and do not see individual liberty as an absolute virtue. They
are more likely to favour intervention in the market system to achieve particular social
objectives.

For some social groups, other values may influence their social choices. For example,
some conservationists may believe that human choices should be constrained by the rights
of other species to exist (see Chapter 16). Animal rights supporters may believe that the
economic use and treatment of animals should be subject to constraints. However, even
within these constraints, an economic problem continues to exist, namely how to meet the

16
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constraints and minimize scarcity. Also one has to consider what are likely to be the eco-
nomic costs of these constraints and decide on appropriate mechanisms to achieve these.
Even when social values differ from those traditionally assumed by mainstream econo-
mists, the scarcity problem remains relevant.

The purpose of this chapter is to provide an overview of microeconomic policy ques-
tions and the role of microeconomics in policy-making. It outlines mainstream economic
approaches to scarcity and to scarcity reduction as well as alternative points of view, and
their limitations. As pointed out, microeconomic policy advice may either be of an ideal-
istic or of a technical nature. Both types of policy advice may be relevant to the basic
economic problem of reducing scarcity. But there are difficulties in deciding on what con-
stitutes a reduction in scarcity in a social context. Two criteria for resolving these
difficulties, Pareto’s criterion and the Kaldor—Hicks criterion, are outlined and their lim-
itations discussed. This leads to a consideration of the requirements which must be met
by the operations of an economy if it is to minimize scarcity, namely to achieve a Paretian
ideal allocation of resources.

The requirements are first outlined for the simplest economy, a Robinson Crusoe (single
person) economy, and this is also used to show how specific government policies can
prevent the attainment of the Paretian ideal, that is add to scarcity. The Paretian require-
ments for minimizing scarcity are then considered for a normal economy. It is claimed,
and further details are given, that Paretian optimality requires:

1. economic efficiency in production;
economic efficiency in consumption; and

3. an optimal conformance between production of different commodities and the
desires of individuals for these commodities.

In theory, in an economy in which knowledge is not a constraint, Paretian optimality
might be achieved either by the operation of perfectly competitive markets or by direct
commands, as in a collectivist or centralized economy. But in practice both means are
found to be imperfect for this purpose.

An Edgeworth—Bowley box is introduced to demonstrate that there are several Paretian
ideal allocations of resources. The Paretian ideal allocation varies with the distribution of
income or ownership of resources. The greatest stumbling block to determining the
socially ideal allocation of resources is the problem of deciding on what is the ideal dis-
tribution of income. The Edgeworth—Bowley box is also used to illustrate the benefits of
free trade or exchange and the possible costs of different types of government interfer-
ence in free trade. This, however, is not to suggest that government interference in free
trade cannot be justified on Paretian and on Kaldor-Hicks grounds in certain circum-
stances, for example, where traders are ill-informed.

Various microeconomic policies and possible reasons for introducing them are reviewed
according to whether they are designed:

1. to strengthen the operation of market forces, for example, measures to increase the
mobility of resources;

2. to modify or supplant market forces, for example, policies to correct for environmen-
tal spillovers and to establish or control monopolies; or
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3. toensure public supply or a socially optimal supply of goods that are not marketable,
that is public goods such as defence.

These apparently ‘opposed’ policies may be effective in different circumstances in reduc-
ing scarcity. One of the functions of a microeconomist is to specify these circumstances.

It would, however, be a folly to believe that government policies are always based upon
idealism. In most cases, actual policies are the outcome of political rivalry between groups
in society, involve compromise, and may indeed not satisfy the ideals of any group, let
alone the ideals of an economist. In tendering policy advice one has to accept that there
are social and economic constraints on the implementation of policies and these limit the
type of economic policies that can be introduced. Imperfections in political and bureau-
cratic mechanisms of resource allocation restrict the type of policies that can be effectively
implemented, just as there are market imperfections which cannot be eliminated by any
practical means. As is stressed in this book, in considering and in giving policy advice,
there is a need to take into account imperfections in all of these areas. Economists in the
past have tended to concentrate on market perfection and imperfection and to neglect the
other mechanisms of resource allocation.

2.2 NATURE OF MICROECONOMICS AND POLICY

Microeconomics is concerned with the universal problem of scarcity. Microeconomists
have used their tools of analysis to suggest various measures to reduce scarcity or shift its
impact and to predict the effects of such policies as wage, price and income controls, and
regulations on market competition. Given the central importance of relative scarcity (that
is, that more commodities or valued possibilities are desired than can be produced or pro-
vided, given the available limited resources of the world) most governments need to assess
the relevance of alternative microeconomic policies and choose between the alternatives.

Microeconomic studies concentrate on the individual parts of the economy and the
interdependence of these components in the working of the economy. Microeconomics
deals with the decisions of individual actors such as firms, workers, consumers and
investors and in more recent studies with family decisions, political decisions, and the
behaviour of non-profit organizations such as schools, hospitals and charitable organiza-
tions, and the way in which these shape the pattern of industries and the allocation of
resources through the aims and objectives of agents and the external market environment.
One set of microeconomic theories explores the consequences, for example, of utility
maximization by consumers and by voters, of profit maximization by firms, and of vote
maximization by political parties, a subject discussed in Chapter 14.

Questions Raised by Scarcity

Because resources are scarce, two important questions arise. One is a positive question: how
are resources allocated between alternative possibilities? The other is a normative question:
how should resources be allocated between alternative possibilities? Microeconomists have
had a great deal to say about both questions. Each question poses further questions such as
how are and how should resources be allocated between individuals (both those alive now
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and those expected to be born in the future), between different productive units such as
firms, between regions, between the production of different products, and between the
current consumption of resources and their conservation for the future? Resource alloca-
tion and microeconomic issues are involved in such diverse policy matters as how best to
conserve non-renewable resources such as oil, how best to reduce greenhouse gas emissions,
the desirability of government subsidies or aid for production or employment in depressed
regions, and the desirability of protecting selected products or industries from foreign com-
petition or giving them government assistance. However, the list does not stop there. It also
includes the effect of taxes, the best means to provide relief to the needy and poor, the allo-
cation of public expenditure, and the influence of unemployment benefits or dole payments
on the willingness of the unemployed to seek work.

Mechanisms for Deciding the Use of Resources

The social customs and mechanisms in any country or region influence the decisions of
its inhabitants about the use of its resources. In societies such as our own, relying on a
mixture of market mechanism and state intervention, the price mechanism plays a con-
siderable role in determining the allocation of resources. Each individual is free to acquire
private property (resources) for productive purposes and each is free, within limits, to
pursue his or her own self-interest in trading in resources and in using those resources
which he or she owns. The resulting pattern of resource use may be very different from
that which occurs when resources are centrally allocated by a planning body in confor-
mity with its priorities.

Government Interference and Microeconomic Policy

We should not exaggerate the extent to which private decisions determine the use of
resources in our society. Governmental interference in the use of an economy’s resources
is widespread. The public sector is not only a large purchaser and supplier of commodi-
ties but it interferes to a considerable extent with the private sector. Typical types of inter-
ference are as follows: in foreign trade, restrictions on imports (such as tariffs and quotas
on imported goods) are common; there is legislation to protect consumers, some of which
specifies that products should meet certain minimum standards; various restrictive trade
practices such as collective business agreements to maintain prices are banned; and sub-
sidies may be given to particular regions to encourage new industries or support declin-
ing ones. Furthermore, some services are made available free to consumers or are heavily
subsidized, such as education and medical attention; social services such as unemploy-
ment benefits and disability and aged pensions are provided by the government; some
industries obtain subsidies for their production or other incentives (although this may be
less common than it used to be) and minimum levels of wages often must be paid by indus-
tries. There is a considerable amount of interference by government in the private sector
of the economy and the type of interference which occurs is influenced by political factors
and mechanisms.

These types of interference raise microeconomic policy questions. What are the costs
and benefits associated with each of the above types of intervention? Is it possible to
obtain the desired economic change at lower cost by using a different policy? Economists
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need to consider such questions. An improved knowledge of the consequences of alter-
native policies may sway policy-makers to adopt policies that are more likely to achieve
their objectives. The proponents of policies may be wrong in assessing the effects of their
policies because remote consequences may be ignored and they may be mistaken about
the immediate consequences of their policies. Microeconomic knowledge can help resolve
such important issues. However, we need to consider the role of microeconomics in policy
and the role of a policy-adviser more carefully.

2.3 AIMS OR OBJECTIVES OF MICROECONOMIC POLICY
AND THE ROLE OF AN ECONOMIC ADVISER

Economists may involve themselves in microeconomic policy advice because they wish to
foster policies in support of their own ideals or they may be employed by politicians or
other policy-makers including business managers, to provide advice on how best those
policy-makers can achieve their aims — aims which may not parallel those of the econo-
mist. These alternatives might be described as:

1. An idealistic or utopian approach based upon general philosophical considerations.
Pareto’s approach, to be discussed below, is of this type because Pareto wished to
support the ideals underlying his theory by policy suggestions.

2. A ‘technical’ approach in which the aims of the policy are specified by an individual
or some group of individuals, for example, a group of politicians. In this approach,
the policy adviser does not question the aims (unless these are internally inconsistent)
of the individual or group hiring him or her but devises policies to achieve their objec-
tives if this is possible. Privately, of course, an economist may or may not have the
same aims as his or her employer.

Both possibilities involve normative and positive economics, but in the first case the norms
are supplied by the economist whereas in the latter case they are supplied by the employer.
Positive economics is involved in both cases since it is necessary to know what microeco-
nomic relationships in fact exist to identify the policies which best meet the proposed aims.

Reduction in Scarcity as an Ideal and the Means of Achieving this Reduction

One idealistic approach to microeconomic policy (one to which the majority of econo-
mists currently subscribe and one accepted by many policy-makers) begins from the
proposition that the main aim of microeconomic policy is to reduce scarcity and/or more
fairly share its burden, for example, by altering the distribution of income. Measures to
reduce scarcity or shift its burden include those designed to:

1. improve economic efficiency in the use of resources;

maintain full employment (an aim which can be seen as a part of the problem of
maintaining economic efficiency; see Chapter 11);

foster a desirable pattern of economic growth; and

4. improve the distribution of income.

w
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Many economic policies affect scarcity. Listing these under the above four headings,
they include policies affecting economic efficiency in the allocation of resources, such as:

freedom of trade and production and openings for trade and production;

the payment of subsidies on the production of particular goods or on production

in particular regions;

e limitations on international trade such as those resulting from tariffs on imported
commodities or quotas on the quantity to be imported of particular commodities;

e measures to protect consumers such as restrictions on maximum prices and con-

straints on acceptable qualities of goods to be traded;

those affecting employment, such as:

e wages, prices and profit policies; subsidies for employment in depressed regions;

e® measures to increase the mobility of workers such as the payment of relocation sub-
sidies to the unemployed;

e schemes to provide more information about job opportunities to the unemployed
and to employers seeking employees;

those influencing economic growth, such as:

e schemes to influence the adoption of superior techniques of production;

e measures to encourage the development of new techniques and products through
subsidies for research and development expenditure;

e cducation policies to encourage individuals to be innovative and to make it easier
for them to adjust to a changing world;

those altering the distribution of income, such as

e® social welfare benefits;
e taxation; and
e aid to less developed countries.

Most of these specific policies have implications for all the main influences on scarcity.
Freedom of trade, for instance, not only affects the efficient allocation of resources but
also has consequences for employment, influences economic growth, and alters the dis-
tribution of income.

Difficulties in Deciding what Constitutes a Reduction in Scarcity

Even if we accept that it is ideal for microeconomic policy advisers to suggest policies to
minimize or reduce scarcity, it is difficult to decide what constitutes a reduction in scarcity.
This is especially so when an economic reform makes some individuals better off and
others worse off, because interpersonal comparisons of welfare need to be made to decide
whether the reform increases social welfare. There have been two main responses to this
problem by economists — that by Pareto and that by Hicks and Kaldor.
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Pareto’s Criterion

Pareto’s response is to concentrate on the necessary conditions for minimizing scarcity.
According to Pareto, scarcity is only minimized if it is impossible to make any individual
better off (in his/her own estimation) without making another worse off (in his/her own
estimation). For Pareto, policies satisfying this condition are ideal and it is seen as the task
of the economist to identify these policies. Given Pareto’s criterion, no policy can be ideal
from the point of view of minimizing scarcity if it is possible by altering it to make
someone better off without making another worse off.

Pareto believed that as far as reform is concerned any economic change preferred by at
least one individual and not less preferred by any to the status quo can be regarded as
increasing the efficiency of the economy in satisfying wants. Such a reform reduces scarcity
and is desirable in his view. The change is called a Paretian improvement. In practice,
however, there are likely to be few policies which make at least one individual better off in
the individual’s estimation without making any other individual worse off. Furthermore,
if policies must conform to this Paretian criterion, it is clear that they will differ depend-
ing upon the initial status quo. Policies of this kind tend to be constrained by the status
quo. For example, the initial distribution of the ownership of resources limits the range of
policies available.

Kaldor and Hicks proposed a criterion which allows more scope for economic reform
than the Paretian criterion. They suggest that an economic change is socially desirable if
the gainers from the change can more than compensate the losers, that is, if a potential
Pareto improvement is possible. But this brings one face to face with the income distri-
bution question. If compensation is not in fact paid to the losers, is the distribution of
income worsened and, if so, is the deterioration sufficient to offset the benefits otherwise
of the change? But for the moment let us concentrate on Pareto’s criterion and its policy
implications and return to the Kaldor—Hicks criterion later.

The Nature of the Paretian Ideal

In practice, and as already mentioned, policy recommendations based upon Pareto’s cri-
terion have usually been ones aimed at achieving maximum economic efficiency, a situ-
ation where it is impossible to make any individual better off without making another
worse off. These recommendations have been concerned with the ideal, an ideal which it
is necessary to fulfil no matter what is the distribution of income, if scarcity is to be min-
imized. The economic relationships which need to be satisfied to meet the ideal hold
whether the economy is a socialist one, a capitalist one, or one organized along other lines.

Conditions to be Satisfied for a Paretian Ideal

Given that the economic world (preferences for commodities and production relation-
ships) has a particular set of characteristics, economists have shown that the allocation of
resources must satisfy certain conditions in order to yield a Paretian optimum. For
instance, under the normally assumed circumstances (which include certain convexity
conditions to be satisfied by the production and consumption relationships), the compo-
sition of the output of products should be such that the rate at which products can be
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technically transformed into one another is equal to the rate at which consumers are
willing (given their tastes) to substitute one for the other.

Paretian Ideal Production and Consumption in a Robinson Crusoe Economy

The necessity of this condition is easily illustrated for a Robinson Crusoe economy in
which the appropriate convexity conditions are satisfied by production and consumption
relationships. As will be shown, even this simple model can be used to illustrate policy
problems in real economies, and the model brings out the importance of both individual
preferences and technical production possibilities in the scarcity problem.

Given Robinson Crusoe’s resources and the amount of effort that he wishes to put into
productive activity, assume that the curve ABC in Figure 2.1 represents his production
possibility frontier. Given his technical knowledge, his limited resources prevent him from
producing a combination of products to the right of this curve which is his scarcity con-
straint. Robinson Crusoe’s choice problem is to maximize his utility or preferences for
consuming wine and bread subject to his limited production possibilities. To specify his
best choice, let us represent his tastes or preferences for bread and wine by a set of
indifference curves.

The indifference curves marked /; 1, and I, I, for example, help indicate Robinson
Crusoe’s tastes or preferences for bread and wine. Any combination along an indifference
curve is just as much desired by him as any other on the same curve.

Combinations on higher indifference curves are preferred to those on lower curves.
Therefore, given the economic situation shown in Figure 2.1, it is optimal for Robinson
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Figure 2.1  Given Crusoe’s production possibilities as represented by the hatched area and his wants
or desires as represented by his indifference curves, it is optimal for Crusoe to produce
and consume the amount of bread and wine represented by combination B. Point B is on
his production possibility frontier and conforms to the best possible extent with his
preferences
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Crusoe to produce the quantity of bread and wine corresponding to point B. At point B
the (marginal) rate of technical substitution between bread and wine equals Crusoe’s
(marginal) rate of indifferent substitution between these. Any other attainable production
combination is on a lower indifference curve than B. For example, the production possi-
bility at point K is on a lower indifference curve than B and therefore is less preferred
than B. Similarly, production possibility combinations below the production possibility
frontier, such as at point L, do not satisfy Crusoe’s wants to the greatest extent possible.
Crusoe may, for example, produce a production combination below the frontier because
he does not use the best (most productive) techniques of production available to him.

Policies Preventing the Attainment of a Paretian Ideal in a Crusoe Economy

Let us use this Crusoe example to identify policies which can prevent the attainment of a
Paretian optimum. Suppose that Robinson Crusoe is discovered by a neighbouring
kingdom, and his land annexed, but he is left on his island alone except for occasional
visits by the King’s authorities to see that the King’s laws are being obeyed. The King is
opposed to the drinking of wine and believes that it is immoral for Crusoe to consume
25 litres annually. He decrees that Crusoe is not to produce and consume more than 12
litres of wine annually. By rationing Crusoe’s supply of wine, the King moves Crusoe in
terms of Figure 2.1 from position B to K. Crusoe is made worse off in his own estimation,
that is made poorer by this policy. Similarly, in real world economies, when governments
restrict the production of particular commodities by quotas, taxes or other means, they
are liable to reduce economic welfare.

The King, however, may feel that from an administrative point of view the best way
to limit Crusoe’s consumption of wine is to restrict his production possibilities. The
main reason for Crusoe’s large production of wine may be his discovery of an effective
grape press. Seeing this, the King might order the destruction of the press and forbid the
building of a new one with the aim in mind not only of limiting Crusoe’s wine con-
sumption, but also of reducing the risk of the spread of knowledge of the invention to
other parts of his Kingdom where it is unknown. The King may fear that the spread of
this knowledge would raise wine consumption, generally, and increase leisure time, so
making it harder for him to maintain law and order. However, the effect as far as Crusoe
is concerned is to restrict his production possibilities to a level below his production
possibility frontier and he may reach a new constrained optimum at a position such as
point M. As a result of this policy, Crusoe now enjoys 20 loaves of bread and 10 litres
of wine per year and is much worse off than before he was regulated. In real economies,
measures to restrict the introduction of new techniques (such as is sometimes favoured
by particular industries or unions) can keep scarcity greater than it need be and all may
suffer in the end.

Or to give another example, suppose that the King decides that grapes can only be
grown on that part of the island which is relatively least suitable for their production. He
sees that this will also restrict the amount of wine available to Crusoe. This policy also
results in Crusoe’s optimal restricted position becoming one like M, that is one within the
interior of his production possibility boundary. Crusoe is made poorer as a result of this
policy. In real economies, the community can similarly be made poorer by policies which
encourage production of commodities in relatively less productive regions by subsidizing
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such production or by taxing or placing limitations upon the production of commodities
in areas which relatively suit their production. This occurs, for instance, in some regional
policies and in some agricultural policies.

It ought to be noted that the King in this hypothetical example does not share Pareto’s
ideal. For one thing he believes either that the individual is not the best judge of his own
self-interest or that the preferences of individuals, at least in some respects or to some
extent, are unimportant compared to the King’s. An economist, however, can point out
some of the economic costs of the King’s policies.

Conditions for Pareto Optimality in Normal Economy

In a normal economy involving many producers and consumers, the conditions
which must be satisfied to ensure Pareto optimality (a resource allocation for which it is
impossible to make some individual better off without making another worse off) are
more complex. However, the basic conditions to be satisfied are simple and are as
follows:

1. Economic efficiency in production. It must be impossible, given available techniques,
to increase the production of any valued commodity without reducing that of
another by altering the allocation or use of resources. This implies that production
must be on the production possibility frontier of an economy.

2. Economic efficiency in consumption. Commodities must be allocated between con-
sumers in a way which makes it impossible by re-allocating commodities to increase
the satisfaction of any consumer (place him or her on a higher indifference curve)
without reducing that of another.

3. There must be an optimal conformance between the quantities supplied of different
commodities and the desires of individuals for the various commodities. The com-
position of production must be such that it is impossible by altering its composition
(by increasing the supply of one commodity at the expense of another) to make any
individual better off without making another individual worse off. In the Crusoe case,
point B in Figure 2.1 represents a composition of production which optimally con-
forms with desires.

While the above Robinson Crusoe model illustrated some of the conditions which need
to be satisfied in an economy if it is to achieve maximum efficiency in production and an
optimal conformance between production and the desires of individuals for the different
commodities which can be produced, it does not illustrate economic efficiency in the
exchange and consumption of commodities. However, the model to be introduced shortly,
based on the Edgeworth-Bowley box, does. It illustrates how trading of commodities
internationally or nationally can increase economic welfare (that is in this case bring
about a Paretian improvement) and how restrictions on trade, such as tariffs on imports
or rationing, can have the opposite effect. Furthermore, the model lends emphasis to the
point that the Paretian criterion is unable to prescribe an optimal distribution of income.
But before outlining the Edgeworth—-Bowley box model, it should be pointed out that
economists have focused their attention on two broad social means for achieving Pareto
optimality.
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Alternative Means of Attaining Paretian Optimality — Markets or Direct Controls

Under suitable conditions which include the possession of adequate knowledge by
decision-makers, a Paretian optimal allocation of resources can be achieved by:

1. the operation of perfectly competitive markets (for instance, in a private enterprise
economy); or

2. direct controls or commands (for example in a collectivist or centralized economy)
intended to achieve a Paretian optimal position by ensuring that the required pro-
duction and consumption conditions are satisfied.

The Paretian optimality of either economic system (given the assumed theoretical
sufficiency of knowledge on the part of the economic decision-makers) can be shown
by mathematical means. These theoretical considerations have sometimes led eco-
nomists to recommend that actual policy efforts should be made by the government
to foster perfectly competitive markets or that governments in centrally directed
economies should strive to direct their economies towards a Paretian optimum since
there are no real obstacles to achieving the optimum by direction. But in both instances
the suggested policies are based upon theoretical assumptions which are unlikely to be
satisfied in practice. For one thing, perfectly competitive markets are not likely to occur
because information is imperfect. Perfect central direction of the economy is also
likely to be impossible because the knowledge possessed by central planners is very
imperfect.

As strongly maintained by most members of the Austrian School of Economics (see
Chapter 3), the different sets of information possessed by individuals in society about
their wants and technological production possibilities are more likely to be used with
greater efficiency in a free market economy in allocating resources than in a centralized
economy. This is because the limited capacities of central planners prevent them from
obtaining and comprehending adequately all this information possessed by different indi-
viduals in society. In essence, it is claimed that even imperfect free-market systems are
likely to be more efficient in resource allocation (scarcity reduction) than imperfect cen-
tralized economic planning systems; and the former are usually more consonant with the
maintenance of individual liberty. Furthermore, free market systems may be more
effective than centralized economies in fostering economic growth, because, for example,
they are more conducive to research and business innovation (Schumpeter, 1954), which
Schumpeter claimed might reach its zenith under some forms of imperfect market com-
petition (see Chapters 8 and 9).

Even if it is granted that perfect competition can occur in practice, it results in a
Paretian optimum only if production and consumption relationships satisfy a range of
assumptions. Given the absence of externalities, the absence of significant ranges of
increasing returns to scale in production, and the fact that all goods are private goods,
perfect competition can lead the economy to a Paretian optimum. However, in practice
market failures do occur, and the ideal of attaining a Paretian optimum by the operation
of perfectly competitive markets cannot be achieved. Market failures, which will be
explored later in this chapter, may call for government intervention in the economy and
microeconomic policy advice is needed in this regard.
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Paretian Optimality in Exchange and the Income Distribution Problem Illustrated by the
Edgeworth—Bowley Box

There is a further problem with the Paretian criterion. It gives the policy-maker no guide
to the ideal distribution of income. Different allocations of resources are Paretian ideal
depending upon the distribution of income or rights of individuals to resources. This can
be illustrated by means of an Edgeworth-Bowley box, shown in Figure 2.2. This diagram
will also be used to illustrate the advantages of trade and the drawbacks of policies
restricting trade.

Imagine that there are two individuals, A and B, and that two commodities, petrol and
bread, are available to them. The total number of loaves of bread and number of litres of
petrol available to both in any year is fixed. Any other two commodities can of course be
taken as an example, or one may wish to consider petrol as a surrogate for travel and bread
as a surrogate for food. Other examples can be easily constructed such as rice versus wine,
or access to computers and the Internet versus recreational travel. The question is how to
allocate the total available quantity of these commodities between the two individuals so
as to achieve Paretian optimality.

The optimal allocation depends on the preferences of the individuals for petrol com-
pared to bread, which can be specified in an Edgeworth—-Bowley box like that in Figure
2.2. The height of this box represents the total number of loaves of bread available in a
year and its width indicates the total number of litres of petrol available in a year. The
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Figure 2.2 An Edgeworth—Bowley box. It shows that a number of different allocations of resources
can be Paretian optimal. In this case any allocation of resources along the contract
curve O ,KLMO is Paretian optimal
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indifference curves marked 7,2 A, I,A I,A and I, I;* indicate individual A’s preferences
for bread and petrol. The allocations to individual A are measured away from the origin
O,. The allocations of petrol and bread to individual B are measured away from the origin
Oy and the indifference curves 7,8 I\B, I,B I,B and I;B B represent individual B’s prefer-
ences.

An allocation of petrol and bread corresponding to point M (this allocates 40 litres of
petrol and 80 loaves of bread to individual A and 10 litres of petrol and 20 loaves of bread
to individual B) is Pareto optimal. Any movement away from this allocation, once it is
achieved, places at least one individual on a lower indifference curve. Similarly, the allo-
cation at point K is Pareto optimal. Indeed any allocation of petrol and bread corre-
sponding to a point of tangency of the individuals’ indifference curves is Pareto optimal.
All the points along the (contract) curve, O, KLMOy, are points of tangency between the
individuals’ indifference curves and represent Paretian optimal allocations. While it is
clear that there are always allocations on the contract curve preferred to those not on it
(for instance any allocation on KL is preferred to the allocation at point T), the Paretian
criterion gives us no way of ranking the social desirability of different allocations along
the contract curve. Indeed, the Paretian criterion is unable to rank social changes in which
one party is made better off and another worse off. Just as the relative social desirability
of K and L cannot be compared, neither can that of V and T be compared by using the
Paretian criterion.

The Need for a Social Welfare Function and its Non-uniqueness

It is impossible to select the ideal economic allocation of resources in the absence of a
social welfare or ordering function of the alternative possible distributions of wealth or
income, for there is no way of choosing between allocations which make some better off
and others worse off. However, there is no agreement about how such a social welfare
function can be scientifically obtained and whether or not there ought to be one such func-
tion. Hence, for the economic adviser or technician, the relevant social welfare function
is specified by the party or parties hiring his/her services and reflects their value judge-
ments. While the relevant social welfare function may vary from individual to individual,
between politicians and political parties, most such functions might be expected to satisfy
Pareto’s criterion, that is a change making at least one individual better off (in the indi-
vidual’s own estimation) without making any other worse off is a social improvement. If
this criterion is satisfied by the social welfare function then, as will be shown, this implies
that the social optimum lies upon the utility possibility frontier of the economy, and in
turn this implies the necessity of Paretian efficiency in production and exchange, and an
optimal conformance between production and consumption. This can be illustrated from
Figure 2.3.

Let the hatched area in Figure 2.3 represent the utility possibilities for individuals A
and B given the opportunities and preferences shown in Figure 2.2. Points on the utility
possibility frontier, DEH, are in one-to-one correspondence with those along the contract
curve in Figure 2.2. Thus, point E on the utility possibility frontier may correspond to
point (allocation) L on the contract curve, and vice versa. The optimal allocation of
resources can be determined using the utility possibility set and the relevant social welfare
function. For example, suppose that the relevant social welfare function reflects a very
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Figure 2.3 The social welfare function is not unique. The social welfare indifference curves
corresponding to two possible social welfare functions are shown. One social welfare
Sfunction implies that the social optimum occurs at point E on the utility possibility
frontier and the other implies that it occurs at point F. In both instances, Pareto’s
necessary conditions for a social optimum must be satisfied

strong desire for equality of income so that the social welfare indifference curves corre-
sponding to it are like the right-angled ones marked W, W,, W,W, and W, W, in Figure
2.3. In this case the highest attainable level of social welfare occurs at point E when both
individuals are judged to obtain equal utility. In turn, position E corresponds to L on the
contract curve in Figure 2.2 and implies that the allocation of commodities must be the
one corresponding to L if this social optimum is to be achieved.

Or to take another example, suppose that the relevant social welfare function reflects
favouritism for individual B in the distribution of income. The social welfare indifference
curves corresponding to it might be like the straight-line indifference curves W, W,’,
W,"W,', and W,'W,' in Figure 2.3. In this case, the social optimum occurs on the utility
possibility frontier at point F and, in turn, this implies an allocation of commodities on
the contract curve, such as that at point K in Figure 2.2.

As can be seen, the two different social welfare functions imply different optimal allo-
cations of resources. One implies the allocation at L in Figure 2.2 and the other implies
an allocation such as K. Nevertheless, in both cases the necessary conditions for a Paretian
optimum are satisfied. Indeed, these conditions must always be satisfied for a social
optimum if the social decision-maker believes that any change which makes at least one
individual better off without making any other worse off is a social improvement. In these
circumstances, satisfaction of the Paretian conditions is necessary but not sufficient for a
social optimum. The mere fact that the necessary conditions are satisfied does not ensure
maximization of social welfare, as can be seen from Figure 2.3. The Paretian conditions
are satisfied if G on the utility possibility frontier is reached, but for neither of the social
welfare functions represented in Figure 2.3 is G a social optimum.
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The Need for a Social Welfare Function and its Non-uniqueness

At this stage, it is worthwhile drawing some further policy implications from the
Edgeworth—Bowley box introduced in Figure 2.2. The model introduced there can be used
to illustrate how free trade can result in a Paretian optimum and how policies restricting
trade can prevent the attainment of a Paretian optimum or rule out an otherwise possible
Paretian improvement. To avoid cluttering Figure 2.2 let us redraw and modify it as in
Figure 2.4.

In Figure 2.4 the contract curve is shown as O,LOy and the Paretian optimal condi-
tions for allocation are only satisfied along this curve. Trade can be mutually beneficial if
the individuals have an initial allocation of petrol and bread away from the contract curve
such as the allocation at point J. In this case, if individual A exchanges petrol with indi-
vidual B for bread, the parties can move to position L where both are better off than before
trade. If both parties are well informed about the characteristics of the commodities, free
trade can only make both parties better off.

But suppose that the government decides that the distribution of goods corresponding
to J is fair and forbids trade in the goods. This prevents the parties from obtaining a
Paretian optimum. For instance, they are prevented from moving from J to a position such
as L and both are worse off than they could be through trade. The government’s solution
fails to take account of the fact that individual B has a relatively greater preference for
petrol than individual A.
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Figure 2.4 Policies restricting or limiting trade or exchange can prevent the attainment of a
Paretian optimum. This is so if the allocation of commodities corresponds to point J, for
example, and trade is only allowed at an exchange rate indicated by CD
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Again, although exchange may not be forbidden, it might only be allowed at an
exchange rate which makes trade unprofitable to the parties or rules out the attainment
of an optimum. For instance, assume that trade is only permitted at the exchange rate
indicated by the price line CD. Then no trade will occur because individual A receives too
little bread in exchange for petrol. All permissible trading opportunities along CD are
such that they would make one party worse off and hence no trade will occur. The restric-
tion on the exchange rate results in parties remaining at J and forgoing a possible Paretian
improvement such as would occur if they were not prevented by policy from moving to
position L. In the real world, a government could achieve this distortion of price ratios
by imposing a tax on the exchange of petrol (a tax payable in the example by bread). An
excise or sales tax could have this effect. Or again, A might be the resident of a foreign
country and B a national, in which case the government can distort the price ratio by
placing a tariff (tax) on the import of petrol. All such restrictions on trade can prevent a
Paretian optimum from being achieved or rule out an otherwise possible Paretian
improvement.

Another possibility is that the government uses quotas to restrict trade or exchange.
Suppose that the government restricts individual A to exchanging a maximum of UT of
petrol or, in the case of imports, limits individual B to importing this much petrol. If no
other restrictions apply, trade will occur. After trade, parties will achieve an allocation
along UV between the two indifference curves through point J. For instance, the new allo-
cation may be at point R. While both are better off than at J, point R is off the contract
curve and both could be made better off by further trade if it happened to be allowed.
Quotas imposed by the government or by agreements between suppliers limiting domes-
tic supplies or limiting imports are likely to prevent the attainment of a Paretian optimum
and stand in the way of a Paretian improvement.

The Kaldor-Hicks Criterion — a Potential Paretian Improvement

In practice, it is difficult to find policies which ensure a Paretian improvement. Most pol-
icies, while benefiting some individuals, are detrimental to the interests of others.
However, much of cost-benefit analysis skirts around this problem by adopting the
Kaldor-Hicks criterion. This criterion regards any social change as an improvement if
gainers from the change can compensate the losers (irrespective of whether they do) and
be better off than before the change. It is sometimes argued that the application of this
criterion is justified because when all policies are considered the gains and losses to indi-
viduals tend to cancel out. However, they are not certain to cancel out. Consequently, the
rider is sometimes added that a social change satisfying the Kaldor—Hicks criterion is a
social improvement provided that it is judged not to worsen the distribution of income.

The Importance of Non-economic Variables in Policy-making

The above idealistic changes are judged purely by reference to economic variables. But
economic changes can alter social and political relationships in society. For instance, if
economies of scale are important, it may be possible to achieve a Kaldor—Hicks improve-
ment by merging firms and fostering the growth of a few large firms in the economy. But
by virtue of their increased size, these firms may be able to wield greater political influence,
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and indeed they could become sufficiently powerful to restrict the liberty of others.
Economists such as Rowley and Peacock (1975) argue that such possibilities need to be
taken into account before recommending an economic reform. Again measures designed
to move an economy towards Paretian optimality may have unwanted sociological effects.
While mobility of labour may be judged to be necessary for economic efficiency, great
mobility may interfere with the cohesiveness of groups and families, and create psycho-
logical stress. Just how much weight should be put upon these non-economic effects is a
moot point, but in an ideal solution they need to be taken into account.

There are some theories of welfare not in the main economics stream which assert that
welfare depends upon the difference between material wealth and other characteristics
attained or attainable and those aspired to. Welfare falls if aspirations move too far ahead
of that which can be realized or obtained. Marcuse (1964) suggests, for example, that
welfare may not actually rise in developed economies with material wealth because adver-
tising by companies pushes aspiration levels well above what can be achieved and
increases dissatisfaction. This point of view will be discussed in Chapter 5.

Policy Advice at a Technical rather than an Idealistic Level

There is another level at which microeconomic policy advice may be valuable. It may be
useful at the technical level. For instance, would a tariff on imports be effective in increas-
ing the local production of a particular commodity? What level of tariff is needed to
increase local production by 10 per cent? Is there an alternative means of achieving this
10 per cent increase in production? What are the alternative means? Advice at this level is
concerned with positive relationships between economic variables.

Again it is a matter for positive economics to determine whether economic aims or
objectives can be met and whether there are conflicts. Formulated aims may be internally
inconsistent or economic constraints may make it impossible to achieve all aims simulta-
neously. For instance, it may be impossible to minimize the degree of inequality of income
and maximize the level of production of commodities simultaneously. This would be so
if the relationship between production and income inequality happened to be like that
shown in Figure 2.5.

In this case, the level of output is assumed to be a function of the degree of inequality
of income. This could occur if the inequality arises as a result of rewards for effort which
provide incentives to individuals to raise production. On the other hand, it might be
argued that in some cases the causation runs the other way. Less income inequality may
occur at higher levels of production because there is less involuntary unemployment when
production is high and there may be a greater demand for labour relative to other factors.
But no matter which way the causation flows, or whether a more sophisticated theory is
needed to take account of the relationships, one cannot simultaneously maximize pro-
duction and minimize income inequality if the relationship is as in Figure 2.5.

Many other examples of unrealistic objectives can be given. A policy aimed at maximiz-
ing economic growth and guaranteeing employment to individuals no matter where they
reside or wish to reside would be unrealistic and/or costly. The last-mentioned objective
conflicts with the first. It is an important task of an economic policy adviser to specify the
possible trade-offs. For instance, there is usually a trade-off between regional assistance and
economic growth. Other examples of necessary trade-off will be given throughout this text.
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Figure 2.5 It may be impossible to minimize the degree of inequality of income and simultaneously
maximize the level of production. This would be so if the relationship between the
inequality of income and level of production happened to be as shown

2.4 GENERAL MICROECONOMIC POLICIES FOR ATTAINING
OBJECTIVES

Microeconomic policies appear to fall into three broad categories:

1. those policies designed to strengthen the operation of market forces;
2. measures intended to modify or supplant the operation of market forces; and
3. policies adopted in circumstances where market forces are incapable of operating.

Policies to Strengthen the Operation of Market Forces

Microeconomic policies designed to strengthen the operation of market forces in allocat-
ing resources are often predicated on the view that perfect competition is socially optimal.
Consequently, measures may be taken to foster perfectly competitive conditions. Such
measures may be designed to improve the flow of information to participants in the
economy and to facilitate the mobility of resources such as labour. Legislation may be
passed to outlaw restrictive trade practices, and collusion between businesses may be
banned in order to encourage greater market competition. In some instances, the oper-
ation of market forces may be strengthened by altering property rights, for example by
converting open-access resources (available to individuals in common and without restric-
tion) to private property. Thus, for instance, the enclosure of common grazing land and
its assignment as private property strengthens market forces because individuals’ returns
from the land depend upon their own effort and are not interfered with by the efforts of
others. However, in the case of some natural resources which are common property, such
as fish and whales on the high seas, these cannot be economically made private property
and their conservation requires international agreement.
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Not all policies aimed at strengthening the operation of market forces are motivated by
the view that perfect competition is socially ideal. Special interests sometimes support such
policies in order to gain from them. At other times, they may gain support because it is
believed that some degree of competition (but not a perfect degree) is socially optimal and
that actual competition should not diverge too much from the perfectly competitive ideal.
Supporters of this view may also couple it with the opinion that private control of resources
is preferable to public control because private individuals and organizations are likely to be
better informed about future economic wants and costs than public organizations.

However, even when commodities can be marketed, markets may fail to work perfectly
enough for them to ensure a social optimum. They may fail because of imperfect knowl-
edge on the part of market participants, because of spillovers in production or consump-
tion, because some traders have market power, or because of constraints on the behaviour
of firms when decreasing average costs of production occur. Furthermore, some com-
modities cannot be marketed at all even though they have economic value (see Chapter 14
and below). Market failure occurs in these cases and failure of this type will be illustrated
below. But it does not follow that these failures will be eliminated under public control of
markets. Public or civil servants, for instance, are also likely to have imperfect knowledge.

Policies to Control or Modify Market Forces

Where markets work, but work imperfectly, the government may adopt policies to modify,
control or supplant the operation of markets in order to achieve a Kaldor-Hicks type of
gain. Gains of this type may be realized:

1. when individuals or groups of traders in a market have market power, as is the case
of a monopoly or monopsony, and exercise it; or
2. when important externalities or spillovers occur.

Consider the externality case first.
Control of Externalities or Spillovers

When an economic activity by one party harms another and no compensation is paid to
the damaged party or when the activity benefits another and no payment is made by the
beneficiary for this benefit, an externality or spillover occurs. The former involves an
unfavourable externality and the latter a favourable one. Thus, a factory which emits air
pollutants and damages the health and property of nearby residents without its owners
compensating them for these damages is creating a harmful or unfavourable externality
or spillover. Actual examples include the emission of fluorides from aluminium plants, of
lead in vapour from lead refineries, and of sulphur dioxide and corrosive gases from fac-
tories and power generating plants burning high sulphur coal. Or the spillover may take
the form of water pollution with biological and chemical wastes from industry being
dumped into waterways or be in the form of noise pollution. Activities involving spillovers
are unlikely to be conducted on a socially optimal scale and in a socially optimal manner
if these activities are determined by market forces. A Kaldor-Hicks gain can usually be
obtained as a result of government intervention in such cases.
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Figure 2.6 Market failure can occur as a result of unfavourable externalities or spillovers. The area
of the hatched triangle indicates the extent of the social loss occurring under perfectly
competitive conditions given an unfavourable spillover of £5 per tonne of steel produced

For instance, consider the case illustrated in Figure 2.6. Suppose that steel is produced
by a perfectly competitive industry and that it costs each firm £5 to produce a tonne of
steel. The private supply curve of steel (reflecting the costs borne by the producer) is the
horizontal line marked SS in Figure 2.6. Given that the market demand for steel is as indi-
cated by the curve marked DD, the market equilibrium supply of steel is 15 million tonnes
annually. However, suppose that each tonne of steel produced causes £5 worth of damage
to individuals (in terms of increased ill-health, damage to the fabric of their residences,
deterioration in their gardens and the freshness of their air) for which they are paid no
compensation by producers. This spillover may occur because the steel industry is using
high sulphur coal to smelt its steel. The marginal spillover cost of steel is £5 and the social
marginal cost of producing steel is £10, that is, equal to its costs to steel producers plus
spillover costs, and is indicated by the horizontal line marked 77 in Figure 2.6. Clearly, a
Kaldor-Hicks gain can be made by reducing the annual output of steel from 15 million
tonnes to 10 million tonnes, that is to the level where the marginal social costs of pro-
ducing steel equal the demand for it. The community gains by the difference between the
fall in total social costs (£10 X Sm. = £50 million) and the value placed on the lost output
by consumers (£5X 5m. +£5X2.5m.=£37.5 million). The net benefit of reducing the
production of steel to 10 million tons annually is £12.5 million and is indicated by the
shaded triangle in Figure 2.6. Assuming that restricting the quantity produced of steel is
the only policy option for reducing the level of pollution from steel production, a
Kaldor-Hicks social optimum occurs for the output for which the social marginal cost of
producing steel equals the demand for it, that is the level of output for which the benefits
and costs to society of steel production are equal at the margin.

There are, however, a number of different measures which a government can take to
ensure that externalities are taken into account in resource allocation. In the case of
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unfavourable spillovers, the government can, for example, impose suitable taxes and in the
case of favourable externalities pay a suitable subsidy on production. A suitable tax is one
sufficient to equate private marginal costs of production with social marginal costs. In the
example given in Figure 2.6, the imposition of a tax of £5 per tonne of steel produced
would ensure the production of 10 million tonnes of steel annually, a socially optimal
amount, because it results in the after-tax marginal costs borne by producers being equal
to social marginal cost. There are also other policy means available to the government
such as quotas on production that can be used to achieve the same level of production.
In other circumstances, policies might be introduced to ban harmful activities or change
property rights and allow courts to determine compensation for victims of spillovers (see
Chapter 16). Microeconomic policy-makers must consider the benefits and limitations of
alternative policies to deal with spillovers. Is it preferable to impose a tax on output rather
than a quota? Is it more efficient to tax emissions of pollutants rather than the output of
the product? These issues will be discussed in Chapter 16. It will be shown there, for
instance, that more economical (efficient) means often exist for regulating pollution than
restricting the quantity produced of a commodity causing pollution (the case illustrated
by Figure 2.6). But observe from the above simple example that usually it is not socially
optimal to reduce pollution to zero. At the socially optimal level of output, pollution
remains — spillovers are not eliminated.

Control of Market or Monopoly Power

Market power can also be a source of market failure. When individual traders in a market
have market power and exercise this, a social loss in the Kaldor—Hicks sense may occur.
It may be possible for the government to ‘perfect’ markets in this case, for instance by
banning collusion by traders and by outlawing restrictive trade practices, or by ensuring
that there are many producers of a commodity by breaking up monopolies. A situation
in which a Kaldor—Hicks gain is possible is illustrated in Figure 2.7.

The curve DD represents the weekly demand for water in an area. Suppose that the
supply of water for this area is provided by a stream and that the supplies naturally avail-
able from this stream are well in excess of 20 million litres weekly, the quantity demanded
of water when it is freely available. Since the costs of supplying water are assumed to be
zero and since its available supply exceeds demand, a social optimum is achieved when
water is a free good. But suppose that the stream, the sole source of water supply in the
area, falls into the hands of a single owner intent on maximizing his/her profit. A non-
discriminating monopolist is able to maximize his profit by charging a price of £1 per litre
for water. This restricts the consumption of water from 20 million litres weekly to 10
million litres weekly. A supply of 10 million litres maximizes the monopolist’s profit since
his/her marginal cost of supply is zero, and therefore marginal revenue equals marginal
cost when marginal revenue equals zero. (At that level of supply, the price elasticity of
demand is unity.) As a result of his restriction of supply, the monopolist makes £10
million in profit weekly. However, a return to the consumption of 20 million litres of water
weekly (at a zero price) would result in a Kaldor-Hicks improvement. After paying the
monopolist £10 million, (as compensation for profit forgone and as a bribe to act benev-
olently) consumers would be better off than in the restricted situation by an amount equiv-
alent to the area of the hatched triangle in Figure 2.7. This represents the additional
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Figure 2.7 When market or monopoly power is exercised, the government may be able to intervene
in the market to bring about a Kaldor—Hicks gain. A monopoly leads to a Kaldor—Hicks
loss as represented by the hatched triangle

consumers’ surplus to be obtained from the extra water consumption and is equal to £5
million weekly in this case.

The government may adopt a number of different policies to deal with the monopoly. It
may place the ownership of different parts of the stream in many different hands thus pro-
moting competition; it may regulate the maximum price of water; or it may itself take over
the ownership of the resource and make it freely available. Microeconomic policy-makers
need to consider the benefits and limitations of these alternative policies. Difficulty arises
in particular when the cost per unit of supplying a commodity declines with the volume of
its supply, and per-unit costs of production of a commodity are minimized when one firm
supplies the whole market. A natural monopoly is said to exist. In this decreasing cost case,
a Kaldor-Hicks loss may result from government policies designed to ensure that a large
number of suppliers produce the commodity. A profit-maximizing monopoly, even though
not socially optimal, may (in this case) result in less economic scarcity than when many
suppliers supply the commodity. This and related issues will be discussed in Chapter 8
dealing with monopoly.

Non-marketability — the Case of Pure Public Goods

As mentioned above, sometimes markets are unable to operate at all to supply commodi-
ties. This is so when it is impossible or impractical to make the availability of a commod-
ity to individuals conditional upon their payment for the commodity. In particular, a
commodity cannot be marketed when its supply ensures its availability to all, none of
whom can be excluded from using it and none of whom experience decreased satisfaction
from jointly consuming the good. Such goods are called pure public goods. In other
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words, in the case of pure public goods exclusion is impossible and there is non-rivalry in
the consumption of the goods. Examples of pure public goods include:

1. The destruction of mosquito larvae in swamps or of other pests having considerable
mobility and range (for example, locusts).

2. Flood mitigation.

The provision of peace, defence and military alliances (for example, NATO).

4. The retention of wilderness areas so as to keep options (the option of visiting such
areas) available to potential users.

5. The reduction or elimination of disease ‘reservoirs’, such as the elimination of small-
pox and reduction in sources of other communicable diseases as is being achieved by
the World Health Organization and other public bodies.

6. The supply of basic knowledge or principles for use in science.

7. The provision of public regulations or laws which benefit all.

8. Measures to prevent the entry of exotic diseases into a country such as quarantine
measures.

9. Reduction in international pollution such as measures to reduce greenhouse gas emis-
sions.

w

Unless collective or government action is taken to supply it, a smaller quantity of a pure
public good is likely to be supplied than is socially optimal, or it may not be supplied at
all. This can be illustrated by the following example.

Take the case of a military alliance. Suppose that two countries in a region are jointly
threatened by an attack from an outside power. They are able to buy protection or deter-
rent power by military expenditure. The marginal cost (incremental cost) of obtaining
protection or security in the region is indicated by the curve marked MC in Figure 2.8.
Suppose that each fall of 0.1 in the probability of being attacked is valued by each nation
at £10 million. Hence, both nations together (each benefits jointly) value each fall of 0.1
in the probability of attack by £20 million and their combined marginal valuation of pro-
tection is as indicated by the line marked SMV. It is collectively optimal to raise the degree
of security by 0.2, that is to increase the likelihood of not being attacked from 0.5 to 0.7.
At this level, the marginal cost of increasing security equals the combined marginal value
of doing so.

The alliance, however, faces the problem of ensuring that each nation contributes £10
million to defence preparations. If one nation believes that the other member of the
alliance will spend £5 million on defence (choosing security level 0.6 where MC = MYV), it
gains by not undertaking defence spending. In this case, the marginal cost to the nation
uncommitted to defence expenditure of increasing security by 0.1 — that is, of increasing
the likelihood of not being attacked from 0.6 to 0.7 —is £15 million (the area of the square
plus the triangle indicated in Figure 2.8 for the range 0.6 to 0.7) and exceeds its incremen-
tal gain (£10 million). Consequently, one nation may free-ride and not contribute to mili-
tary expenditure in its region. Or if both nations believe that the other will spend on
defence, neither may undertake military expenditure. In either case the amount of security
provided in the region is less than socially optimal. Collective coordinated action in which
both nations share the military expenditure of £20 million is needed. This then raises the
question of how the burden should be shared. Should, for example, contributions be based
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Figure 2.8  Collective or government action is usually required to ensure a socially optimal supply of
a pure public good. For example, in the case of a military alliance between countries
(such as NATO) it is necessary to have binding agreements on levels of defence
expenditure by individual members. Otherwise some members may try to free-ride

on ability to pay? Should progressive or proportional income taxes be used to fund the
public expenditure involved.

Merit Goods and Income Redistribution as a Rationale for Government Interference in
Markets

Not all government action to supply goods is intended to provide pure public goods. Some
such action is for the purpose of supplying or encouraging the supply of merit goods, that
is goods which the government believes deserve or merit greater consumption than in fact
occurs. In this case, the government acts to impose the preferences of one group in society
upon others. Three different circumstances are worthwhile distinguishing. These are:

1. The philanthropic case where a group desires to subsidize from its own pocket the
consumption by others of particular goods, such as housing and medical services for
the poor, or education. In this case, there is an earmarked or tied subsidy or assistance
for the purchase of particular goods rather than a cash payment which can be spent
at the recipient’s discretion. The government may facilitate the transfer of this subsidy
from the philanthropic group, for example by supplying tied foreign aid or giving sub-
sidies for particular charities.

2. The selfish case in which an interest group represents a product for which it has a high
preference as a merit good and seeks a subsidy from the community as a whole. But
it has to offset the benefits it receives against the cost to it of lobbying. The particu-
lar group may thereby benefit at the expense of the whole community. Examples of
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policies of this kind might include subsidies for the arts and for cultural activities, for
some types of scientific research, for the development of advanced technology such
as space technology or technology for nuclear fusion.

3. The altruistic case in which individuals are believed not to be aware of their own best
interests. Interference is intended to alter their behaviour, for instance their con-
sumption of goods, so that the pattern of consumption by individuals accords more
closely with others’ perceptions of their best interests. Examples include measures to
deter individuals from smoking cigarettes, policies to restrict the availability of
various drugs, and campaigns to encourage individuals to eat foods that reduce the
risk of heart and other diseases.

Governments also interfere in the operation of markets to alter the distribution of
income, even though economists sometimes argue that this is an inefficient method of
altering the distribution of income. Concession rates for pensioners on public transport
provides an example of this although they are of no benefit to non-travelling pensioners.
Minimum wage legislation provides another example even though this may reduce the
employment of those it is intended to help. Microeconomic policies of this type need to
be assessed to see whether or not they have undesirable side-effects and whether or not the
aims of the policies can be attained more efficiently.

2.5 THE IDEAL AND THE POLITICALLY ATTAINABLE

The aim of much literature on microeconomic policy is to state necessary conditions and
formulate policies to attain a socially ideal or optimal allocation of resources. This, for
instance, is the guiding goal of Paretian welfare economics. But in the actual world these
conditions and policies may be of limited relevance because of constraints (political, insti-
tutional and otherwise) which prevent the ideal conditions being put into effect. Thus, the
important policy issue arises of what is the best policy given the existence of constraints
which rule out a Paretian ideal solution.

Second Best Policies

This matter has been considered by some economists under the title of second best pol-
icies, (Lipsey and Lancaster, 1956-57). It has been shown that when it is impossible to
satisfy some of the conditions for a Paretian optimum, it is usually not optimal to adopt
policies which ensure that the remaining Paretian conditions are satisfied. Thus, if there
is a section of the economy in which perfect competition can be fostered, such as the agri-
cultural sector, and Paretian conditions satisfied there, the existence of imperfect com-
petition in another sector, such as the manufacturing sector may make it socially
undesirable to foster perfect competition in the agricultural sector. Because imperfect
competition prevents Paretian optimality conditions being satisfied in the manufactur-
ing sector and assuming that the policy-maker cannot change this situation, it is unlikely
to be optimal to foster perfect competition in the agricultural sector (unless the links
between the two sectors are weak). For example, a second best solution might be to create
imperfect competition in the agricultural sector by government intervention in it. Second
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best optimal policies and conditions must be worked out from first principles in these
cases, taking into account existing institutional, technical or political constraints, and
these conditions are a/l likely to differ from the “first’ best conditions (those in the absence
of political or institutional constraints). If the second best constraints are policy-created,
it may be possible to alter policy. However, second best theory indicates that policies
based on a partial Paretian improvement may, in fact, not result in a general Paretian
improvement.

The Stress of Economic Theory on Equilibria

Traditional neoclassical economic theory has also been criticized on the grounds that it
takes inadequate account of time. Because it concentrates on equilibria and alternative
possible equilibria (that is, comparative statics) traditional theory pays little attention to
the time-paths and uncertainties of economic change and disequilibria. While this crit-
icism, (often made by members of the Austrian School of Economics, see Chapter 3, and
others) seems justified, equilibria and alternative equilibria are important in dynamic
models (those taking explicit account of time). Hence, comparative static models are a
first step to these more complex models which an economic policy adviser may have to
construct to analyse a particular economic problem, for example to provide advice on
floating exchange rates compared to fixed ones.

2.6 CONCLUDING COMMENTS

Economic policy advisers are likely to be called upon to give governments advice which
takes account of political and institutional constraints. These constraints may be made
known to economic advisers by politicians. Microeconomic principles and optimality
conditions need further development in this area. Microeconomic policy advisers must be
aware of the need to modify existing theories and develop new ones to reflect the particu-
lar policy problem under consideration. At the same time, there is a role for idealistic the-
ories which ignore short-term political and institutional constraints, since these can
become a basis for long-term political and institutional reform. In both cases, existing
microeconomic theory contains tools likely to assist in the shaping of new theories and
the modification of existing ones to fit particular complex policy problems, for instance
questions about the social optimality of choosing nuclear power stations rather than con-
ventional power stations using coal or oil.
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QUESTIONS FOR REVIEW AND DISCUSSION

1. Why are there difficulties in deciding what constitutes a reduction in scarcity?
Outline Pareto’s criterion and the Kaldor—Hicks criterion and consider the limita-
tions of both as a means of choosing policies to reduce scarcity.

2. Distinguish between an idealistic approach and a technical approach to policy-
making. Can these approaches coincide? Are both approaches needed? To what
extent do both rely on positive economics?

3. List according to their prime influence on scarcity (via economic efficiency,
employment, economic growth and the distribution of income) microeconomic-
type policies affecting scarcity. Show that some of these policies have a multiple
effect, for example, affect income distribution primarily but also influence eco-
nomic efficiency.

4. Explain using the Robinson Crusoe model the economic conditions that must be
satisfied for Paretian optimality.

5. Using an Edgeworth-Bowley box, show how free trade leads to mutual gains by
traders. Is it possible for this gain not to occur in certain circumstances? Using this
box, illustrate types of government interference in trade which can prevent the
attainment of a Paretian optimum.

6. ‘The Paretian ideal allocation of resources, including the optimal supply of prod-
ucts, varies with the distribution of income or ownership of resources.” Illustrate by
using an Edgeworth—Bowley box.

7.  What is meant by saying that satisfaction of the Paretian conditions is necessary but
not sufficient for a social optimum? Use social welfare indifference curves to illus-
trate your answer.

8. Show why a Kaldor-Hicks gain might be made as a result of government interven-
tion in each of the following cases:

(a) Where unfavourable environmental spillovers occur in production
(b) A monopoly exists

(¢) A product is a public good

Illustrate your answer.
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Is there a role for idealistic economic theories? To what extent (and in what ways)
should policy or economic policy advice take account of the politically and bureau-
cratically attainable?

Discuss the view that because of knowledge constraints, economic scarcity is likely
to be less in free market systems than in centrally directed economic systems.
Explain the economic concept of the second best and indicate its potential policy
implications.



3. Relevance to business management of
microeconomics and microeconomic policy

3.1 INTRODUCTION

Knowledge of microeconomics and of microeconomic policy develops the capabilities of
business managers, and can help them improve the performance of their businesses. It
provides a basis for understanding the economic implications of production decisions
within a business, and is a means for assessing the economic implications for the firm of
changing environments external to the firm, such as alterations in the demand for com-
modities and variations in government microeconomic policy.

Figure 3.1 provides a simple schematic representation of how knowledge of microeco-
nomics and microeconomic policy can assist managerial decision-making in business.

However, it needs to be recognized that there are different approaches to microeco-
nomic modelling. They differ in the factors that they take into account in modelling the
economic operations of businesses and the economy. They often vary in their degree of
abstraction from reality and in the range of influences that they deem to be important
in explaining, analysing or predicting economic phenomena. They provide different
ways for looking at the actual complex world. Each provides a partial picture of the

Managerial decision-making in business
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world and depending on the issue to be considered, judgement is required to select the
most relevant model or models and adjust these as needed to best fit the problem under
consideration.

Microeconomics is able to provide insights into how different types of institutional
arrangements can affect the economic performance of businesses. For example, how is the
economic performance of a firm with a unitary pyramid-type of management structure
likely to differ from that with a multidivisional decentralized management structure? If
the ownership and management of business are separated, as is the rule for most public
companies, how might this affect their economic performance? In the early development
of neoclassical economics, these were not features given significant attention because
during the early period of its development, firms tended to be small and public compa-
nies were only starting to evolve. However, they have been given more attention in recent
developments of microeconomics.

Early development of neoclassical economics did not entirely ignore institutional struc-
tures. For example, in relation to markets, neoclassical economics gives particular atten-
tion to how different types of industry structures can affect the operations and economic
performance of markets. It emphasizes the importance of institutional factors such as the
number of firms in an industry and the ease of entry by new firms (and exit of existing
firms) as major influences on the degree of market competition in an industry or market
and in turn, the impact of market structure on prices, supplies and the type of competi-
tive strategies adopted in industry. These institutional or structural characteristics are
important considerations also for governments and industry stakeholders in predicting
the effects of changes in government microeconomic policies.

With this background in mind, this chapter considers how different approaches to
microeconomics relate to business management, then considers how one might choose
between different economic perspectives before considering the applicability of micro-
economic policy to business management and subsequently concluding.

3.2 THE RELEVANCE TO BUSINESS MANAGEMENT OF
DIFFERENT APPROACHES TO MICROECONOMICS

In contrast to macroeconomics, which concentrates on the study of economic perform-
ance using broad aggregates of economic variables, microeconomics focuses on the indi-
vidual participants in the economy, their individual economic decisions, and how these
decisions combine to determine economic outcomes in the economy, particularly in
different industries of the economy. Although the focus here is on microeconomics and
microeconomic policy, it should also be noted that knowledge of macroeconomics and
macroeconomic policy can be relevant to business decisions and performance. Business
prospects are usually affected by the general performance of an economy, and some indus-
tries and firms are more sensitive to macroeconomic variations than others.

Microeconomic Knowledge not Fixed

It is important to realize that microeconomic knowledge is not fixed but is continually
evolving. This is partly a result of accumulating and improving knowledge. However, it
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also reflects the fact that the structure and nature of economies and societies alter with
the passage of time. While some economic principles may retain their long-term applica-
bility, structural or institutional changes in society often mean that new economic issues
arise which cannot be effectively addressed by pre-existing microeconomic theory. As a
result, new or modified microeconomic theories are then required to provide a better
understanding of new economic phenomena or relationships. Consequently, microeco-
nomic thought involves a continual process of development and evolution.

Figure 3.2 can be used to illustrate ways in which the body of economic theory or per-
spectives alters. Let the rectangular figure in the top half of Figure 3.2 represent the set
A of economic phenomena in a stationary economic world. Initially three theories, or ide-
alized perspectives, may exist providing insights into three sets of phenomena identified
by the points marked 1, 2 and 3, and possibly some knowledge about phenomena in the
neighbourhood of these points. However, many types of economic phenomena remain
unaccounted for by these three theories. Subsequently, additional theories may be devel-
oped. For example, theories may develop to explain economic phenomena in the region
indicated by the crosses identified by 4 and 5. Thus even in a stationary world, new eco-
nomic theories and perspectives on economic phenomena are liable to arise.

However, economic systems do not remain stationary. Over long periods of time, some
existing institutional structures disappear and new ones emerge. Thus in the large rectan-
gular set (consisting of subsets A, B and C) in the lower half of Figure 3.2, economic phe-
nomena in the subset A might disappear, those in subset B might remain, and a new subset,
C, of economic phenomena may emerge. Thus if points 1 and 2 represent existing theories,

(a) A stationary economic world

1 2

1 3 4 7

5
.2 '6 x8

_________________________

Figure 3.2 Microeconomic models evolve and their relevance varies with institutional and other
changes that occur with the passage of time. In case (a), models 4 and 5 are added to
existing models (1, 2 and 3) to explain economic phenomena. In case (b), economic
phenomena in set A become irrelevant with the passage of time but a new set C becomes
important and adds to the relevant set B
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these theories become irrelevant for explaining or predicting current microeconomic
phenomena, the theories represented by points 3 to 6 continue to be relevant but new the-
ories or perspectives are needed to address new economic phenomena in subset C. For
example, new theories represented by 7 and 8 may emerge. Thus there are several reasons
why the body of microeconomic theory alters, and is likely to continue to do so.

The following may help to illustrate the situation envisaged in Figure 3.2. In Anglo-Saxon
countries beginning in the 1930s, new economic theories modelling imperfect competition
(for example dealing with monopolistic competition, monopoly, oligopoly, see Chapters
7-9) became an increasing focus of interest in economics and supplemented existing theo-
ries of perfect competition. They added a set like C in Figure 3.2(b). This was a reflection
of the growing importance of imperfect competition in industrial economies. On the other
hand, interest in the labour theory of value has waned in recent times and, in practice, this
theory has virtually become a part of set A in Figure 3.2(b).

Neoclassical Economics and Different Perspectives on Microeconomics

Figure 3.3 provides an overview of different perspectives on economic thought of rele-
vance to microeconomics and for business management. Neoclassical economics, which
developed in the nineteenth century and still evolves, has been the main influence on the
development of microeconomic theory. A central hypothesis of neoclassical economics is
the assumption that economic actors (individuals) are perfectly rational and that their
behaviour can be typified by that of an abstract individual, rational economic man.
Economic man is assumed to be a well informed individual and to pursue his/her self-
interest consistently. Self-interest is supposed to result in consumers maximizing their
utility and in businesses maximizing their profits.

The main purpose of neoclassical economists is to provide simplified theories of how
market systems work, given that individuals pursue their own economic self-interest.
Decisions by individual buyers and sellers are the basis of this economic theory of markets.
Thus this approach is atomistic in nature. Market demand and supply is envisaged as the
aggregate result of self-interested decisions by individual buyers and sellers. The analysis
of how market systems work can, according to this view, be unravelled by examining how
individual entities make their economic decisions. Furthermore, the total result is revealed
by studying the individual components of the economic system in isolation and summing
the individual relationships. Therefore, this approach is a reductionist one.

A further hallmark of neoclassical economics is that most of its modelling is static
and it simulates dynamic variations by means of comparative statics. As a result of this
approach, its prime focus has been on market equilibrium and changes in equilibrium.
Basic changes in market conditions, such as changes in consumers’ tastes or preferences,
are normally considered to be exogenous (outside) influences in neoclassical economics.

Neoclassical economics provides simplified theories of how markets work. It provides a
series of market models, each of which is an idealized type and which can provide useful
benchmarks of how actual markets work. Such knowledge about markets can be useful to
business managers for predicting market conditions likely to be faced by their companies.

Note that, traditionally, neoclassical economics has not focused on using economics to
improve the internal management of businesses nor on improving the ability of business
managers to take account of external economic changes. Application of microeconomics to
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Figure 3.3 A representation of some different perspectives on microeconomics. All the
perspectives have different types of applications to business management. Note that
not all perspectives are represented; for example, that attributed to the Austrian
School of Economics is not

management is a relatively recent development. Its application is illustrated in textbooks on
managerial economics (for example, Salvatore, 2004; McGuigan et al., 2002), by the content
of tertiary-level courses and on managerial economics. Coverage includes such topics as
applications of economic demand analysis (see Chapter 5): production and cost analysis (see
Chapter 6): strategies and tactics for engaging in market competition taking into account
economic models of market competition, (see for example, Chapters 8 and 9): the economic
impacts of government regulation on businesses: and economic considerations that should
be taken into account in long-term investment decisions and risk analysis.

New and Traditional Institutional Economics

At the same time as traditional neoclassical economics continued to develop in the twen-
tieth century, another line of thought (New Institutional Economics), closely connected
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with neoclassical economics, but taking into account some factors that it had regarded as
unimportant, began to emerge in the 1930s. New Institutional Economics recognized that
economic dealings with others are rarely costless. They usually involve transaction costs.
These costs (discussed in more detail later) include searching for suppliers or buyers, nego-
tiations of terms of exchange, and monitoring and policing of contracts or business agree-
ments. These costs have implications for the nature of institutions such as whether or not
firms exist and their size (Coase, 1937) and for the ideal managerial structures of firms
(Williamson, 1975). Furthermore, these costs are important in considering the efficiency
of market operations (Tisdell, 1996, Chapter 6).

A further feature of New Institutionalist Economics is its consideration of how the sep-
aration of the ownership and management of businesses affects the economic perform-
ance of firms. The importance of this separation has increased in modern times with the
growing prevalence of public companies in which the managers are separated from the
owners consisting of many shareholders. Shareholders are unable to exercise much power
over the actual management of their companies because the cost to the individual
shareholders of exercising their control of managers normally exceeds their expected
benefits — their transaction costs are too high. This gives rise to a set of issues described
as principal-and-agent problems. In this particular case, the principals are the sharehold-
ers and the firm’s managers are their agents.

The separation of ownership and management in businesses raises the possibility that
business managers will not act to maximize their firm’s profit (the presumed aim of share-
holders) but will, to some extent, pursue their own objectives. Therefore, account must be
taken of managerial objectives in considering how businesses will behave in the market
place when the ownership and management of firms is separated (see Chapter 7). Thus
New Institutionalist economists have proposed new theories (for example Williamson,
1964) of how some markets work given the evolution of new business institutions.

In general, New Institutionalist Economics retained the rationality assumption of trad-
itional neoclassical economics that individuals try to maximize their economic benefit.
However, it recognized that the behaviour of individuals is constrained by transaction
costs, which are partially a consequence of institutional arrangements.

Transaction costs are the organizational costs incurred merely from engaging in eco-
nomic processes involving more than one individual or legal entity. These organizational
costs can arise from the exchange of commodities (market transaction costs), from orga-
nizing economic production involving several individuals, and in the use of agents to
discharge economic functions on behalf of others, the principals. The latter are agency
costs.

A distinction is usually made between new economic institutionalism and old or trad-
itional economic institutionalism. New institutionalists tend to retain the basic axiom of
neoclassical economics that individuals act in accordance with their own self-interest but
new institutionalists suppose that their behaviour is constrained by transaction costs and
the costs of decision-makers generally. On the other hand, old or traditional economic
institutionalists, such as Veblen (1934), Commons (1951) and Myrdal (1958), emphasize
the importance of social values for the behaviour of individuals. They argue that culture
and existing institutions help shape social values which in turn influence the values and
behaviour of individuals, and therefore, their economic and social choices. Their per-
spectives overlap significantly with those of sociologists.
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In the view of most traditional institutional economists, one must study the culture,
institutions and their evolution of a society to understand the working of its economic
system. It is also recognized that social values and institutions are not static but are liable
to alter, particularly in the long-term. Therefore, the social dynamics involved in those
variations are also of interest. In this respect, ‘two-way’ or mutual causation is often con-
sidered likely. For example, changes in the economic system are liable to alter social values
and institutions. However, variations in social values and institutions can also change eco-
nomic systems. There are differences of opinion about the relative influence of these
forces. Karl Marx (1930) for example, argued that economic systems are the dominant
force in determining institutions and social values whereas Myrdal (1958) sees institutions
and social values as being much less influenced by economic systems. The interest of some
traditional institutionalists in social dynamics may have led them to develop evolutionary
economic theories, for example, Marx (1930).

Behavioural Economics

Interest in behavioural economics began to gather momentum in the 1950s. Assumptions
about human behaviour play a critical role in neoclassical economics and most economic
theory. In the second part of the twentieth century, several writers with training in psy-
chology began questioning the behavioural assumptions underlying neoclassical eco-
nomics as embodied in the concept of rational economic man. They included Herbert
Simon (1957) and Kahneman and Tversky (1979, 2000, Chapter 1).

Simon proposed that the concept of ‘economic man’ be replaced by that of ‘admin-
istrative man’ as far as business management is concerned (Simon, 1961). In fact, he
thought human behaviour was not best modelled as optimizing behaviour but rather
as behaviour based on aspiration levels. In his view, this involves a search to achieve
aspiration levels with satisfactory outcomes being acceptable to the individual. Thus
Simon thought that optimizing behaviour of the type envisaged in neoclassical eco-
nomics would be atypical and that satisficing behaviour would be normal. This, in his
view, is particularly so when account is taken of the fact that decision-making is not
costless and that individuals have limited capacities for collecting, sorting and process-
ing information.

Not only do decision-making costs and the limited capacities of individuals favour
satisficing behaviour, they often result in the adoption of rules of thumb and encourage
habitual types of behaviour. In developing his views about economic behaviour, Simon
drew on psychological theories of human behaviour, as have most contributors to the
development of behavioural economics.

However, some writers point out that the type of behaviour described by Herbert
Simon is similar to that predicted by optimizing theories when account is taken of the cost
of search (Stigler, 1961) or by optimizing models that take into account decision costs gen-
erally (Baumol and Quandt, 1964). In other words, they claim that the observed behav-
iour suggested by Simon can be predicted, or approximately predicted by supposing that
human behaviour is based on the objective of optimizing provided account is taken of the
costs of decision-making and transaction costs. This is a theme developed by some con-
tributors to New Institutionalist Economics, such as Oliver Williamson (see, for example,
Williamson and Masten, 1999).
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Simon’s emphasis on bounded rationality raises several questions. In what ways is
human behaviour bounded? How bounded is it? How rational are individuals? To what
extent do individuals vary in these respects? Economists differ in their answers to these
questions and in their responses in their development of theories. Neoclassical economists
did not believe human rationality and knowledge limitations to be sufficiently important
as to call for modifications of their theories. While writers such as Oliver Williamson,
belonging to the new institutionalist stream of economics, have retained the neoclassical
assumption of economic rationality (optimizing by economic man), they suppose that
costs and constraints on decision-making, including transaction costs, are taken into
account by decision-makers. Their position is a compromise. On the other hand, Simon
(1957, 1961) suggests that bounded rationality may be so considerable that it is likely to
be misleading to model human behaviour as if it is optimizing behaviour. In any case, it
is now clear that human behaviour is more bounded in its rationality than typically
assumed by neoclassical economists. Neoclassical economic theories represent just one
point in the spectrum of theoretical possibilities.

However, many behavioural economists are convinced that individuals are less rational
in their economic behaviour than both neoclassical economists and supporters of theories
of bounded rationality claim. Some predictable and persistent economic behaviours do
not seem to be rational. Kahneman and Tversky (2000), drawing on psychology and
observed behaviours, have done much to promote this point of view. For example, it has
been found that new entrants to industries consisting of small firms grossly overestimate
their chances of business success, that the care taken in spending funds depends upon how
they were obtained, and that individuals often display a status quo or endowment effect
when they acquire assets. This makes them reluctant to sell or dispose of assets even when
the opportunity cost of not doing so is high. Effects of this type can influence the way
markets operate and the economic valuations that individuals place on commodities.
New textbooks on microeconomics (for example, Bowles, 2004) have appeared that take
into account these types of phenomena, and some coverage can be found in Varian (2006,
Chapter 30).

Behavioural economists frequently conduct experiments to test whether individuals act
or choose as predicted by economic theories. These are usually controlled experiments
conducted under laboratory conditions. Not all economists accept the validity of this
approach. It has been said that ‘some economic theorists, especially the Austrian school,
reject the entire concept of economic empiricism, since they reach their conclusions
strictly by deduction (from opinions arrived at introspectively)’ (Anon ¢, no date, p. 3).

It is also a feature of neoclassical economics that it assumes homogeneity of behaviour
by human beings or supposes that microeconomic situations can be satisfactorily mod-
elled by concentrating on the behaviour of ‘representative’ economic agents, (for example,
consumers or firms). However, while there often are similarities in the behaviour of indi-
viduals and economic entities, there may also be differences, for example, in the extent to
which individuals engage in rational behaviour and variations in their beliefs about the
world. While this variety may, in some circumstances, be so small as to be immaterial from
an economic point of view, in other cases this is not so (Tisdell, 1996) and one needs to
consider the distribution of behaviours, not just the central tendencies involved. This is
increasingly recognized by behavioural economists and is, for instance, relevant to the
marketing of commodities.
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Many behavioural economists (for example, Etzioni, 1988) are also interested in how
beliefs about the world and values are influenced by social and cultural interaction. In this
respect, their interests overlap with those of the ‘traditional’ or ‘old’ institutionalists,
such as Veblen (1934), who adopt a non-reductionist approach. As discussed above, old
institutionalists believe that the economic objectives of individuals and their beliefs about
the world are largely shaped by the institutional framework and the cultural environment
that surrounds them. Given such surrounds, the ‘free’ economic choice of individuals is
limited. Therefore, one must study institutions and cultures and their dynamics to appre-
ciate how economic systems operate and evolve.

Evolutionary Economics

As mentioned earlier, neoclassical economics does not focus on the evolutionary changes
in economic systems. Because economic systems appear to be changing continually, many
economists see this lack of attention to the change and ‘development’ of economic
systems as a serious limitation of neoclassical economics. Consequently, a variety of evo-
lutionary economic models have been proposed. Some are deterministic, others are sto-
chastic, and still others open-ended.

For example, Marx’s theory of economic development is deterministic as far as the
various successive stages of development are concerned (Marx, 1930). So also are some
of the early theories predicting that business competition will always favour profit-
maximizing firms and that the more efficient profit-maximizers will be the ones likely to
survive. This form of social Darwinism hypothesizes that the fittest will survive in the eco-
nomic world and these are likely to be those maximizing their profits or, generally, their
own selfish gains. Nelson and Winter (1982) claim that firms are characterized by cus-
tomary behaviours or relatively settled forms of behaviours. These are analogous to the
genes possessed by individual biological organisms. As the external environment changes,
some firms are able to adapt better to these changes than others, or their settled behav-
ioural patterns become more (or less) suited to their survival in their altered environment.
Thus a selection process akin to that in ecology occurs and determines the rise and fall of
businesses.

Joseph Schumpeter (1942) was critical of the lack of attention given in neoclassical eco-
nomics to processes of the creation of new knowledge, innovation and technological
change. He saw such changes as a more telling form of business competition than capit-
alism based on the more efficient use of existing knowledge, given techniques and
resources; the main focus of neoclassical economics. He recognized that innovations are
uncertain although they are capable of altering the economic structure of societies. His
work stimulated research into the economics of research and innovation and led to the
widespread recognition that research and development by businesses and innovation is an
extremely important form of business competition in modern times.

The Austrian School of Economics
The views of Joseph Schumpeter are associated with the Austrian School of Economics.

The origin of this school of economic thought is usually identified as being the publica-
tion in 1871 of Carl Menger’s Principles of Economics. Whereas neoclassical economics
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focuses on equilibria as important phenomena to take into account in explaining how
economies operate, most members of the Austrian School see the study of processes of
change and disequilibria as more important. They are also sceptical about how precisely
processes of change can be modelled mathematically.

As in neoclassical economics, behaviour by individuals is seen by the Austrian School
as the building block for economics. Their emphasis on individualism distinguishes their
approach from that of traditional institutionalists who see individual values as being
greatly influenced by social phenomena. Unlike neoclassical economists, followers of the
Austrian School of Economics stress the limited economic knowledge of individuals in a
changing world, the search of economic agents for social mechanisms to reduce their
uncertainty and to find ways in which the most beneficial use can be made of the limited
but different sets of knowledge that individual entities possess.

Politically, most followers of the Austrian School of Economics favour a decentralized
economic system with a small government sector that interferes little in the economy.
They are highly critical of the economic value of centralized economic systems, a view
forcefully presented by Hayek (1944, 1948). There are several reasons for this. First, cen-
tralized systems do not use the available knowledge that different economic entities have
in society in as effective a way as in decentralized market systems. Secondly, centralized
economic systems suppress spontaneous experimentation and innovation by individuals,
therefore, they fetter economic development. Furthermore, centralized systems are seen
as a threat to the preservation of human rights.

The emphasis of the Austrian School of Economics on processes means that their views
overlap to some extent with those of evolutionary economists. However, most followers
of the Austrian School are sceptical about the extent to which these processes can be mod-
elled mathematically. The emphasis of the Austrian School on knowledge and knowledge
imperfections also provides some overlap with New Economic Institutionalism. However,
the latter tends to be more mathematically formalistic with less emphasis on dynamic
processes than the Austrian approach. Nevertheless, the Austrian approach is more
diverse than is often portrayed.

Oskar Morgenstern has been identified as a member of the Third Generation of the
Austrian School (Anon a, no date) but in conjunction with the mathematician von
Neumann, developed applications of the theory of games to economic behaviour (von
Neumann and Morgenstern, 1944). The theory of games makes considerable use of math-
ematics, relies heavily on equilibrium concepts and assumes a high degree of rationality
and knowledge on the part of economic entities (see Chapter 9).

Nevertheless, at its core, game theory is concerned with how knowledge affects human
behaviour, the problems of coordinating interdependent human behaviour, and allowing
for the uncertain actions of others. These are recurring interests of economists belonging
to the Austrian School of Economics.

In reality, different approaches to studying economics overlap to some extent and
expositions of different schools of thought vary with the focus of the presenter. Short
expositions of concepts and views that have been widely associated with the Austrian
School of Economics are readily available on the web: see for example Anon a (no date),
Anon b (no date) and Walker (2002). They do, however, give the impression that the
School is more unified than it actually is. For more in-depth considerations of the
Austrian School of Economics see Boettke (1994).
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3.3 BUSINESS MANAGEMENT AND THE CHOICE OF
MICROECONOMIC PERSPECTIVES

Given that there are so many perspectives or schools of thought about microeconomics,
one may be left wondering which one is the most relevant to business managers.
Furthermore, even within these different approaches to microeconomics, there are
different models of economic phenomena. Therefore, a wide range of perspectives exist.

In practice, all the perspectives can be relevant depending on the purpose for which the
economic modelling is to be used. Judgement is required to decide which perspective or
perspectives best capture an economic situation which needs examination or considera-
tion. In some circumstances, it may be necessary to consider the matter from several per-
spectives. Furthermore, analysis of a microeconomic situation will require consideration
of the applicability of different available microeconomic models. How applicable are
they? Do they need to be modified and how?

Economic models are not designed to replicate all aspects of reality. If they did, they
would be too complex and unmanageable to be useful for decision-making. They are
intended to provide tractable representations of important facets of reality. Microeconomic
analysis only provides an input, method or tool for managerial decision-making.
Judgement is required about whether a microeconomic model is relevant to a particular
case, whether it needs to be adjusted and how.

The ability of business managers to use and apply microeconomic theories and con-
cepts successfully depends on three factors:

1. their formal knowledge of microeconomic thought;
their experience with and knowledge of the economic business situation being con-
sidered; and

3. their creativity, intelligence and wisdom, that is, their personal abilities.

Strengths in one area with a deficiency elsewhere is liable to result in poor decisions. For
example, an excellent knowledge of microeconomics combined with lack of empirical
knowledge of an industry does not ensure sound decision-making about the economic
prospects of the industry. An appropriate balance of capacities in the three above-
mentioned areas is necessary to ensure sound managerial decisions about economic
matters. For example, creativity and intelligence are needed to decide what aspects of
microeconomic thought are relevant and how to adjust microeconomic theories and data
sets so as to increase their relevance to the decision to be made.

Nevertheless, many business decisions involve enterprise or entrepreneurship. The out-
comes of enterprise (involving relatively novel situations) are not very predictable and can
even be highly uncertain. While knowledge of microeconomics may assist entrepreneurs
in their business decision-making, it cannot provide complete guidance in situations
involving new entrepreneurial initiatives. The importance of the uncertainty aspect
of entrepreneurship has been stressed by most members of the Austrian School of
Economics. One should, therefore, have limited expectations about the contribution that
microeconomics can make to business decision-making.
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3.4 THE RELEVANCE TO BUSINESS MANAGEMENT OF
KNOWLEDGE ABOUT MICROECONOMIC POLICY

Business managers can benefit from a knowledge of government microeconomic policy
and its economic effects in several ways. They may, for example, be able to predict how the
economic fortunes of their own business or their industry may alter as a result of a change
in microeconomic policy, for instance, with the withdrawal or reduction in tariffs or sub-
sidies protecting their industry.

Secondly, many countries have policies outlawing particular trade practices. In certain
circumstances, governments may ban mergers of companies or acquisitions of companies
if these are likely to reduce competition in an industry substantially, or create a monop-
oly. It is necessary for businessmen to be familiar with this legislation and this calls for
some knowledge of microeconomics. It can also be advantageous for business managers
to be aware of economic arguments that might provide a defence for a business acquisi-
tion or merger if it is challenged by government authorities.

There are, of course, many other areas of government economic policy where knowl-
edge of microeconomics is helpful. These include economic aspects of science and tech-
nology policy, particularly the economics of intellectual property rights. Intellectual
property rights include patents, registered trade marks and designs, copyrights and plant
variety rights. Public policies to regulate the use of the environment and shared natural
resources have become more common, and these usually have an economics rationale.
Microeconomic consequences of industrial relations policies and international trade and
investment policies as well as public finance issues often have important implications for
the economic fortunes of businesses.

Knowledge of microeconomics may also help a business or industry to decide whether
it is likely to be economic for it to lobby for or against a particular microeconomic policy.
Using microeconomics, it may be possible to estimate the economic loss or gain to a busi-
ness or industry if a particular change in microeconomic policy is made. Of course, in
deciding on whether it is likely to be economic for a business to lobby, business manage-
ment will also have to take into account the cost of political lobbying as well as the prob-
ability of its success.

Business managers may find some microeconomic policies more acceptable if they are
aware of social economic reasons for their adoption. There is, therefore, an advantage in
knowing the rationale behind particular microeconomic policies.

Again, institutional structures are of major importance for business operations.
Government policies, legislation, and its administrative machinery play a major role in
maintaining and developing the institutional structure of society. For example, govern-
ment policies significantly influence the extent to which members of the community
respect private property and other forms of property; and the extent to which individuals
and other economic entities feel compelled to meet their economic obligations promptly
and fully, for instance, in relation to contracts or sale of goods.

As claimed by institutional economists, the structure of institutions affects economic
efficiency, economic growth, the distribution of income, the availability of opportunities for
individuals and the distribution of power in society. Furthermore, in the long-term, insti-
tutions influence widely-held beliefs and values in society. Consequently, public policies that
alter the institutional structure of society can have wide-ranging, long-term consequences.
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While economic reforms are capable of modifying, and altering, social values and
beliefs in the long run, the scope for socially acceptable economic reform is restricted to
some extent by existing cultural values and institutional structures. Consequently, micro-
economic reforms that are acceptable and effective in one society may not be workable in
another with a different set of traditions and a different cultural background. They may
at least have to be modified and introduced using different timetables in unlike societies.
While economic globalization may be fostering worldwide convergence of institutions
and cultural values, divergent social and cultural values still occur, and these differences
cannot yet be ignored when economic policy proposals are considered.

3.5 CONCLUDING COMMENTS

Although orthodox neoclassical economics has dominated textbooks on microeconom-
ics and managerial economics, it provides only one possible perspective on microeco-
nomics and microeconomic policy. Depending on the economic issue being considered, it
is useful to take into account other perspectives. For example, while neoclassical micro-
economics and New Institutional Economics (which is often regarded as an extension of
neoclassical economics) may be effective in addressing short-term economic issues or con-
sidering economic effects in relatively stationary economic conditions (as may also some
aspects of behavioural economics), long-term economic change may require considera-
tion of the types of matters raised in traditional institutional economics and in some
strands of behavioural or experimental economics. However, given the fundamental
importance of entrepreneurship in business, it would be too optimistic to expect micro-
economics to provide a complete guide to business decision-making no matter which
approach is used. Nevertheless, a knowledge of microeconomics does make for more
informed managerial decision-making.

The main emphasis in this book is on neoclassical microeconomics and the critical
assessment of its applications. However, concepts and theories from New Institutionalist
Economics and some behavioural theories are also considered, and issues involving trad-
itional institutional economic perspectives are raised when relevant.

It can be concluded that both knowledge of microeconomics and of microeconomic
policy can improve business management. However, the contribution of microeconomics
is to provide concepts and methods of thinking about business issues involving econom-
ics rather than providing off-the-shelf solutions to these. Business managers need to know
what types of microeconomic analysis can assist them and to consider any required
modifications of the analysis to better deal with the particular economic problems faced
by them. Apart from knowledge of microeconomics, this calls for experience and creativ-
ity. It is hoped that this book will provide a useful microeconomic basis for those who have
an interest in business management as well as in broader economic and social issues.
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QUESTIONS FOR REVIEW AND DISCUSSION

1. Why in general can it be useful for business managers to have some knowledge of
microeconomics and microeconomic policy?
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The methodology of microeconomic policy

The body of microeconomic knowledge changes and evolves. Explain and indicate
why this happens.

A major component of modern microeconomics is based on neoclassical econom-
ics. What are the main assumptions underlying neoclassical economics? What is its
prime purpose? What is its main method of analysis? How can it be relevant to busi-
ness management?

Neoclassical economics has some important limitations. Outline some of these. To
what extent and in what ways does new institutional economics address these short-
comings? Is new institutional economics more relevant to business management
than neoclassical economics? Why?

How does the perspective of traditional institutional economics differ from that of
new institutional economics and neoclassical economics? To what extent can the
perspective of traditional institutional economics be relevant to business manage-
ment?

There are different types of evolutionary economics involving different degrees of
predictability. Discuss. Indicate how some of the existing evolutionary economic
models and its concepts are relevant to business management.

Views of members of the Austrian School of Economics vary but there is a common
element. Explain. In doing so, indicate some of the differences between members of
this school and identify the element they have in common. Are there features of this
school of thought that are particularly relevant to business management? What are
they and why are they relevant?

One needs more than a knowledge of microeconomic theory to apply it successfully
to business management. Explain and discuss.

How can a knowledge of microeconomic policy be of value to business managers?
As a business manager, it is advantageous to be aware of and to draw on different
schools of economic thought in making decisions. A multiple perspective is needed.
Discuss.
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4. Competitive markets and price regulation

4.1 INTRODUCTION

Spillovers or externalities can result in a social (Kaldor—Hicks) welfare loss, even under
perfectly competitive conditions, and as pointed out in Chapter 2, may call for govern-
ment intervention in markets. But actual government intervention in competitive
markets is not limited to correcting market operations to allow for externalities. There is
considerable government interference in competitive markets even when externalities do
not occur. The purpose of this chapter is to consider how and why governments interfere in
competitive markets even when externalities are absent and to outline the economic effects
that such intervention has. Government policies to maintain, to limit, or to stabilize
product or factor prices, and government regulation of prices in international markets
are examined.

Before considering the effects of such intervention, it is worthwhile to digress and
clarify the meaning of different types of market competition. This is because this chapter
concentrates on government intervention in perfectly competitive and purely competitive
markets; intervention which in the absence of externalities is liable to result in a
Kaldor—Hicks social welfare loss.

Defining the state of competition in an industry and in markets generally is not as
straightforward as it may appear at first sight. It is likely to depend on the ease of entry
of new firms into the industry, the number of producers in the industry, and the ease with
which other products can be substituted for those of the industry. An industry tends to
be more competitive the easier entry is into it, the larger the number of producers are in
the industry, and the more nearly other products substitute for those of the industry.

Defining Competition

Two broad approaches to defining the state of competition in an industry are found in the
economics literature. One approach defines competition in an industry by reference to its
structure and the other defines it by reference to the performance of the industry. The trad-
itional approach is the structural one. The state of competition in an industry is defined
by the number of producers in an industry, conditions of entry into the industry, the
degree or absence of collusion between market participants, and the degree to which their
products are identical or differentiated. Thus a purely competitive industry is one in which
there are many sellers and buyers (so many that the supplies or purchases of any individ-
ual do not influence the price of the commodity), commodities are homogeneous, and
therefore perfect substitutes, and entry and exit in the long run is easy. Markets for fish
and vegetables are usually of this type. In a perfectly competitive market, these character-
istics are satisfied, but in addition, traders in the market have perfect knowledge of the
relevant economic variables.

61
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At the other end of the competition spectrum is pure monopoly. This is characterized
by a single seller of a product with no close substitutes and the absence of possible entry
by other firms. Posts and telecommunications in many countries used to be a state monop-
oly. Often inventors of new products, such as a new medicine or a veterinary product, can
obtain a patent from the state which gives them an exclusive right to the inventions’ use
for a limited number of years. This legally established monopoly is often justified on the
grounds that it provides an incentive for research and development effort.

Oligopoly is a market situation in which there are few sellers. The supply of motor fuel,
cement in some regions, air travel, and man-made fibres is oligopolistic. A monopsony is
said to exist when there is a single buyer of a commodity and an oligopsony arises when
there are few buyers of a commodity. With the growth of supermarket chains, the retail
trade has increasingly become concentrated in the hands of a few companies in some
countries, and their suppliers may be faced with an oligopsonistic market in which larger
retail chains exercise considerable market power (Smith, 2006). Each of these circum-
stances has implications, or likely implications, for the degree of competition in an indus-
try. This chapter concentrates on purely competitive and perfectly competitive markets,
but other market structures will be considered in later chapters.

Stock Characteristics of Perfect Competition and of Monopoly

It is useful now to summarize the ‘stock’ characteristics of perfect competition and
monopoly and compare these using Table 4.1. Assuming that market participants have
perfect knowledge, the structural characteristics stated in the top part of this table give
rise to the performance characteristics mentioned in the lower part of the table. In assess-
ing markets, some economists and lawyers have concentrated on the structural charac-
teristics of industries but others have been more concerned about the performance
characteristics of markets.

Performance Definitions of Competition Compared to Structural Characteristics

Differences in the performance and structural approaches to assessing economic compe-
tition in an industry are summarized in Figure 4.1. Performance definitions of competi-
tion pay little attention to market structure but concentrate on the question of whether
the performance of an industry is similar to that which might be expected under pure
competition. If there is little divergence between the price charged for a product and the
marginal cost of producing it, an industry might be regarded as workably competitive by
this approach. This may be given further support if long-term profits in the industry are
not excessive, if technological progress and innovation occur at a socially desirable rate,
and if avoidable waste and inefficiency do not occur in the running of businesses in the
industry. Given this approach, it is feasible for an industry which is structurally oligopo-
listic to be workably competitive. If it is shown that an industry is workably competitive
(despite its structure), this is sometimes used to argue that the market situation is socially
acceptable.

There are possibly no markets in practice which are perfectly competitive and few are
purely competitive. The degree of perfection of knowledge and mobility of resources
required for the operation of perfect competition is so great that it can only be
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Table 4.1 ‘Stock’ characteristics of perfect competition and monopoly

Characteristics Perfect competition Monopoly

Structural

Number of firms Large One

Size of firms Small relative to industry Sufficiently large to
output produce all of industry

Entry
Product

Performance
Pricing and resource
allocation

Profit

Free (in long run)
Homogeneous

Price equals marginal cost —
therefore, allocation of
resources is Pareto optimal

Normal (average) in the

output

Barriers to entry
Homogeneous — lack of
close substitutes

Price exceeds marginal
costs — therefore,
allocation of resources is
not Pareto optimal
Above normal in the long

long run run
Organizational slack or Absent May be present
X-inefficiency
Diffusion of technology Rapid Rate of adoption
uncertain
Rate of technical progress Uncertain Uncertain
and innovation
STRUCTURAL PERFORMANCE
DEFINITIONS OF DEFINITIONS OF
COMPETITION COMPETITION

Entry and ex

Number of firms

in the industry

Substitutability with

it conditions

Extent of difference
between price and
marginal cost

Level of profits

Rate of technological

other products

progress and innovation

Figure 4.1 Some of the different factors taken into account in structural and performance
definitions of competition
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approached. But the perfectly competitive model provides an ideal or a benchmark as a
basis for welfare judgements and comparison. The model is useful in a similar way to
Euclidean geometry. Both refer to limiting cases but both have applications to the actual
world because the degree of approximation is sufficiently close for some purposes.

There has been a political shift in favour of market systems and economic liberalism in
the last few decades (see Chapter 10). This means that there is less government regulation
of the operation of economies than was common in the 1950s and 1960s and most of the
1970s. However, the speed at which different countries have moved to deregulate the oper-
ation of their economies and open them to international competition has varied in timing
and in extent. Australia, for example, started on this path in the second half of the 1970s
(King, 1997; Tisdell, 2005) whereas India delayed this switch in policy until the beginning
of the 1990s. China embarked gradually on such a course beginning in 1979. Then it
began to move from a centralized relatively closed economic system towards a market
system increasingly open to the outside world. As a result of such changes, there is less
government regulation of purely competitive markets than used to be the case. For
example, in Australia, milk prices are no longer regulated by governments and entry into
milk production is no longer controlled by governments (Edwards, 2003).

Many markets for agricultural products and for fish either satisfy or nearly satisfy the
conditions required for pure competition. Nevertheless, in many countries, there is still
considerable government interference in the operations of these markets. In Japan, for
example, rice production is heavily subsidized. In the EU, Japan and USA, imports of
many competing agricultural products are restricted. While capital movements and
foreign exchange markets were commonly controlled by most governments in the past,
this is not usually the case now. In several countries, minimum wages for work are
specified, for example, in the UK by the Low Pay Commission and in Australia (in 2007)
by the Australian Fair Pay Commission, which replaced the Australian Industrial
Relations Commission in 2006. Local governments also limit market competition by
restricting the purposes for which land can be used. The regulations, for example, often
restrict the type of business that can be conducted in a particular area.

4.2 WHY DOES THE STATE REGULATE COMPETITIVE
MARKETS?

Why is there so much government intervention in markets that are purely competitive or
nearly so? This may be explained by idealistic considerations or by the economics of pol-
itics. One idealistic reason for intervention, as mentioned in Chapter 2, is to allow for
externalities or spillovers. But the government may also intervene in markets to ‘improve’
the distribution of income, for example, by subsidizing medical care, or to foster the
supply of merit goods. Its aim in such cases may be to increase the political support of,
or votes for, the party in power, and its policies may be a response to demands from par-
ticular political pressure groups. While state intervention in markets can be based on ide-
alistic social welfare considerations, this intervention is sometimes (maybe often) based
upon political realities of a non-idealistic nature, can add to scarcity, and, despite inten-
tions to the contrary, may injure those whom it is designed to assist. Let us consider in
more detail some of the reasons why governments interfere in competitive markets.
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Information Failure (due to Externalities or Spillovers)

As mentioned in Chapter 2, externalities or spillovers such as those caused by polluting
economic activities may give a government scope to intervene and bring about a
Kaldor—Hicks improvement in the economy. Within the EU and in Japan, it has been
claimed that agriculture in some cases produces environmental amenities, such as desir-
able landscapes (Durand and Huylenbroeck, 2003). This has been used to argue that
farmers are deserving of public financial support in such cases. Externalities in the supply
of information may provide another reason for government interference with markets.
Less information may be collected and disseminated by individuals than is collectively of
value. Individual search for information may be much more risky than collective search
and individuals may not be able to sell all information which they collect or discover at its
full value to others. For instance, suppose that there is a piece of information or knowl-
edge worth £10 each to 100 individuals but that it costs £12 to collect or discover it. Once
one individual discovers the information, suppose that all can share it at no extra cost.
Collectively the information is worth £1000 and far exceeds its cost of discovery of £12.
But the information may not be able to be sold because once one individual discovers it
and acts on it, all become aware of the information. In the absence of government inter-
vention, the information is unlikely to be collected because any collector loses £2. The
government may solve this problem by subsidizing the collection and provision of infor-
mation (for instance, it may subsidize basic research) or by making the information the
exclusive private property of the discoverer in appropriate cases so that it becomes mar-
ketable, as are certain inventions, for example, under patent law.

Pressures from Producers for Government Enforcement of Cartel-like Arrangements

Producers in most competitive markets stand to gain if they can jointly restrict their sup-
plies to a market. By doing this, as a rule they raise the price of their product and their
profits above competitive levels. Existing producers in an industry also stand to gain if
they can restrict the entry of new competitors into their industry. But in industries where
the number of producers is large and entry barriers are few, producers face many
difficulties in jointly restricting their supplies and jointly raising barriers to entry to their
industry. Difficulties (such as organizers providing benefits to free-riders) arise in forming
associations of producers and in ensuring that individual producers do in fact restrict
their supplies to the market. Moreover, the more successful any association or cartel is in
raising profits in its industry the greater is the incentive for new firms to enter the indus-
try, expand supplies, and push profits down again. A cartel, once formed, is threatened by
conflicting interests of its own members and from potential entrants to the industry, and
the threat is greater the greater its success in raising prices. Where the number of suppli-
ers in the market is large, suppliers therefore may lobby the government to help police
cartel-type rules for the industry.

The conflict between the individual interest of suppliers and their collective interest in
limiting supplies to a market is illustrated in Figure 4.2. For simplicity, the short-run situ-
ation is taken in which entry into the industry is impossible. Crude oil supplies are taken as
the example in this case but markets for agricultural products provide other possible illus-
trations, as could the supply of taxis, medical practitioners and lawyers in some countries.
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Figure 4.2 Illustration of the incentive for individual suppliers to break an agreement limiting their
supplies even though restriction is in their collective interest. For this example, the
higher the agreed price in a cartel, such as OPEC, the greater is the incentive of
individual suppliers to undercut the price andlor exceed their supply quotas

Let DD in Figure 4.2(a) represent the market demand curve for crude oil and the broken line
MR represent the marginal (additional) revenue obtained by the industry from selling oil.
Given the industry supply curve SS, market equilibrium under competitive conditions would
be established at a price of P per barrel and for an annual supply of X. Assuming that curve
SS represents marginal costs in the industry, the profit obtained by all members collectively
in the industry is represented by the shaded triangle in Figure 4.2(a). The corresponding
profit for a representative supplier is as indicated by the shaded triangle in Figure 4.2(b), it
being assumed that the curve marked MC is the supplier’s marginal cost curve.

Suppose that suppliers of crude oil agree to restrict their supplies of oil and reduce the
annual supply of oil by the industry from the market equilibrium one of X to X. In the
absence of the entry of new oil producers into the industry, the price of oil rises from P
to P, per barrel and the profitability of oil production increases. But as can be seen from
Figure 4.2(b), each individual producer faces a dilemma. Suppose that the agreed pro-
duction quota or limit for the producer considered in Figure 4.2(b) is x,. If all abide by
their agreement collectively to restrict production to X, the profit of the producer con-
sidered in Figure 4.2(b) is equal to the area of the rectangle immediately surrounding «
plus the area of the quadrilateral immediately surrounding ». The producer’s profits are
higher than in the absence of agreement, that is they exceed the area of the shaded trian-
gle. But the producer has a strong incentive to break the agreement and not restrict his/her
production. If the producer expands his/her production to x, and the others keep to the
agreement, he/she increases his/her profit by the area of the triangle consisting of the area
of the quadrilateral immediately surrounding ¢ plus the area of the triangle immediately
surrounding d. Indeed, no matter whether others in the industry keep or break the agree-
ment, (for example, supply X, or X of X) the individual supplier has an incentive to
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produce more than x, and thereby increase its profit. But if all producers act in this way,
collective output will not be limited, all will fail to make gains, and the cartel will be
ineffective. On the other hand, if all suppliers feel morally obliged to honour the agree-
ment (a result by no means assured), profits in the industry are raised and this may encour-
age new firms to enter the industry. Such entry (together with the increased use and
development of substitutes such as coal, wind and solar energy and nuclear fuel instead
of oil) will reduce the profitability of action by existing suppliers to limit production and
is likely to lead to the breakdown of the cartel.

Thus an oil cartel, such as OPEC, is under constant threat of collapse. To the extent that
it raises the market price of crude above its equilibrium level, individual OPEC members
have an incentive to accept a slightly lower price, and the search for new oil reserves and
substitutes for oil increases in non-OPEC countries. While short-term gains may be made
by the cartel, its profitability and viability may diminish with the passage of time.

Because an industry consisting of a large number of suppliers faces considerable
difficulty (that is, costs in enforcing cartel-type arrangements among its members and in
restricting entry of new suppliers to its industry) it is likely to seek government regulation
if it aims to restrict competition or modify market behaviour. It may, for instance, aim to
raise or maintain incomes of suppliers already in the industry either by limiting the
number of new entrants to the industry or by restricting the supplies of existing producers.
The government may restrict entry, for example, by requiring all producers to be licensed,
and issue licences to existing producers but not to new firms or only to new firms in special
circumstances. Production of suppliers may be limited by specifying maximum quantities
to be sold or by limiting the use of productive resources in the activity, for example, the
area of land that can be sown with sugar beet may be restricted. In the airline industry,
national governments tend to restrict supply by licensing the routes available to inter-
national aircraft operators. In many cities, taxis have to be licensed and their number is
restricted.

Stabilization of Incomes and Prices in an Industry

Another purpose of governmental regulation of a competitive industry is sometimes to
stabilize incomes or prices in the industry. In particular, the prices of primary products
tend to be very unstable, and governments sometimes intervene to stabilize these. One
means of reducing price fluctuations is by the use of buffer stocks. During periods of low
demand or those in which price would otherwise be lower than average, the government
or its agency buys the commodity whose price is to be stabilized and stockpiles it. It
thereby pushes up the market price of the commodity. During periods of high demand or
those in which price would otherwise be higher than average, the agency releases supplies
to the market from its stockpile, thereby keeping the price closer to its average level.
Income stabilization schemes operated in the past in Australia for wool and wheat but
with the introduction of Australia’s microeconomic reforms they have been discontinued
(Tisdell, 2005). Government-backed stabilization schemes may fail to stabilize incomes
and may be used to subsidize incomes of producers. The need for government involve-
ment in those activities is reduced by the presence of private futures markets. Trading in
futures markets for commodities (such as on the Chicago Futures Exchange) can provide
a hedge against fluctuations in commodity prices obtained by primary producers or
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traders in commodities generally. For example large wholesalers of Australian grains use
future exchanges to cover their trading risks.

Pressure from Participants on the Competitive Side of a Market to Regulate Prices on its
Less Competitive Side

Occasionally, competitive sellers or buyers in a market are faced by buyers or sellers,
respectively, with market power. Consequently, competitive market participants may seek
government control of the prices paid by buyers or those prices charged by sellers having
market power. If those on the competitive side of a market are successful in obtaining
government regulation of prices, the distribution of income moves in their favour and the
allocation of resources may be improved in the Kaldor—Hicks sense.

If there are many suppliers selling to a single buyer (a monopsonist), the monopsonist’s
purchases are likely to influence the price of a traded commodity. By reducing his/her
quantity of purchases, the monopsonist may lower the price of the commodity to his/her
advantage. The government, by setting a suitable minimum price for the commodity, can
ensure that sellers receive a higher price than otherwise and sell a greater quantity than oth-
erwise. Similarly, if many buyers face a single seller (a monopolist) the government may be
able to improve the economic position of buyers by setting an appropriate maximum price
for sales of the product. In the United States, for instance, the government sets maximum
prices for household gas and electricity which are supplied by private monopolies.

Having pointed out some of the reasons why the state regulates competitive markets,
let us now consider specific examples of regulation of competitive product, factor and
international markets. In doing so, we shall consider why there is regulation in specific
cases and examine its effects, including possible undesirable side-effects.

4.3 PRICE REGULATION IN PRODUCT MARKETS: SOME
EXAMPLES

The prices of some products are regulated by governments ‘to improve’ the distribution
of income or to aid ‘disadvantaged’ groups. When the maximum allowable price for a
commodity is less than its equilibrium market one, demand exceeds supply at this price
and shortages occur. Price is not allowed to carry out the function of allocating supplies
to potential buyers. Other methods of matching demand and supply are then necessary
or come into play, such as the issue of rationing cards or coupons by the government, the
establishment of priorities for different types of buyers by the government, or the
decisions about priorities may be left to sellers and they may, for instance, adopt a first-
come-first-served philosophy and/or impose purchasing limits on their customers. Black
markets (illegal trading in the regulated commodity) at prices higher than the equilibrium
one are also likely to spring up.

Maximum Prices — Rent of Dwellings

Given the widespread adoption of economic liberalism, it is becoming difficult to find
cases in which governments prescribe maximum prices that may be charged for products
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Figure 4.3 Excess demand results from decreeing a maximum price for a commodity less than its
equilibrium price. Means other than price alone are then used to allocate supplies to
buyers. In the above case, a rent ceiling of P, results in the demand for housing space for
renting exceeding the available supply by X; — X,. The deadweight or Kaldor—Hicks
loss of rent control is shown by the hatched triangle

traded in purely competitive markets. However, this practice was common for a part of
the twentieth century. For example, maximum rents of dwellings were regulated by gov-
ernments in the UK and Australia for a considerable period following World War II. Such
policies raise several economic issues, which can be illustrated by Figure 4.3.

Suppose that the decreed maximum rent (price) for housing space is less than the
market equilibrium rent. In Figure 4.3, the market equilibrium rent is P,, but suppose that
a maximum rent of P, is decreed. The available space for renting falls from X, to X; and
the quantity of space demanded for renting rises from X, to X;. The gap between the
quantity of space available at P, and that demanded (the excess demand) is X; — X,. The
problem, then, is how to allocate the quantity available to the individuals demanding it,
since price is not permitted to perform this function. As pointed out above, ration
coupons and ad hoc methods may be used for this purpose. In the latter case, it is not
certain that the ‘disadvantaged’ will be favoured. Furthermore, there are often legal ways
to circumvent the spirit of the law. For instance, the practice arose in Britain of letting
houses with ‘furnishings’, and the rental of furnishings was adjusted upwards to allow for
the shortfall on house rent which was regulated.

The purpose of setting a maximum price for a commodity may be to bring the com-
modity within reach or more easily within reach of families with lower incomes. But at
the lower price, they may find it more difficult to obtain supplies (because total supply
falls, as did housing space for renting in the above example) and it can be argued that there
are more effective means of dealing with poverty, such as by cash payments. However, we
cannot conclude that price controls with rationing by government are never a socially and
politically acceptable solution. This depends on the relevant social welfare function. But
all methods of rationing are not equally efficient in satisfying wants. Methods which do
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not allow trading of ration quotas or coupons by those initially allocated them are not
efficient. This is clear, for example, from Figure 2.4 (an Edgeworth—Bowley box) where if
individuals A and B are allocated coupons for an equal amount of petrol and bread but
are not permitted to trade them, this is inferior to trading, as was discussed.

An alternative method to rent control for assisting the disadvantaged or poor with
housing is for governments to supply them with a rental subsidy or rebate. This is now
(2007) used in Australia to assist some recipients of social welfare payments. It has the
advantage compared to rent control of not restricting the availability of dwelling space.
In fact, it indirectly provides a subsidy to landlords for the provision of more housing
space. Nevertheless, there are still likely to be handicapped persons who cannot afford to
pay much commercial rent at all. Their assistance with housing would call for a large
subsidy.

The general effect of a rental subsidy for the disadvantaged can be illustrated by
Figure 4.4. There the line SS represents the supply of housing space, and in the absence
of a rent subsidy, DD indicates the demand for this space. If, however, a rental subsidy is
provided to the disadvantaged, this raises the demand for housing space, for example to
the level indicated by line D, D, in Figure 4.4. Given normally sloped demand and supply
curves, the equilibrium rent and supply of housing will increase. However, the rent will
normally increase by less than the rental subsidy (particularly if the proportion of tenants
eligible for it is low). Hence, those tenants eligible for the rental subsidy will still benefit
and the somewhat higher rents will stimulate landlords to increase housing stock. Rents
rise from P, to P, and the supply of housing space increases from X, to X;.

Another alternative means to assist the disadvantaged is via the provision of public
housing. Usually, however, because rents for public housing are below market prices and
the stock of such housing is limited in relation to demand, long waiting lists develop for
those eligible for such housing. Allocation is dependent on administrators who may be in
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Figure 4.4  An illustration of some economic consequences of the government providing the
disadvantaged with a rental subsidy
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a position to favour personally some applicants relative to others. Questions inevitably
arise about whether such housing is efficiently provided and managed. The social
processes involved are more supply driven than demand driven. This means that the
public housing provided may not be well adjusted to meeting the demands of tenants.

Public Intervention in the Provision of Education Generally

The provision of education can be entirely market determined. However, in most coun-
tries, governments play a major role in the provision of education. For example, the state
often supplies education through state-owned schools and other educational institutions,
regulates its content to some extent (for example, all schools, whether private or state-
owned, may be required to cover a similar basic curriculum) and the purchase of educa-
tion may be subsidized, or even be ‘free’ when supplied by state-owned institutions.
Furthermore, consumers’ choices about education are often limited by the state. For
example, children between certain ages in most countries must attend state-approved
schools.

The provision of education fulfils multiple purposes in society and the reasons for state
intervention in its supply are varied and often complex. In evaluating educational policy,
it is important to realize that the provision of education has both private economic
benefits as well as additional social or public economic benefits. Much of the discussion
about the extent to which the government should regulate and subsidize the provision of
education depends on the views about the extent to which the private economic benefits
of education diverge from the social economic benefits obtained from its supply.
Economic analysis suggests that if the social economic benefits from education exceed its
private economic benefits, there is a case for subsidizing its provision. The extent of the
relevant subsidy will tend to be higher the greater is the extent to which the social benefits
of education exceed the private benefits.

The social benefits of primary education are considered by many to be high relative to
its private benefits and there is widespread support for the view that all should be provided
with at least free primary education. A goal of the United Nations is to try to achieve uni-
versal primary education (globally) and thereby widespread literacy.

A second economic benefit of education is that it reduces social transaction costs,
including the costs involved in economic transactions. It reduces the costs and widens the
possibilities for communication and exchange by facilitating social networks and net-
working. It lowers the cost of social administration. This is especially evident with the
development of computer technology and the worldwide web. As a result, computer lit-
eracy reduces the costs of social transactions, including economic transactions.

Also education helps to transmit social and cultural values and is a vehicle for social-
ization. This can foster social cohesiveness in society and social stability (education for
citizenship). In turn, these features can have economic value. A politically unstable society
is likely to be hampered in its economic progress. Therefore, one of the reasons why gov-
ernments may interfere in the provision of education is to ensure that educational systems
are supportive of social cohesion and not socially disruptive.

Apart from this, educational systems have many other functions. They provide knowl-
edge which can increase enjoyment of the educated and raise their productivity. They also
act as significant sorting or screening devices. For example, one of their functions is to
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sort the intellectually more able from the less able. How well and how economically they
do this is sometimes controversial. Possibly also this sorting is not purely reflective of
intellectual ability but also indicates whether the individuals sorted are able to complete
required educational and other tasks punctually and discipline themselves effectively in
other ways. These may be important attributes in the workplace (see Chapter 12).

Opinions differ about the extent to which higher education should be subsidized. One
view is that individuals capture most of the economic benefits from their higher educa-
tion and therefore, they should pay for most of its cost. On the other hand, those who
favour highly subsidized tertiary education often believe that its social spillover benefits
are high or that it is justified on the grounds of providing equality of opportunity to the
intellectually gifted. There are often concerns that gifted children from less well-off house-
holds will be unable to obtain tertiary education unless it is free or offered at low cost.
That could, however, be overcome to some extent by offering scholarships to those who
are intellectually gifted, especially those from less well-off families. Possibly, the intellec-
tually gifted will generate the largest positive external benefits for society as a result of
their education.

Another policy mechanism to support tertiary education is for the government to offer
loans to students to help them finance their higher education. Such a scheme operates in
Australia for university fees for Australian students enrolling for the first time in under-
graduate degrees (Chapman, 2001). They pay a part of the cost of their tuition. The loan
is repaid after their graduation based on their income tax returns. In some countries, for
example Canada, some tertiary students rely on bank or similar loans to finance their uni-
versity studies. However, the capital market for financing education is imperfect and gifted
students from poorer families may not want to take the risk that such a loan involves (the
risk of not succeeding academically) and they or their parents may not be able to offer
enough collateral or security to the potential private lenders. Private capital market fail-
ures of this type are one reason why public loans are available to cover the university fees
of Australian students (also see Chapter 12).

Subsidies for University Education and Regulation of Fees

In many countries, the state is a major supplier of university facilities and regulates the
fees charged by universities that are either state-owned or dependent to a significant
extent on financing from the state. In countries such as Britain and Australia, domestic
university undergraduate students do not pay the full cost of their tuition, and the fees
that ‘state’ universities can charge to domestic students are regulated. A subsidy is pro-
vided to state universities to cover the differences between their expected costs of pro-
viding education and their income from student fees. Assuming that only domestic
students are enrolled at universities, some of the policy issues that arise can be illustrated
by Figure 4.5. In Figure 4.5, the line DD represents the demand for university places and
SS indicates the supply of such places.

In the absence of state regulation, market equilibrium would be established at E with
the level of fees being P, and with X, students enrolled. Suppose, however, that the state
fixes the university fee at P, for students, and pays a public subsidy of P, — P, per student
to universities for each student enrolled. Universities, therefore, provide X, places but stu-
dents demand X;. There is a shortfall in available places of X; — X,. This has at least two
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Figure 4.5 Regulation of university fees results in ‘excess’ demand for university places and
political pressure for expansion of such places

consequences. First, the universities have to ration available places and may, for example,
allocate these on the basis of school grades. Secondly, because there is a gap between the
demand for and supply of available university places, this generates political pressure for
the expansion of universities or for higher state subsidies for them.

Education, however, is a complex commodity. Because it serves multiple functions in
society, it is doubtful whether access to it should depend merely on ability to pay.
Certainly, if degrees or awards depended only or mostly on just paying for them, they
would be without economic value because they would no longer signal adequate quali-
fications and sort individuals by intellectual merit.

In some countries, education has become an important earner of foreign exchange and
universities are free to determine their own fees for foreign students. Because their net fees
from foreign students are higher than from domestic students, many universities have con-
centrated on expanding enrolment of foreign students rather than domestic students.
Whether or not domestic students are disadvantaged as a result is unclear.

Expenditure on health care, as for education, is usually a major component of outlays
by most governments. Frequently, medical services are free or subsidized as in the UK,
Germany and Australia. It therefore often happens that the demand for medical services
exceeds their supply, and queuing for these services occurs (Hall, 2001). This has hap-
pened, for example, in Australia for hospital care in public hospitals. Such care is free or
available at a low cost to patients. Because long waiting lists emerge for operations in
public hospitals and public hospital beds, the admission of patients has to be prioritized.
The problem can be illustrated by Figure 4.6.

In Figure 4.6 the demand for public hospital places is shown by line DD and in the short
run, the supply of those places is shown by line SS. If the use of public hospitals is free,
the demand for places, X,, exceeds their supply, X,. Excess demand is equal to X, — X
and mechanisms other than price have to be used to allocate the available places. In public
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Figure 4.6  Free public hospital services typically result in excess demand for public hospital places
and queuing occurs as indicated by waiting lists for admissions

hospitals, for example, those judged to be in most urgent need of hospitalization may be
given priority. This usually means that some of the needy do not get hospital services or
do so only after a long delay. Some may, as a result, turn to private hospitals and pay for
the hospital services they need. Consequently, even though they help pay for the national
health scheme, their benefits from it are limited.

A feature of the provision of free or subsidized hospital services provided by public hos-
pitals is that the public continually criticizes the government for not providing enough of
those services. Expansion in the supply of such services is usually insufficient to close the
gap between demand and supply.

It is also not uncommon for governments to subsidize visits by patients to medical prac-
titioners. In Australia, for example, the government refunds a standard fee or percentage
of this to patients for a medical consultation. This is equivalent to a subsidy for medical
consultation. The economic impact of such a subsidy can be examined by means of
Figure 4.7.

Assume that each patient receives a flat amount as a rebate from the government for
each medical consultation. In Figure 4.7 the amount is equivalent to the vertical distance
between line DD, and that marked DD, where the latter represents the demand for
medical consultations in the absence of the government rebate, and DD, is the demand
when the government gives a rebate for medical consultations. If the available supply of
medical consultations is as indicated by line SS, the market equilibrium shifts from E, to
E, as a result of the rebate scheme. The fee for consultation rises from P, to P, and the
number of consultations increases from X, to X,. Note that the cost to a patient does not
fall by the full amount of the rebate, which is equivalent to P, — P, in this case. Because
the prices of consultations rise, the cost to patients of consultations after rebate only falls
by P, — P,. This is said to be the incidence of the subsidy on consumers. Some of the eco-
nomic benefits of the subsidy go to medical practitioners. The incidence of the subsidy
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Figure 4.7  An illustration of economic consequences of public subsidies for medical consultations

from their point of view is equal to P; — P,. The increase in income received by medical
practitioners as a result of the whole scheme is equivalent to the area of a trapezium
P,E E,P,. This is an addition to their producers’ surplus. There is also an increase in con-
sumers’ surplus for those demanding medical consultations. This is equivalent to the area
of trapezium P,AE,P,. Consumers’ surplus represents the maximum amount which
patients would be willing to pay over and above what they actually pay for the extra
number of consultations.

Note that the incidence of the subsidy depends on the relative slope of the supply and
demand curves. If the supply curve is relatively elastic compared to the demand curve,
purchasers of the subsidized commodity will be the main beneficiaries. If the opposite is
so, then suppliers will be the main beneficiaries. Hence, if the supply of medical consul-
tations is relatively inelastic and less so than demand, consultation fees can rise almost to
the full extent of the subsidy and are accompanied by little expansion in the supply of
medical consultations. This is a distinct possibility in the short run. However, because of
rising incomes of medical practitioners, demand to enter the profession is likely to rise.
More individuals may want to study medicine, and doctors may want to migrate to coun-
tries with subsidized health schemes. On the other hand, medical associations are likely
to do their utmost to counteract this tendency by raising requirements for entry to the
profession, for example, requiring a longer period of training for new entrants and dis-
counting foreign qualifications.

Note that while the subsidy for medical consultations in the normal case improves the
economic situations of medical practitioners and those demanding economic consulta-
tions, there is an economic opportunity cost not accounted for by the above discussion of
Figure 4.7. The subsidy results in the supply of medical services being expanded at the
expense of alternative services such as, possibly, engineering services. An opportunity cost
is involved in expanding medical services. In an economic system involving free choice,
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the demand curve DD in Figure 4.7 would represent the extra value that consumers place
on extra medical consultations, and the line SS represents the extra or marginal costs of
such consultations. The latter is an indicator of marginal opportunity cost. Thus, from a
social point of view and given the existing distribution of income, the extra consumer
benefits of increasing the number of consultations from X, to X, is less than the extra
opportunity cost. Therefore, given the distribution of income, a social loss occurs as a
result of the subsidy which can be roughly measured by the area of triangle E,AE,. If this
is so, it raises the question of why access to medical services is widely subsidized.

One reason could be a social feeling (social value) that no individuals should be denied
medical care because of inadequate income. Thus, in a sense, medical care is considered
to be a merit good. Therefore, social values tend to override the individualistic values rep-
resented by the traditional economic analysis based on Figure 4.7. Nevertheless, society
still needs to recognize that an opportunity cost is involved in subsidizing the supply of a
merit good.

Europe’s Common Market Agricultural Policy (CAP) and the Support of Farm Incomes

In many countries, governments provide economic support for agriculture, and the extent
of this support is substantial in industrialized countries or communities, such as Japan, the
USA and the European Union. Such support may be sustained by various factors such as
political lobbying by farming groups, income redistribution considerations and a feeling
that agriculture could merit special consideration because of the public good functions it
provides besides supplying food and fibre. There are a variety of ways in which govern-
ments can support agriculturalists and these have differing economic consequences.

Agricultural support represents a large but declining proportion of public expenditure
by the European Commission. In 2005, this support amounted to about 44 per cent of the
Commission’s budget. It financed Europe’s Common Agricultural Policy (CAP). CAP
came fully into operation in 1962 as a follow up to the Treaty of Rome (1957) which estab-
lished the Common Market. The original six member states agreed in 1958 (at the
Conference of Stresa) to harmonize their agricultural policies and transfer responsibilities
for agricultural policies to the European Community level, subsequently the EU level. In
the 1970s the budgetary cost of the CAP as well as its distortion on the world agricultural
markets became of increasing concern. Consequently, CAP was reformed in stages, with
1992 being a turning point because then it was decided to shift from mere production-
related support towards income support (Swinbank, 2002). Another major change was
agreed to in 2003 when the income support was decoupled from production and the rural
development policy was given increased emphasis. Not only was the original system
increasing in cost to EU taxpayers but it resulted in large storage costs for excess agricul-
tural production and disrupted sales on foreign markets because exports were often at
prices well below the cost of production. The system relied on tariffs to exclude or reduce
imports of competing agricultural products to the EU, support prices for particular agri-
cultural products, and subsidies based on the area of land used for the cultivation of
specified crops. One of the reasons initially advanced for CAP was that it would encour-
age Europe to become self sufficient in food production. On the other hand, it also resulted
in more expensive food in the EU than would have been available with less restriction on
international trade. These effects can be illustrated by economic analysis.
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Figure 4.8  An illustration of the economic consequences of the EU’'s Common Agricultural Policy
based on pre-1992 policies. After 2003, CAP changed substantially and there were also
some reforms in the preceding decade

A simplified analysis of the pre-1992 CAP system (vestiges of which continued until
early 2005 despite reforms) is provided by Figure 4.8. Assume that the line DD repre-
sents the demand for wheat in the EU and that the line marked S is its supply from
EU agriculture. P; is the internal intervention price for wheat (or support price) within
the EU. European farmers are assured of this price. In the case shown in Figure 4.8,
this is above the EU equilibrium wheat price of P,. Imports of wheat to the EU
are assumed to be excluded because the target price for allowing imports is supposed
to be P,.

As aresult of the support or intervention price, EU farmers produce X, units of wheat.
However, at the support price P, there is an excess of wheat supply in comparison to
demand of X; — X,. The EU in the past either stored the excess or sold it below cost of
production abroad. EU consumers of wheat are disadvantaged by such a policy. Firstly,
they are denied the possibility of importing cheaper wheat from abroad. Second, the price
they must pay for wheat is higher than the free market price, P,, which would prevail in
the EU in the absence of wheat imports. EU consumers pay P, per unit of wheat pur-
chased rather than P, per unit.

The incomes of European wheat growers increase as a result of the market interven-
tion. Compared to the situation which would prevail in the EU in market equilibrium in
the absence of wheat imports, the income of EU wheat growers rises by an amount equiv-
alent to the area of the trapezium P,EBP;. On the other hand, the surplus of EU con-
sumers of wheat falls by an amount equal to the area of P,EAP,. Furthermore, there is
a burden on EU taxpayers if the wheat surplus is disposed of at a price below P;. For
example, if the wheat surplus is sold abroad at a price per unit of P|, the loss which is
equivalent to area of rectangle CFBA has to be met from the public finances of the EU.
The economic benefits to farmers of the scheme will be greater for larger rather than for
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smaller EU producers of wheat, and the disbenefits to consumers higher for those more
inclined to consume wheaten products.

As a result of the first major reform in 1992 of the original CAP system, high price
support levels were reduced and were partly replaced by direct income support in 2003
when further fundamental changes were agreed to in the operation of the EU’s CAP.
While earlier reforms to CAP reduced surpluses of basic foodstuff in the EU, lowered the
quantity of food in public storage (so called ‘food mountains’) and resulted in a decline
of the total outlay of the EU on agricultural import subsidies, it was agreed in 2003 that
further reforms were needed (see Leguen de La Croix, 2004, pp. 9-11). These further
reforms are partly a response to pressure from the World Trade Organization (WTO)
(arising from criticism of CAP by agricultural exporting countries outside the EU) and
the changing relative power of political lobby groups within the EU. The political power
of farm lobby groups may have declined, for instance, relative to that of social groups
interested in the environment, food safety and animal welfare.

Two major changes to CAP involved (1) so-called ‘decoupling’ and (2) the introduction
of ‘cross compliance’ (Leguen de La Croix, 2004, p. 7). Decoupling was intended to make
public support of farm income independent of subsidies for agricultural production.
Income support is paid as a lump sum single farm payment. This payment, however, can
be reduced if a farm fails to comply with cross compliance regulations concerning animal
welfare, nature and environmental protection, food quality requirements and so on. By
early 2007, all states in the EU had adopted the changed agricultural policies, the oper-
ation of which will continue until 2013 with a mid-term review in 2008.

Aspects of the new policies which also support rural development generally and the
multifunctionality of agriculture are discussed for example, by Durand and Van
Huylenbroeck (2003) and Van Huylenbroeck et al. (1999). The rationale behind cross
compliance can be illustrated by Figure 4.9 which focuses on agriculture and environ-
mental quality. The cross compliance component of the new CAP is intended to address
perceived market failures.

Agricultural production results both in environmental amenities (pleasant landscapes
in some cases) and environmental disamenities, such as loss of biodiversity and pollution.
These involve economic externalities or spillovers and farmers have no private economic
incentive to take them into account in their decision-making. For example, the curve
ABCDF in Figure 4.9 might represent the relationship between agricultural production
and an index of environmental quality. This indicates that some growth in agricultural
production adds to environmental amenity (expansion from zero to X,) but that further
expansion in agricultural production is at the expense of environmental quality. If both
environmental quality and agricultural production are desired commodities, a scale of
agricultural production of at least X, is socially desirable. However, X; of agricultural
output may, for example, be produced if farmers do not take into account environmental
externalities. This level of agricultural production is likely to be greater than the social
optimum. For example, given the socially desired trade-off between environmental quality
and agricultural production, the highest attainable social iso-welfare curve might be as
indicated by W, W,. This implies that a level of agricultural production of X, rather than
X, is socially optimal.

It should, nevertheless, be borne in mind that Figure 4.9 involves considerable
simplification. It does not, for example, consider alternative techniques of agricultural
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Figure 4.9 A hypothetical relationship between environmental quality and the level of agricultural
output given the amount of resources available in agriculture. Adjustments in the level of
agriculture production (and in techniques used in agriculture) may be required to bring
about a socially acceptable outcome. The reforms of 2003 to the Common Agricultural
Policy were intended to take this into account

production. The socially optimal outcome is likely to require some control of the tech-
niques used in agricultural production because different techniques usually generate
differences in external effects. Techniques used may need to be regulated as well as the level
of agricultural production. Consequently, the public regulation of agriculture could
become quite complex. The economic costs (transaction costs) involved in the public
administration of such complex policies would need to be taken into account in assessing
their social desirability. There is also a danger that agriculture’s environmental benefits
and costs may not be carefully measured and that the perception of these could be subject
to possibly undesirable political influences.

Note that although income support for European farmers by means of public financial
transfers has been decoupled from the levels of agricultural production, barriers to agri-
cultural imports to the EU remain. These have the same types of consequences as those
analysed later using Figure 4.14. European agriculture is not yet fully exposed to global
free market competition. Furthermore, even the present decoupled income support for
farmers is likely to maintain the long-run supply of agricultural products in aggregate in
the EU by retarding the exit of farmers from agriculture. From this viewpoint, the new
CAP is not market neutral but creates a distortion in favour of agriculture and rural
exports. Therefore, the price mechanism is unable to function perfectly in re-allocating
resources. It is anticipated nevertheless, that in the period 2007-2013, real financial
support for individual farmers will decline in the EU as support for farmers in new
member states of the EU increases (Leguen de La Croix, 2004, p. 29). While the new CAP
still involves shortcomings in terms of scarcity minimization, it involves less of an eco-
nomic burden on non-farm entities (such as intermediate sectors and consumers) in the
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EU than its predecessors. It is also possible that the new CAP’s propensity to increase or
maintain agricultural output could be (is) reduced by its cross compliance rules. However,
this may not occur to such an extent as to completely offset its positive impact on the level
of the EU’s agricultural production.

44 PRICE REGULATION IN FACTOR MARKETS: SOME
EXAMPLES

Regulation of prices of the factors of production is not uncommon and the resources of
labour and capital appear to be more often the subject of such regulation than land.
However, this does not imply that there are no regulations affecting the market for land.
In fact there are many regulations, for instance the zoning of the use of land in urban
areas, affecting the price of land.

Minimum Wage Rates

Minimum wage rates are set by regulatory bodies in some countries. When the minimum
wage rate for a particular type of labour is less than the equilibrium wage rate and perfect
competition occurs, the price control has no effect on the level of employment of this
type of labour and wages obtained. But if there is some ignorance among labourers, the
regulation could reduce the likelihood of a labourer receiving a wage well below the equi-
librium rate. In the example shown in Figure 4.10, a minimum wage rate of w, (since it
is less than the equilibrium wage rate) does not affect the amount of employment of
women.

Minimum female wage rate at this levelb
results in involuntary unemployment

=

<— Equilibrium female wage rate

Minimum female wage rate at this levelb
does not affect employment

Wage rate per week for women, w
ERE

Y

¢} Lk L L
Number of women employed, L

Figure 4.10 A minimum wage rate in excess of the equilibrium wage rate leads to involuntary
unemployment if markets are competitive. In this case, a minimum wage rate of W, for
women results in the involuntary unemployment of L; — L, of women and in fewer
women (L,) being employed than in the absence of intervention (L,)
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But the minimum wage rate may be set by a wage-regulating authority at a level in
excess of the equilibrium rate in an effort on income distributional grounds to assist those
who would normally earn lower pay, or a strong trade union may be able to negotiate an
above-equilibrium award in the industry with the same aim in mind and the possible add-
itional aim of increasing the total wage bill. If there is monopsony, oligopsony, or collu-
sion between hirers of labour, this policy on wage regulation can be effective in achieving
its objectives and in raising total employment of the group concerned. But if the hiring
side of the labour market is competitive, the policy has the adverse side-effect of reduc-
ing employment in the industry or among the group ‘protected’ by such wages. As for the
total wage bill, this will fall if wage rates are at levels on the elastic (upper) portion of the
demand curve for labour and will only go up if wages are in the region of the inelastic
(lower) portion of the demand curve.

These effects can be illustrated by means of Figure 4.10, which considers the employ-
ment of women. The argument might apply where the rule of equal pay for women would
result in a wage rate for women above the equilibrium rate for the employment of women.
In the example shown in Figure 4.10, the fixing of a minimum weekly wage rate for women
of wj (that is a wage rate in excess of the equilibrium level) leads to a fall in the employ-
ment of women in comparison to the unregulated position. This fall is equal to L, — L.
If employment is an important consideration, the regulation may be regarded as injuri-
ous to the interests of women. Also at the minimum wage rate of w,, involuntary unem-
ployment occurs among women in the sense that more women wish to work, L,, than can
find employment, L,. At a wage rate of w;, the difference between the number of women
seeking work and those able to find work is L, — L,. Furthermore, in this case, the regu-
lation reduces the total wage bill paid to women because the loss shown by the hatched
area exceeds the gain as shown by the flecked area. This happens because wage rates are
on an elastic part of the demand curve for the employment of women.

Regulated Rates of Interest, Dividends and Profits

The rates of interest on loans are sometimes controlled by governments. In some coun-
tries, the government specifies a lower than normal maximum rate of interest for loans for
particular purposes. Regulations may result in interest rates on loans for the purchase of
first homes being at a maximum rate below the normal and loans for rural investment may
be available at reduced interest rates. Interference of this type may stem from income
redistribution considerations (for example, the desire to assist families to purchase a first
home) and from political considerations such as the desire to win votes in rural seats. The
effect of such regulations is likely to reduce the supply of funds for the purposes in ques-
tion and make it necessary to ration the available supply by some means other than price.

This is illustrated in Figure 4.11. Given the supply and demand curves indicated there,
the equilibrium rate of interest is r, and the equilibrium quantity of loanable funds sup-
plied and demanded is K,. Suppose that the maximum rate of interest on funds is set at r/,
that is at a level below the equilibrium rate. The effect is to reduce the available quantity of
loanable funds to K, and increase the demand for funds to K. Consequently, the demand
for funds exceeds the supply of funds by K; — K. Thus, for instance, first-time house
buyers whom it is intended should be assisted by such policies may find that fewer funds
are available to them and there is keener competition for available funds. Some means other
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Figure 4.11 Controls on the maximum rate of interest lead to a shortage of available funds if the
maximum rate is less than the equilibrium one. In this case, a ceiling on the rate of
interest r; of results in an excess demand for funds of K; — K, and in less loanable
funds being supplied than in a free market

than the rate of interest must be used to distribute the relatively limited funds. In these cir-
cumstances, the government may provide lending institutions with guidelines or priorities
to be followed in their lending. For instance, borrowers may be expected to find a higher
proportion of a house’s price from their own savings and loans may not be available on
established houses. Consequently, funds will not be allocated in the most efficient manner
if this is determined by willingness to pay, and income distribution effects can be the oppo-
site to those intended. The wealthier members of the community (especially if collateral
and deposits are a consideration) may be favoured in the queue for funds.

In a competitive world, controls on the maximum level of dividends payable can reduce
the amount of funds supplied by investors to companies and reduce capital formation,
but the position is complex. If high dividends are a consequence of unappropriated rents
(low royalties being paid to the government, for example, for the use of minerals), con-
trols on dividends up to a point may not reduce the available supply of risk capital. The
complexity of the situation is clear from the fact that less-developed countries tend to treat
foreign direct investment in different ways. Some limit the remission of profits and divi-
dends to parent companies (this is less common than in the past) and others provide for
tax concessions and in effect subsidize dividends in order to attract foreign capital.

4.5 PRICE REGULATION IN INTERNATIONAL MARKETS:
SOME EXAMPLES

International markets for goods, for factors of production, and for currencies are subject
to a number of restrictions. In many countries, some imported goods are subject to tariffs
(taxes) or to quotas limiting their quantity. International movements of labour are
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Figure 4.12 A foreign exchange market in which equilibrium occurs when the US dollar costs 50p.
Suppose, however, that the Bank of England fixes the exchange rate at 40p to the
dollar. The pound is then overvalued in relation to the dollar and the demand for dollars
Jfor foreign exchange purposes exceeds their supply by X; — X,. Some mechanism
(such as priorities for different purposes for which foreign exchange is required) is
needed to ration out the reduced supply of dollars

restricted by the immigration requirements of many countries. Some countries regulate
dealings in foreign currencies, usually in order to maintain a more stable exchange rate
between the domestic currency and foreign currencies, but this has become less common
now with the widespread introduction of policies that favour market liberalism.

Fixed Exchange Rates

Consider the regulation of foreign exchange markets using Figure 4.12 for illustrative pur-
poses. This figure shows the exchange market for pounds sterling and a foreign currency,
say US dollars, where DD indicates the demand for dollars by those wishing to exchange
pounds sterling for dollars and SS indicates the supply of dollars by those wishing to
obtain pounds sterling in return for dollars. The UK’s demand for US dollars reflects the
UK’s demand for US imports (these have to be paid for in dollars), the demands of
holders of sterling for US dollars for investing in the US and their desire to have US
dollars for other purposes such as currency speculation. The supply of US dollars in rela-
tion to pounds sterling depends on the demand of Americans for imports from the UK,
their desire to invest in the UK and to have pounds sterling for other purposes such as
currency speculation. The equilibrium rate of exchange in this case is 50p to the dollar.
At this rate of exchange, the balance of payments of the United Kingdom and the United
States is in equilibrium. But suppose that the UK government controls the exchange of
pounds sterling for dollars and fixes an exchange rate of 40p to the dollar. (One of the
reasons for regulating or fixing the exchange rate may be to reduce the uncertainty of firms
and individuals engaging in international trade. For instance, if a UK exporter is to be



84 Demand, supply, markets and policy

paid by a US importer at an agreed dollar price on delivery of the exports, the UK
exporter runs the risk if the exchange rate is floating that the value of the pound will
appreciate so that he/she receives a lower payment after converting his/her dollar receipts
in pounds than originally expected.) At this exchange rate of 40p to the dollar, the demand
for dollars exceeds their supply by X; — X,. The limited supply of dollars (to be exchanged
for sterling) may be rationed and a black market may arise in the exchange of dollars. In
some less-developed countries, regulation of exchange rates, in the past, was accompanied
by rationing of available foreign currencies, foreign exchange black markets, and illegal
entry of foreign currency.

Countries which attempt to maintain a fixed exchange rate or a relatively fixed exchange
rate frequently make use of a buffer stock type of approach to maintain exchange price
stability. This approach can be illustrated by the example given in Figure 4.13. Suppose
that fluctuations in the exchange rate between pounds sterling and US dollars are due to
variations in the demand for dollars and for half of the time the demand is as indicated
by D,D, and for the remainder of the time as indicated by D,D,. In the absence of regu-
lation, the exchange rate fluctuates between P, and P,. Suppose now that the UK gov-
ernment sets the exchange rate at P, and the central bank (the Bank of England) or its
agents are in charge of all foreign currency transactions involving sterling. The central
bank adds X, — X, dollars to its reserves when demand is DD, and draws an equal
amount from reserves, X, — X,, when demand is high. It is therefore possible for the
central bank to use its reserves, provided that low and high levels of demand occur in suit-
able sequence, to stabilize the exchange rate. But there is no guarantee that the sequence
of demand variations will be satisfactory in practice. Furthermore, levels of demand and
supply curves may alter unpredictably and make stabilization difficult to achieve because
reserves are insufficient to maintain the rate at which the exchange rate is pegged. This can

o
w

——————————————— - - -\¢— Fixed exchange rate

o
8]

9

D,

Exchange rate (pounds/dollars), P

A\ 4

0] Xo Xi Xy X3 X4
Amount of US dollars exchanged, X

Figure 4.13  Stabilization of the exchange rate by the use of (buffer stock) reserves of foreign
currency. In this case, a buffer stock system enables the exchange rate to be stabilized
at the fixed exchange rate of P,. In the absence of intervention the exchange rate
Sfluctuates between P, and P,
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lead to periodic crises of confidence and speculation about the exchange rate, thus creat-
ing considerable uncertainty if a change in the pegged rate of exchange appears immi-
nent. It has been suggested that this type of uncertainty might be more damaging to trade
than that which occurs when exchange rates are flexible because, under a flexible exchange
rate scheme, exchange rates may be continually adjusted by small amounts.

Most governments operated fixed or pegged exchange rates from 1944 to the early 1970s
under the Bretton Woods system. Subsequently, managed flexible exchange rates were the
rule for most countries. Exchange rates were managed only to the extent that central banks
intervened to smooth out what appeared to be very short-term gyrations in the rates of
exchange. Otherwise, rates were free to find their own level as a result of the operation of
market forces. Nowadays, floating or flexible exchange rates are more common. China,
however, and a few other countries still retain a fixed exchange rate system.

Tariffs and Quotas on Imports

Consider now the effects of restrictions on imports of goods by means of tariffs or quotas.
These may be imposed by the government in an attempt to maintain domestic employ-
ment, to improve the profitability of the operations of domestic producers, and to raise
revenue for the government’s use. Take yarn as an example and suppose that the domes-
tic demand for yarn is as indicated by DD, in Figure 4.14 and that the domestic supply
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Figure 4.14  An example of the effect of a tariff on imports, assuming perfect competition in the
domestic industry. The tariff raises the price of yarn in the domestic market, expands
its local production, reduces imports, and increases the surplus earned by domestic
suppliers. In contrast, as discussed below, domestic production may fall when a tariff or
import quota is imposed if the domestic industry is imperfectly competitive. In the
above case, imports fall after imposition of the tariff by (X, — X,) + (X, — X;), local
production rises by X, — X,, and the surplus of domestic suppliers rises by the hatched
area. But if this gain in producers’ surplus is offset against the loss in consumers’
surplus, the net social loss (in the Kaldor—Hicks sense) from the imposition of the
tariff amounts to the flecked area
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is as indicated by S};Sy;. In the absence of international trade, the domestic price of yarn
and the equilibrium quantity traded correspond to E;, assuming that the market for yarn
is perfectly competitive. But suppose that yarn can be imported at a price of P, per unit
and that the supply from abroad is perfectly elastic as indicated by Sy.. Under free-trade
conditions the price of yarn in the domestic economy falls to P, so that X, of yarn is pro-
duced at home, and X, — X, is imported. Suppose now that the domestic government
imposes a tariff of P, — P, upon each unit of yarn imported in order to protect local yarn
producers and increase domestic employment in yarn production. This tariff alters the
equilibrium trading conditions in the domestic market from E, to E,. Imports of yarn fall
from X, — X, to X; — X,, domestic production rises by X, — X,, and employment in yarn
production increases. The profits of firms producing yarn in the domestic economy rise
by the equivalent of the hatched area in Figure 4.14, and the government raises (P, — P,)
(X; — X,) in revenue from the tariff. Consumers are worse off as a result of the tariff. The
price of yarn is raised and the consumption of yarn falls. But domestic producers of yarn,
suppliers of capital and labour for yarn production, benefit because protection from
imports results in greater profits, increased domestic employment, and possibly higher
wages for them. Domestic firms producing yarn may therefore lobby for protection. They
are likely to be supported by yarn labour unions in this lobbying since the tariff results
in greater employment of yarn workers and could raise the wage obtained by them.
Interested parties, however, will need to weigh the costs of lobbying against its expected
benefits to them.

Nevertheless, it should be noted that the loss in consumers’ surplus as a result of impo-
sition of the tariff (equal to the hatched plus the flecked area in Figure 4.14) exceeds the
gain in the surplus of domestic producers (the hatched area) by the flecked area. This
means that consumers could in principle bribe producers not to press for the tariff by
paying them an amount equal to the hatched area in Figure 4.12 and be better off than
without the tariff. But such bribes cannot be organized because there are large numbers
of consumers and each one has an incentive to free-ride. Indeed, most consumers may fail
to perceive that the tariff exists and that they are damaged by it. Each consumer might
lose only a small amount of consumers’ surplus (for example £1 annually) so it may not
pay an individual (given that search is not costless) to search for the determinants of the
price of yarn even though, if there are 50 million consumers, the total loss in consumers’
surplus is £50 million annually.

The above are the usual effects of a tariff in competitive markets. In markets where com-
petition is imperfect, a tariff can lead to a reduction in local production and employment
rather than a rise as in the competitive case because producers take advantage of their
enhanced monopoly position to restrict supplies. Nevertheless, in this case, as the result
of the imposition of a tariff, the profits and prices of local producers of the protected
product are still likely to rise and imports can be expected to fall if foreign supply is not
perfectly inelastic.

Imperfect Competition Modifies Predictions about the Effects of Tariffs
Let us be more specific about the type of modifications that must be made to predictions

about the effects of tariffs when imperfect competition rather than perfect competition
exists. Consider the position assuming a domestic monopoly in the supply of a product X.
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Figure 4.15 A diagram to illustrate the impact on the behaviour of a domestic monopolist of tariffs
on the import of competitive products. Depending upon the circumstances discussed
above, the tariff can lead either to an increase or a decrease in the monopolist’s level of
output whereas under perfect competition an increase in the tariff on a product can
normally be expected to result in an increase in its level of domestic production

Suppose that the demand, marginal revenue, average costs, and marginal costs faced by the
monopolists are as shown by the appropriately identified curves in Figure 4.15. In this
figure the supply curve of product X from abroad is represented by the horizontal curve
marked Sy

The domestic monopolist clearly needs a minimum tariff on imports of X of T} =P, —
Py if the firm is to survive. At this level of tariff, the price of X is P, and the monopolist
supplies X, to the domestic market and X; — X is imported because the demand curve
faced by the monopolist after the tariff is \BD. If a higher tariff is imposed but which is
still less than T, =P, — P (where P, corresponds to the intersection point of the mono-
polist’s marginal cost of production curve and the domestic demand curve for X), the
monopolist’s output and employment rise. But if a still higher tariff is imposed, the mono-
polist takes advantage of his/her protection from imports to raise his/her profit by reduc-
ing his/her output and employment and increasing the scarcity of his/her product. The
domestic monopolist finds that this policy increases his/her profit and thus, in this region,
a higher rate of tariff reduces domestic output and employment in producing X. This
pattern holds until the tariff becomes high enough to enable the monopolist to charge the
maximum monopoly price P, without fear of competition from imports. Should the tariff
exceed this level, Ty, =Py, — Py, the monopolist will not decrease the firm’s output and
employment further, but leaves these unchanged.

The relationship between output and employment, the level of imports, and the profits
earned by the domestic monopolist are indicated in Figure 4.16. This shows that both the
domestic monopolist and the workers (or their union) in industry X have a common inter-
est (as in the perfectly competitive case) in raising the tariff to level T,, but (unlike the
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Figure 4.16  Relationship between various economic magnitudes and the level of a tariff on a
product, assuming that domestic supply of the product is in the hands of a monopoly.
Specifically, assuming the monopoly-type situation shown in Figure 4.16, general
relationships for the following are shown as a function of the level of tariff imposed on
the imports of X: the level of imports of X, the profit of the domestic monopolist, the
quantity of output of X produced by the monopolist, and the level of employment in
the production of X

perfectly competitive case) a higher rate of tariff (one between T, and T),) is damaging to
the interest of workers in X in terms of their level of employment and possibly level of
wages, even though it improves the level of profit earned by the monopolist. Workers in a
particular industry do not always benefit from protection of that industry by a tariff, and
employment can sometimes be increased by lowering tariffs.

Import Quotas

An import quota can be used to achieve similar effects to a tariff. In the competitive
example shown in Figure 4.14, a quota limiting the annual import of yarn to X; — X,
units would result in the equilibrium trading conditions being achieved which corre-
spond to E,. The supply curve of yarn for the domestic economy after the imposition of
the quota is equal to Sy, plus the import quota at prices equal to or above P,. At prices
below P, no yarn is imported and the supply curve from domestic production alone
applies. In contrast to a tariff, however, import quotas yield no revenue to the govern-
ment unless they are auctioned to importers. In the absence of auctioning, some method
of rationing quotas among importers is needed. Those lucky enough to obtain a quota
obtain a windfall gain. Together importers benefit in the above example by increased
profit of (P, — P,) (X; — X,) if quotas are not auctioned. Income is therefore not only
redistributed in favour of domestic producers of yarn but also in favour of merchants
importing yarn.
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4.6 CONCLUDING COMMENTS

Regulation of competitive markets (product, factor and international markets) still
occurs but is less frequent than it used to be because market-based economic liberalism is
now more widely accepted as being desirable than in the decades following World War II.
Competitive markets are regulated for varied reasons and by diverse means. But policy-
makers do not always obtain the results that they aim for through regulation, and their
policies can give rise to undesirable (and in some cases unforeseen) side-effects, such as
those pointed out in this chapter. The chapter also underlines the point that it is neces-
sary to pay considerable attention to political self-interest as a factor influencing the
extent and type of regulation of competitive industries (see Chapter 14).
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QUESTIONS FOR REVIEW AND DISCUSSION

1. Outline two broad approaches to defining the state of competition in an industry.
Distinguish between monopoly and perfect competition in terms of stock
characteristics.
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10.

11.

12.

13.

Demand, supply, markets and policy

‘It seems surprising that there should be so much state regulation of competitive
markets considering that perfectly competitive markets are often claimed to allocate
resources efficiently.” Discuss, and give general reasons why the state has intervened
in competitive markets and outline general ways in which it has intervened.
[lustrate the type of difficulties which a cartel (such as OPEC) faces both from its
members and from external sources.

Should the government supply housing for the poor, homeless and the disadvan-
taged? What problems can arise if this housing is made available at very low rent? Is
it more desirable for the state to provide this housing rather than subsidize the rent
of needy tenants? If the rent of needy tenants is subsidized, will the rent paid by
these tenants fall after deducting the subsidy by the full amount of the subsidy?
Why does the state interfere in the provision of education when it could be left
entirely to market forces?

Do you agree with the view that while basic education should be free, students
should pay for higher education? What market failures might occur if students have
to pay for higher education? How might these economic failures be reduced?
Discuss the case for and against ‘free’ hospital services. Using supply and demand
analysis and assuming that the government finances hospitals, show how demand
for hospital services could well exceed their supply and consider the difficulties that
then arise in allocating this limited supply between consumers.

What effect is the subsidization of fees for medical consultations likely to have on
the supply of those services? To what extent are patients and medical practitioners
likely to benefit from such a subsidy?

The Common Agricultural Policy (CAP) has been a burden on EU food consumers
and on EU taxpayers. Explain. Why has the policy been reformed? Do you think the
reforms are desirable? Why?

‘Minimum wage rates may fail to assist those they are intended to help.” Illustrate,
but also consider cases in which these policies been assist employees, for instance,
where information is imperfect or monopsony exists.

Explain how a fixed international exchange rate may be maintained and indicate cir-
cumstances in which such a scheme will fail.

Consider the effects on domestic supplies, profits, imports and prices of a commod-
ity of the imposition of a tariff on imports, assuming that the domestic industry is
perfectly competitive in structure. Show that a Kaldor—Hicks loss occurs. What
effect may the tariff have on other industries? Repeat this exercise for an import
quota. Does a quota differ in its effects from a tariff?

‘When a domestic industry is imperfectly competitive some of the general economic
effects of a tariff (or of an import quota) are the same as under perfectly competi-
tive conditions, but other effects differ.” Explain.



5. Consumers and policy

5.1 INTRODUCTION

Consumer demand plays both an important normative and positive role in policy-
making. As pointed out in Chapters 2 and 4, it is important in determining the welfare
gains from economic activity (for example, for a Paretian optimum, there should be an
optimal conformance between what consumers want and the composition of production)
and, indeed, economists since Adam Smith have tended to stress the point that con-
sumption is the end-purpose of all production. Economic systems are often judged by
how well they meet the demands of consumers.

But demand relationships are important positive components of many policy decisions.
If a tax or import tariff, for instance, is to be imposed on a particular commodity the gov-
ernment will need to know the demand function for that commodity (and the supply func-
tion) if it wishes to predict the effect of the tax on the quantity consumed of the
commodity and aims to estimate its tax revenue. A large firm which hopes to influence the
sales of its products needs to be familiar with the factors determining this demand. A gov-
ernment which engages in ‘international resource diplomacy’ or adopts policies for the
conservation of resources needs to take account of demand relationships.

Both positive and normative aspects of demand theory are considered in this
chapter. The main positive areas covered are the testing and predictive accuracy of
demand theories and elasticities of demand with policy applications. The normative parts
of the chapter deal with consumer welfare and sovereignty in terms of traditional and new
theories, and with market failure, for instance, as a result of imperfect information on the
part of the consumer and the need or otherwise for consumer protection.

5.2 PREDICTIVE ACCURACY AND TESTING OF DEMAND
THEORY

Traditionally economic theory has stressed the influence of prices and incomes on the
demand for commodities. In so doing, economists have not denied that other influences
such as social interdependence, tastes, advertising and ignorance can be of importance
but have felt the study of these forces might more appropriately be undertaken by other
academic disciplines such as psychology and sociology. But carried to extremes, such rigid
demarcations are of limited value when policies are being formulated.

Development of Demand Theory

The introduction of the concept of a demand curve for a commodity, implanted in the
mainstream of economic thought by Alfred Marshall (1890) in the nineteenth century,
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helped to specify the relationship between the quantity demanded of a commodity
and its price with considerable accuracy and improved the predictive potential of eco-
nomic theory. One main principle emerged: the quantity demanded of a commodity
usually increases as its price is lowered, other things held constant. In other words, the
demand curve for a commodity is normally downward sloping when expressed as a
function of the price of the commodity. Marshall assumed that consumers maximize
their utility in purchasing commodities with their limited incomes and argued that
consumers eventually obtain diminishing marginal utility if they increase their con-
sumption of any commodity. It is basically diminishing marginal utility which is the
prime cause of downward sloping demand curves. In the twentieth century, John Hicks
(1946), using indifference curve analysis, increased the precision of this theory, follow-
ing in the wake of advances by a number of theoreticians. The use of indifference
curves strengthened the basic theory since they made it unnecessary to assume cardi-
nal (measurable) utility as in the Marshallian case. Hicks’ theory of demand still con-
centrates on the influence of price on the quantity demanded of a commodity but the
effect of a price change is divided into two parts: an income effect and a substitution
effect.

The income effect, which was ignored in Marshall’s analysis, occurs because a fall in
the price of a commodity increases the real income of the consumer and the substitu-
tion effect arises because a fall in the price of a commodity reduces the commodity’s
price relative to the price of other commodities. The substitution effect always increases
(other than in exceptional circumstances when it is zero) the quantity demanded of a
commodity whose price has fallen, all other things constant. This effect always tends to
make for a downward sloping demand curve. The income effect may reinforce the sub-
stitution effect, so ensuring a downward sloping demand curve. It does so (and this is
considered to be the normal case) if the consumption of the commodity rises with
income, other factors constant. On the other hand, if the consumption of the com-
modity falls with increased income (if the commodity is inferior), the income effect oper-
ates against the substitution effect (the income effect tends to reduce the quantity
demanded of the commodity subject to the decrease in price), but only in exceptional
cases is it likely to more than counteract the substitution effect and result in a demand
curve which is upward sloping over at least a part of its range. When this exceptional
case occurs, the good is said to be a Giffen good (Hicks, 1946). Possibly potatoes
and sausages are two such goods in western countries and rice is such a commodity in
Asia.

Indifference Curves, Substitution and Income Effects: a Policy Application

Consider a possible application of Hicks’ theory to population policy. A government
wishes to stimulate population growth and to do so intends to pay parents a subsidy or
allowance which rises with the number of their children. Will this subsidy lead to families
of greater size? This can be analysed using Figure 5.1. The indifference curves in
Figure 5.1 (indicated in the usual way) represent the preferences of a couple for income
for themselves and for numbers of children.

But children are not costless. For simplicity assume that the price line or trade-off
between the income enjoyed by the couple and the number of their children is linear. Let
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Figure 5.1 The payment of a bonus to parents rising with the number of their children may reduce
rather than increase the size of families. In this case, the negative income effect of the
subsidy more than offsets the substitution effect

us suppose that given their income possibilities it is AB. Then the optimal number of chil-
dren for this couple is four and they achieve equilibrium at position M.

Now consider the effect of a government subsidy on the number of children which
swings the price line around to AC. The couple reach a new equilibrium at position L and
their optimal number of children falls to three. The subsidy therefore reduces population
growth, if this couple is typical, rather than increases it as hoped. Children are ‘inferior
goods’ in this case; fewer are wanted as income rises, and the income effect more than
counteracts the substitution effect.

On the other hand, the income effect of the subsidy may reinforce the substitution
effect. Independent evidence might indicate that in the country concerned the number of
children in families tends to rise with the income of households. If this is so, Hicks’ theory
predicts that the subsidy will be effective in raising the size of the family. In this case, the
income effect and the substitution effect operate in the same direction and reinforce one
another.

If evidence suggests that family size falls with income, further information will be
needed to predict the effect of the family allowance or subsidy. Only if the negative
income effect is large enough, relative to the substitution effect, will family size fall rather
than increase after the introduction of a subsidy based on the number of children.
Hicks’ approach pinpoints the information needed for greater accuracy in prediction,
that is the required evidence on the magnitudes of the income effect and the substitu-
tion effect.
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Limitations of Hick’s Theory, Social Effects on Demand, Imperfect Knowledge

But even Hicks’ advanced theory does not account for all the influences on demand which
may need to be taken into account for predictive purposes in different circumstances.
Social influences such as the bandwagon effect, snob effect, and Veblen effect are not, for
example, taken into account. When the bandwagon effect applies to a commodity, the
quantity of the commodity purchased by each consumer rises, other things being equal,
as more of it is purchased by others. The opposite is the case for the snob effect. The pos-
sibility also cannot be ignored that the price paid for a commodity is sometimes of social
significance. The price paid may act as a signal to others, for instance the price paid for
perfume. When the apparent price paid impresses others and the purchaser deems this
consequence to be important, the Veblen effect is said to operate, and this effect may
cause a demand curve to slope upwards over a range. In some circumstances, as pointed
out by Gabor (1977), consumers take the price of a product as an indicator of its quality,
that is in a world of imperfect information consumers may use price as a signal of higher
quality.

Lancaster — Characteristics and Demand

Lancaster (1966) believes that traditional demand theory, by concentrating on the
demand for commodities per se, has less predictive ability than can be achieved by con-
sidering the demand for commodities in terms of the characteristics inherent in them. He
developed a theory based upon the demand for characteristics or attributes of com-
modities. While his theory is not without limitations (the availability of a characteristic
is assumed to be proportional to the quantity of a product and relevant characteristics
can be difficult to identify) it can be used to predict the likely demand for new products
combining known characteristics. For instance, an attempt has been made to use it to
predict the demand for characteristics in new cars such as fuel economy, roominess and
power, and thus the overall demand for cars containing these characteristics in different
degrees.

Price is only one of the Factors Influencing Demand

In all the above-mentioned theories, the price of a commodity is considered to be an
important determinant of the demand for it. Is its significance over-stressed? Are econo-
mists ignoring other variables of predictive importance? Some available evidence suggests
that this is so, especially as far as new products are concerned. J. Udell (1964), for instance,
found in a survey of 200 American firms that half of them did not consider pricing as one
of the five most important decision variables influencing their marketing success. For indi-
vidual firms, factors such as advertising and promotion, presentation of product, novelty
of product, location of outlets, and reputation of the firm may be more important deter-
minants of demand than the price of its product.

A firm may be restricted by the nature of market competition in the amount of
profitable use it can make of price to influence the demand for its product. In particular,
in oligopolistic markets (markets having few sellers) firms may be restricted to charging
the established or conventional price for a product because any lower price is matched or
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more than matched by competitors. This assumption underlies the ‘kinked” demand
approach to analysing oligopolistic markets (see Chapter 9). Oligopolistic firms, therefore,
may concentrate on other avenues for competition such as advertising and product
differentiation.

The range of variables which can influence the demand for a product is wide and depends
upon the time-period for which demand is to be estimated and on the product involved. One
or more of these variables, other than price, may need to be incorporated specifically in the
demand model. Variables such as the size of the population and its ethnic and age compo-
sition, the level and distribution of income in the community, available leisure time, the
available range of commodities and their prices, the degree of unemployment and inflation,
expectations about prices, new products and replacement patterns of durable goods may
need to be taken into account. Developments in the technology of consumption can, for
instance, greatly transform demands for products as has the introduction of the personal
computer. No simple mechanical demand model (‘off the hook’) is adequate for predicting
demand for all commodities. Models have to be modified or constructed to meet the situa-
tion in hand. Failure to do this may result in misleading predictions with dire policy conse-
quences. Nevertheless, standard demand models do introduce important variables and
illustrate pitfalls in estimating and predicting demand. Consider these pitfalls.

Estimation of Demand Curves — Time-series Method

Demand curves may be estimated by using data from time-series, cross-sectional data, or
information obtained from experience or interviews. Consider the case where the demand
for a product is believed to depend principally on its price. Suppose that a series of past
market prices and quantities sold of the product are available. In special circumstances,
this series identifies a demand curve for the product, or in other circumstances, identifies
a supply curve for the product, or may identify neither a supply nor a demand curve. A
demand curve for the product is identified when:

the only price subject to variation is the price of the product;

other determinants of demand are constant;

the supply curve alone is subject to variation; and

the observed prices and quantities traded of the product are equilibrium.

balb o

For instance, suppose that the prices and quantities of sale of the product are observed
for the years indicated in Table 5.1 and the conditions just mentioned apply. These

Table 5.1 Observed prices and quantities sold of a hypothetical product, X. Do they identify the
demand curve for the product?

Year Price in pounds Quantity sold in millions
2006 1 4
2007 3 2
2008 2 3
2009 4 1
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Figure 5.2 The observed prices and quantities sold of a product, X, during a four-year period,
shown by the solid dots, identify a demand curve in this case. The supply curve is shifting
and the demand curve is stationary

quantities identify the demand curve marked DD in Figure 5.2 and the observed price
and quantities are located at the intersection points of the demand curve and the (hypo-
thetical) supply curves, appropriately labelled and represented by the broken lines in
Figure 5.2.

But past price and traded quantity observations for a product may fail to identify its
demand curve. If the conditions mentioned above apply and the demand curve for the
product is subject to variation and the supply curve is stationary, price—quantity obser-
vations identify the supply curve for the product. The reader may wish to illustrate this in
the same way as was done for a demand curve in Figure 5.2, remembering that the obser-
vations (in this case usually) fall along a positively sloped curve.

On the other hand, if the price and quantity observations are disequilibrium ones, or if
both the supply curve and demand curve for the product are subject to shifts, the past
observations may identify neither a demand curve nor a supply curve for the product. The
latter case is illustrated in Figure 5.3. The same price—quantity observations apply in
Figure 5.3 as in Figure 5.2, but the supply and the demand curves for the product, as
appropriately labelled, shift in each of the years in which observations are made. The line
LL linking the price—quantity observations in this case identifies neither a supply nor a
demand curve.

The identification problem is not limited to demand models based on price as a deter-
minant of demand. It can also, for instance, arise in models emphasizing advertising
expenditure as an important determinant of demand. For instance, if a company’s supply
of funds for advertising is a fixed proportion of its sales receipts, the time-series of the
value of its past sales and its levels of advertising expenditure may identify this supply
curve, rather than consumers’ expenditure on the company’s product as a function of the
company’s level of advertising expenditure.
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Figure 5.3 The observed prices and quantities sold of a product, X, during a four-year period,
shown by the solid dots, fail to identify either a demand or a supply curve in this case.
Both the supply curve and the demand curve are shifting

Other Methods for Estimating Demand — Cross-sectional Data

Cross-sectional data provides another possible means for estimating demand curves. If
there are regional variations in the price of the product, purchases per head in the different
regions may be used as data to estimate demand for the product as a function of its price.
However, systematic differences between regions can make the results misleading.
For instance, suppose that the data indicates that the demand per head for a product is
p =10 — 0.2x where p represents its price and x indicates the quantity demanded. If the
lowest prices for the product occur in regions where individuals also have the lowest
incomes, the cross-sectional data will reflect the influence of both income and prices on
demand. The actual demand curve might be more responsive to price variations than
appears to be the case from the estimated demand curve because income variations have
not been allowed for in the estimates.

Consumer clinics and focus groups are also used by some market analysts to gauge the
demand for a product (McGuigan et al., 2002, p. 128). These involve the selection of a
sample of potential buyers of the product and the use of laboratory experiments and
observations to help determine the demand for the product. The value of these methods
depends on how representative the sample of potential buyers is and on the design of the
laboratory experiment.

Experimentation and Surveys to Estimate Demand
Experimentation in stores provides another possible means of estimating a demand curve.

For instance, the commodity under consideration might be made available to consumers
at some stores at different prices over a period of time and the varying quantities of their
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purchases recorded and the data used to estimate demand per head as a function of the
price of the commodity. In other words, a new product can be trial-marketed and a per
capita demand curve estimated. The further step might then be considered of assuming
that this per capita curve applies to the whole population. But whether or not the last infer-
ence is justified will depend upon how representative the sample of stores is of the whole
population and on how well the experimental situation replicates that of the actual world.

Another possibility is to use a survey method to obtain demand data. A sample of con-
sumers may be asked to indicate their likely quantity of purchases of the commodity
(under consideration) at various prices and the data used to estimate the market demand
curve. This method runs foul of the same difficulties as the last method and in addition
there is the problem of whether the responses are reliable. The situations posed are
hypothetical, and therefore anticipated reactions by respondents could be unreliable.
Furthermore, respondents may deliberately understate their demand at high prices in
order to induce price-setters to charge lower prices. Bias in responses is a problem.

Alternative Models of Demand — Replacement and Product Cycle Models

Many other models for predicting demand exist. These include replacement models and
product cycle models. Replacement models are relevant for durable consumer goods such
as cars, computers and refrigerators and take the expected economic life of such products
into account. Product cycle models are based upon typical patterns of market penetra-
tion by new products.

A typical pattern for sales for a successful new product is like that shown in Figure 5.4.
There is an initial introduction stage followed by a fast growth stage if the product is suc-
cessful, a mature phase in which maximum market penetration is achieved, and then a

Phase
1. Introduction
2. Growth
3. Maturity
4. Decline

Value of sales at constant prices

3
>

Time in years

Figure 5.4 A typical product cycle pattern of sales revenue for a successful new product. The
quantity sold of the product can be expected to follow a similar pattern
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decline in sales as new products replace the old. The elongated S-shape of the product
cycle may reflect the following:

1. Learning curves. Individuals (consumers) may need a number of exposures or trials
of a product before they learn about or accept its superiority, and individual learning
curves tend to be of an S-shape.

2. Diffusion of knowledge takes time and some patterns of diffusion give rise to this
logistic-type curve.

3. The distribution of innovators and laggards. The propensity to try the novel (or take
a risk) may be normally distributed and this can give rise to a logistic curve of this

type.

Thus, the typical product cycle pattern appears to reflect the fact that we live in a world of
imperfect information in which learning and search take time and are of great importance.

The problem for a company marketing a new product is to estimate the precise form of
its product cycle if it adopts this representation of demand, which incidentally is a rather
crude one because it does not take account of specific influences on demand such as price.
The degree of prediction using this method may, however, be improved by segmenting the
population of potential purchasers into groups of similar individuals, predicting the
product cycle for each group and combining these to obtain the overall time-pattern of sales.

The product cycle relationship has been used by Vernon (1966) to predict the flow of
international trade and changing patterns of specialization of countries in the production
of new products. Vernon suggests that new products tend to be first produced and sold in
large, developed economies and then production spreads to other developed countries.
In the stage of a worldwide decline in demand, production tends to become concentrated
in less-developed countries with little production remaining in developed countries. The
production of television sets has followed this pattern (Gao and Tisdell, 2005). For coun-
tries engaging in industrial policy designed to influence technical progress in their domes-
tic industry, the product-cycle model raises the question of when it is likely to be best for
a nation’s producers to enter the product cycle of a new product. Will a nation benefit
most by being a leader in technology, a close follower, or a laggard? Further microeco-
nomic knowledge is needed to answer this question. But the following are some of the
factors that need to be considered: the first entrant obtains a monopoly but this could be
temporary and it could be costly to establish the market. Learning may be costly in terms
of mistakes. A later entrant may be able to learn from the mistakes of others but could
find it difficult to obtain market share because early entrants are established and have
raised market entry barriers. This has led one group of economists to speculate that a
nation (or a firm) is likely to gain most from producing a new product as an early follower
rather than a leader. But the issue is complex.

5.3 CONSUMER WELFARE: HOW IS IT TO BE TAKEN INTO
ACCOUNT?

Consumers, since the time of Adam Smith, have been given a central role in the theory
of economic welfare. Indeed, many economists have come to judge economic systems by
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how well they serve the needs of consumers. Systems in which consumers are sovereign
(systems responsive to the expressed needs of consumers) are the most desirable ones in
the opinion of many economists. For example, as pointed out in Chapter 2, if a Paretian
optimum is to occur it is necessary for there to be an optimal conformance between pro-
duction and the desires of consumers for different commodities, that is for the rate
of product transformation to be made equal to the rate of indifferent substitution.
Furthermore, economic policy advice often hinges on the extent to which alternative
policies increase consumer welfare, for instance as measured by rises in consumer
surpluses.

The mainstream of economic theory makes a number of fundamental assumptions
about consumer welfare as far as consumer sovereignty and non-satiation are concerned.
Not surprisingly these assumptions have been subjected to challenge or criticism in recent
years.

Criticism of Traditional Views of Consumer Behaviour and Welfare

Consumer sovereignty

The view that an economic system should respond to the wishes of consumers has been
challenged by some socialist writers on the basis that individuals are not always the best
judge of their own self-interest. Other writers, such as Marcuse (1964) and Galbraith
(1967), claim that in corporate economies consumers’ preferences are manipulated
through advertising and promotion by corporations so that consumers’ preferences no
longer reflect their basic desires. Again consumers’ preferences may not be independently
determined but may in part be shaped by the social setting of consumers as suggested
by old institutionalists (see Chapter 3). Furthermore, the consumer-orientated view of
humankind is claimed to be too narrow because the welfare of individuals should be
judged in relation to all of their roles in society, including their role as workers and as
political and social participants.

Strong rationality assumptions and perfect knowledge
Neoclassical economic theory assumes that consumers have perfect knowledge of the
attributes of commodities and their prices, know what they want, and act with logical
consistency to maximize their utility from their purchases given their income constraints.
They are never disappointed with their actual purchases after they have chosen them. To
some extent, these consumers are a theoretical type because few, if any, consumers will
meet these conditions. Hicks (1946) suggests that such a theoretical type may be repre-
sentative of consumers as a whole even if no individual exactly conforms with this type.
Also as pointed out by Tisdell (1996, Chapters 2 and 3), the neoclassical rationality and
knowledge assumptions are stronger than is necessary for individuals to act with perfect
rationality. Nevertheless, consumers do not always act with the degree of rationality sup-
posed by the theory, and their knowledge is frequently inadequate to ensure perfect
choices and requires consumers to engage in search behaviour. Economic theory can be
extended by taking such situations into account and as will become evident in this chapter,
they have policy consequences.

Behavioural economists (for example, Bowles, 2004; Camerer et al., 2003) have
argued on the basis of observations that consumers do not always choose in a logically
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consistent manner and that they can be significantly influenced by the way in which alter-
native choices are presented to them. Furthermore, the limited capacities of individuals
to store, recall and process information may mean that consumers make choices based
on a restricted set of alternatives rather than on comprehension of the full range of
relevant alternatives. Advertising, for example, may alter the limited set considered.
Consequently, consumers may sometimes make poor choices because of their limited
comprehension of possibilities. Varian (2006, Chapter 30) provides a short outline of
behavioural economics.

New institutionalists emphasize the importance of limited knowledge available to con-
sumers, the costs involved in choosing, in searching for exchange possibilities and the
transaction costs involved in exchange. These factors all influence the behaviour of con-
sumers and have several policy implications, as is pointed out in detail in this chapter.

Furthermore, much economic theory (including neoclassical economic theory), does
not allow for significant differences in the behaviour of consumers. For example, the
extent to which consumers act in a rational manner could vary in a population; some may
be proactive in their choices of health care whereas others are reactive. The mixture of
types may have important social implications. It is even possible that the behaviour of the
same individual could be different in different market situations. Diversity of behaviours
can have important policy implications and is worthy of more study.

Non-satiation and dependence of welfare on quantity of commodities consumed
Established economic theory maintains that consumers cannot be satiated by commodi-
ties as a whole. In other words, greater quantities of some commodities always raise the
welfare of a consumer, even though the consumer may be satiated by other commodities.
An implication of this is that if a narrow view is taken (in which possible environmental
trade-offs are ignored) consumers prefer more income to less. Furthermore, it justifies the
preoccupation of economists with policies to reduce scarcity by increasing the supply of
available commodities.

A variety of objections have been raised. Some writers claim, in contradiction of the
traditional vi