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Abstract

The concept of market failure was originally presented by economists as a norma-
tive explanation of why the need for government expenditures might arise. Gradu-
ally, the concept has taken on the form of a full-scale diagnostic tool frequently
employed by policy analysts to determine the exact scope and nature of government
intervention. For some time, economists have known that the market failure idea is
conceptually flawed. The authors of this article demonstrate why this is so, employ-
ing concepts drawn from the perspective of transaction costs. In a review of empiri-
cal studies, they further show how the market failure diagnostic leads analysts to
make generalizations that are not supported by facts. Transaction cost analysis helps
to explain the underlying processes involved. © 1999 by the Association for Public
Policy Analysis and Management.

INTRODUCTION

The question of the proper role of government in the marketplace is an old and
fundamental one. Public officials throughout the world grapple with this issue,
deciding which public services to provide or how to regulate the activities of individuals
and firms, a task made more urgent by recent efforts to privatize public responsibilities
and “reinvent” government. In the search for objective standards by which such
decisions can be made, public officials have increasingly turned to the concept of
market failure. Use of the market failure concept is widespread, both in teaching
curricula and in practicing government circles.

This article demonstrates the limitations of the market failure idea. The
shortcomings of the market failure concept have been known for some time, but with
little consequence, since its use continues to be widespread. In this article we recount
the conceptual problems of the market failure idea. We further show how market
failure analysis leads to conclusions about the efficiency of government intervention
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that are not supported by empirical studies. An alternative economic approach, the
concept of transaction costs, buttresses this criticism and provides a more well-
grounded conceptual framework for understanding issues of government intervention.
In general, transaction costs provide a better method for understanding the nature of
collective action, although it is not a diagnostic tool in the same sense that the market
failure concept purports to be.

A SHORT HISTORY OF THE MARKET FAILURE CONCEPT

The concept of market failure initially appeared as a means of explaining in economic
terms why the need for government expenditures should arise. It constituted, according
to its presenters, “a normative judgment about the role of government and the ability
of markets to establish mutually beneficial exchanges” [Dahlman, 1979, p. 143].

Presenting the traditional approach, Arthur C. Pigou [1932] argued that the
divergence between the values of marginal private and marginal social net product
would not “make the national dividend a maximum; and consequently, certain specific
acts of interference with normal economic processes may be expected . . . to increase
the dividend”(p.173). In his classic article “The Pure Theory of Public Expenditure,”
Paul Samuelson [1954, p. 388] observed that no decentralized pricing mechanism
could be used to determine the optimal level of goods characterized by collective
consumption. In such cases, as the authors of one modern textbook agree, “the market
has no choice but to fail” [Skaggs and Carlson, 1996, p. 543]. In one leading textbook
on the new science of policy analysis, David Weimer and Aidan Vining [1992] reach a
conclusion that appears frequently in the literature: “When is it legitimate for
government to intervene in private affairs? In the United States, the normative answer
to this question has usually been based on the concept of market failure—a
circumstance where the pursuit of private interest does not lead to an efficient use of
society’s resources or a fair distribution of society’s goods” (p. 13, emphasis in original)
[see also MacRae and Wilde, 1985, p. 170]. Textbooks on microeconomics and public
finance commonly present the concept of market failure as a general justification for
government intervention [Browning and Browning, 1992, p. 657; Boardman et al.,
1996, p. 99].

As it matured, the market failure concept took on an additional characteristic—that
of a diagnostic tool by which policymakers learned how to objectively determine the
exact scope and type of intervention [Weimer and Vining, 1992; Boadway and Wildasin,
1984; Hyman, 1990; Procaccia, 1996]. Expansion of this normative concept into a
diagnostic tool appeared in conjunction with the growth of policy analysis as a field of
study and university training. One scholar argues: “The welfare theorem lets [us] classify
inefficiencies as due to monopoly externalities, and so on. This helps us to understand
and perhaps to solve such inefficiencies just as a doctor’s diagnosis . . . is part of
treatment” [Farrell, 1987, p. 1160].

To employ the diagnostic approach, analysts attempt to identify both the precise
type of problem that gives rise to the market failure, as well as the different types of
bureaucratic malfunctions (nonmarket failures) likely to occur when public officials
attempt a cure. Advocates of the approach present this “double market failure test”
[Weimer & Vining, 1992, p. 179] as an essential part of the diagnostic process. Like
doctors attempting a cure, policy analysts must render a diagnosis of the underlying
disease and consider the dangers of treatment, including side effects. Accordingly,
policy analysts argue that the existence of a market failure “provides a necessary, not
a sufficient justification for public policy interventions” [Wolf, 1979, p. 138; see also



560 / The Failure of Market Failure

Weimer and Vining, 1992, p. 13]. Sufficiency is established when the gains from
government intervention outweigh the dangers of government intervention.

In keeping with the diagnostic model, different treatments are favored for different
afflictions. In their textbook Public Sector Economics, Boadway and Wildasin [1984]
suggest that “while typically the remedy for market failure due to public goods is for
the public sector to provide the goods, the remedy for externalities is often to provide
incentives to the private sector to produce the correct amount” (p. 61). In the legal
literature, Frankel [1995] echoes with the suggestion that in situations involving public
goods the “government may be in a better position to operate a firm than the private
sector” (p. 295). Like medical students contemplating cures, policy analysts are taught
to apply the least intrusive intervention. If a market failure can be resolved by the
creation of an incentive that will allow the market to correct itself, such as a tax
expenditure, this is to be favored over more aggressive treatments such as the creation
of a government monopoly. Full-scale government intervention should be undertaken
only when it can be shown “that a less-intrusive generic policy cannot be utilized or
that an effective contract for private production cannot be designed to deal with the
market failure” [Weimer and Vining, 1992, p. 179].

What began as a simple attempt to provide a normative explanation for the existence
of government expenditures has developed into a quasi-scientific full-scale diagnostic
test with the prescription of cures. Some textbooks even present tables that allow
students to identify appropriate interventions for different types of market and
government failures [Weimer and Vining, 1992, p. 193; Hyman, 1990, pp. 158–159).
This appears to be a powerful and attractive model. It looks scientific. It seems to
provide an objective test for governmental intervention. It appears to be something
than can be usefully taught in schools.

Inevitably, such concepts and teachings find their way into public policy. Recently
the U.S. government issued Executive Order 12866 [1993], which requires federal
officials to conduct an economic analysis as a means of determining the need for
proposed regulations. Guidelines for carrying out this order require officials to make
a finding of “whether the problem constitutes a significant market failure” as a
prerequisite for recommending government intervention. The guidelines further
provide instructions for identifying types of failures, comparing potential interventions,
and guarding against “unintentional harmful effects on the efficiency of market
outcomes” [Executive Office of the President, n.d., pp. 3, 5]. The resulting regulatory
impact analyses make reference to a variety of market failure concepts. A controversial
1994 standard that set stricter wind resistance standards for trailer homes, for example,
claimed that asymmetric information and externalities necessitated government
intervention into the market for manufactured housing [De Alessi, 1996].

An extensive flowering of the market failure concept has occurred in the field of
law. The number of law review articles and court decisions using the concept run
into the thousands, with 239 references turned up by a search of law reviews for the
12 months between June 1995 and June 1996 alone. These references occur not just
in monopoly, antitrust [Kovacic, 1995, pp. 1202, 1214, 1217], and environmental issues
[Baron and Dunoff, 1996, pp. 437, 441–443], but appear to span virtually the entire
corpus of law. References are found, for example, in family law articles [Estin, 1995,
n. 248, n. 356, n. 357], in connection with setting product standards [Abbott, 1996, p.
163], in references to the plight of refugees [Beck, 1995, p. 177], in connection with
health care [Kang, 1995, pp. 513, 526; Jost, 1995, pp. 827, 851, n. 203; Jordon, 1995,
p. 917, n. 18], and with regard to problems of creating markets in less developed
countries [Utset, 1995, n. 7], as well as in securities law [Kitch, 1995, p. 776; Letsou,
1996, p. 150), the creation of financial derivatives [Singher, 1995, p. 1468], moral
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legal theory [Baron and Dunoff, 1996], contracts [Procaccia, 1996, pp. 630, 635–636,
n. 3; Blackman, 1995, p. 1368], occupational injuries [Linder, 1995, p. 94], controls
on credit card interest rates [Rougeau, 1996, p. 15], intellectual property [Ginsburg,
1995, p. 1491, n. 102; Owen, 1996, n. 149], discrimination in insurance markets
[Gaulding, 1995, pp. 1653, 1687], the information superhighway [Post, 1995, p. 792],
and zoning [Larson, 1995, pp. 180–181].1 Similarly, court decisions that refer to market
failure and to externalities are made with great frequency.

Long before social scientists applied diagnostic skills to public affairs, doctors of
medicine guessed that diseases of the body could be traced to imbalances in bodily
“humors” [Thomas, 1992, pp. 8–9]. By the 18th century, this fit of deductive reasoning
had been elevated to the level of a diagnostic procedure. The approach led doctors to
prescribe a variety of ineffective and often dangerous remedies, such as bleeding or
purging. It eventually was replaced by more scientifically valid approaches, such as
the discovery of antibiotics and the theory of germs. The theory of market failures,
this paper will show, is little better grounded than the outdated belief in bodily humors.

WHY MARKET FAILURE FAILS

A fundamental problem with the concept of market failure, as economists occasionally
recognize, is that it describes a situation that exists everywhere [Nelson, 1987;
Dahlman, 1979]. While the ubiquity of market failures seems well accepted, the
consequences of this observation are not. Some people believe this dooms the concept
as an analytical tool; others disagree.

Market failures are thought to occur when the market fails to produce public goods,
or inadvertently produces externalities, or gives rise to natural monopolies, or
disenfranchises parties through information asymmetries, or creates undesirable
income distributions. All of these forms are types of externalities, since each consists
of nonmonetary effects not taken into account in the decisionmaking process, which
is the classic definition of externalities [Baumol and Oates, 1975]. Hence, when we
charge that the market failure concept has certain shortcomings, we mean to apply
this statement to all forms of externalities including nonmarket failures by
governmental institutions.

The core argument against market failure analysis is derived from the study of
transactions. Externalities arise when parties engage in transactions. The effect of
transactions on market behavior was first analyzed in the 1930s, beginning with an
examination of brokerage charges and other costs of exchange [Hicks, 1939; Allen,
1999]. This quickly expanded into an analysis of the relationship between property
rights and the cost of transactions. The property rights approach began with an article
by R.H. Coase [1937, 1960], now well known in the discipline of economics. Coase
argued that individuals form firms because use of the price system is not costless. In
other words, entrepreneurs create firms in an effort to reduce the transaction costs
associated with using the price system. This approach developed mainly after Coase’s
1960 article on “The Problem of Social Cost” through the work of Alchain [1965],
Demsetz [1967], Barzel [1985], Ostrom [1990], Allen [1991], and others.

1 The legal literature gives relatively little mention to transaction costs.
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The property rights approach is important because it defines the condition under
which externalities entirely disappear. Transaction costs in this respect are defined as
the resources necessary to transfer, establish, and maintain property rights [Allen, 1991,
p. 4]. As property rights become more extensive and complete, transaction costs
approach zero.2 In a similar fashion, as transaction costs decline, property rights
become more complete as it is cheaper to defend them or transfer property.

Only when property rights are perfect do transaction costs vanish. In a zero
transaction cost world, with well-specified rights, there would be markets for
everything and all markets would clear [Arrow, 1969], producing efficient outcomes
for any collective problem that parties chose to resolve. This condition is expressed
by the so-called “weak form” of the Coase Theorem.3 In a world in which property
rights are fully specified and in which transaction costs are zero, the allocation of resources
will be efficient [Zerbe, 1976, 1980; Medema and Zerbe, 1999a].

No such world, of course, can ever exist. This realization is critical to understanding
why the market failure model fails. Conceptually it fails for the following reasons.

Externalities Are Defined by Transaction Costs

In essence, externalities come into being because the transaction costs of resolving
them are too high. In this sense, every story about externalities is also a story about
transaction costs.

Transaction costs define externalities in the following manner: the net value of the
externality constitutes the lower boundary for associated transaction costs. Stated
another way, transaction costs will never be lower than the net monetary impact of
the externality. By net monetary impact we mean the net benefits to be derived by
eliminating the problem. An example may help clarify this point. Suppose one party
suffers from the effects of pollution produced by a neighboring source. The pollution
damage is $125,000 and the cost of installing devices to eliminate the pollution is
$100,000. The damage done by the pollution is greater than the economically optimal
amount, by definition of an externality. Pollution, in short, is being overproduced. In
such a case, $25,000 represents the gain that could be made by eliminating the
pollution in a situation where transaction costs equal zero. The costs of transaction
(negotiations, lawsuits, contracts) will not be zero, of course. If they are less than

2 Such property rights may be private or public. When the government provides goods directly or supports
the provision of goods and services through taxation policies, it creates a government property right with
associated transaction costs.
3 The first formal statement of the Coase Theorem did not appear until 1966, when George Stigler [1966]
offered that “the Coase theorem . . . asserts that under perfect competition private and social costs will be
equal” (p. 113). Since this original formulation, the theorem has been stated in numerous ways, including:
“if one assumes rationality, no transaction costs, and no legal impediments to bargaining, all misallocations
of resources would be fully cured in the market by bargains” [Calabresi, 1968, p. 68, emphasis in original]
and “if transaction costs are zero the structure of the law does not matter because efficiency will result in
any case” [Polinsky, 1974, p. 1665]. Paradoxically, the Coase Theorem has spawned a huge literature deal-
ing with the artificial world of zero transaction costs, but Coase meant to emphasize real world analysis.
See Medema and Zerbe [1999a, 1999b].
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$25,000, efforts to eliminate the externality will ensue. If the costs are greater than
$25,000, then the incentive to resolve the problem will disappear.4

Where externalities remain, it may be inferred that the size of the transaction costs
are equal to or greater than the net value of the externality. In this sense, the net value
of the externality sets the lower boundary on the transaction costs required to remove
or reduce the effect. If transaction costs were less than the net value of the externality,
it would pay to incur them.

Transaction Costs Are Ubiquitous

Market failures may be defined as departures from the optimum with respect to an
operating price system that is costless. The existence of unpriced but nonzero
transaction costs means that some trades are not created—trades that would be
undertaken if the cost of the unpriced transactions were zero (or less than the
net monetary impact to be gained). Failure to undertake these trades creates a
market failure.

Market failures disappear only when the cost of operating the price system is zero.
In the real world, however, this never occurs [Baumol, 1979]. People incur costs
resolving, transferring, and maintaining property rights. This occurs wherever
transactions take place. Unpriced transaction costs, as a consequence, appear
everywhere [Allen, 1991]. Since unpriced transaction costs are ubiquitous, this gives
rise to a situation in which externalities and hence market failures can be found
wherever transactions occur.

How then does an analyst distinguish between externalities that require government
attention and those that do not? The market failure approach owes much of its success
to the fact that sophisticated users have focused on the provision of goods with large
net benefits where government has an advantage with respect to transaction costs.
For example, market failure analysts have focused on goods with high exclusion costs,
such as clean air. These are goods for which the government can better exploit its
advantage in coercion to effect substantial per unit reductions in transaction costs
and in which the potential markets—clean air and water, police and fire services, and
the like—are large. The choice of these markets, however, is essentially ad hoc (aside
from their transaction cost features).

Going beyond these obvious cases, the market failure concept can also be applied
to situations that most analysts would consider trivial and not worthy of government

4 Of course, problems of nonconvex production sets exist. Sufficiently large nonconvexities in the produc-
tion sets of victimized firms involve situations in which a victim is not better off with a marginal reduction
in the size of the externality. The victim will not be willing to pay the polluter $100,000 for a change that
will make him or her $25,000 better off if the first step along this path involves spending a dollar to get a
zero improvement in welfare. The victim, unwilling to take this first step, will not know that better things
lie over the horizon. Information about the overall value of reducing pollution will not be furnished. To
consider the example in terms of transaction costs indicates that the problem here is one of information,
which is a type of transaction cost: the victim will take this first, welfare-reducing step if certain that, in
the end, he or she would be better off. If both victim and polluter knew of the existence of a superior
position, they could also merge to achieve it. The nonconvexities argument introduces imperfect informa-
tion into the model. Whether government can more efficiently supply this information or whether it can
be generated through negotiations is a matter of particular circumstances and legal structure and can only
be determined by a more detailed examination of the particular situation [Ostrom, 1990; Medema and
Zerbe, 1999b].
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attention, which analysts recognize and tend to avoid. When a neighbor fails to plant
more flowers even though this would increase property values in the neighborhood
by more than the cost of planting, an externality and a market failure exist. The
highway driver who drives too slowly fails to consider the time costs he or she imposes
on other drivers, thereby creating an externality. (Since the government owns the
highway we should probably say that a nonmarket failure exists.) Wherever moral
hazard or adverse selection may be found, externalities arise. Companies providing
fire insurance worry that policyholders will ignore efficient fire prevention measures;
flood insurance may induce people to build in flood plains; government insurance
for savings and loan companies may induce investments that are too risky; and as
Fischel [1996] notes, colleges granting tenure to professors may find they work too
little thereafter.

Externalities exist anytime there is inefficiency in the law affecting markets. A law
that encourages inefficient breach of contract produces an externality, as does a tort
law that sets the penalty for reckless driving so low that too much reckless driving
occurs. A person who inadvertently issues a fraudulent check may not take into account
the burden he or she imposes on other users of checks. Suppose that buying a car
involves title transfer fees imposed by the state. If these fees are set too high, some
trades will not be made. The car manufacturer will produce too few cars, just as a
monopolist would.

As these situations suggest, analysts in search of externalities and market failures
can find them anywhere they look, providing a universal justification for any sort of
government intervention that one might want to undertake. Supporters of the market
failure concept avoid this problem by focusing on failures that are “big.” In its worst
form, this amounts to little more than the substitution of the ideological biases of the
analyst. In its more productive forms, this leads to a comparison of the benefits of
government intervention with the risk that principal-agent problems in the public
sector will make the problem worse.

Definition Problems

As this discussion suggests, a close examination of the market failure concept gives
rise to all sorts of definitional problems. This should not be surprising, as the authors
of one leading theoretical text note, since “a fully satisfying definition of an externality
has proved somewhat elusive” [Mas-Colell, Whinston, and Green, 1995, p. 351]. If the
price system itself is treated as a factor of production, one could as easily say that the
costs of using the price system are too high to warrant its use. In its essential form,
then, the externality concept amounts to little more than the observation that the
price of an input (the market system) reduces the quantity demanded.

The Search for Necessary and Sufficient Conditions Is Misleading

As noted above, analysts schooled in the market failure concept are taught that the
existence of an externality is a necessary but not a sufficient condition for government
intervention. Given the definitional problems inherent in the concept, it should not
be surprising to learn that this statement is misleading.

Consider a standard example in which the byproduct of one profit-maximizing
firm becomes part of the production costs of a second profit-maximizing firm—a
classic externality. Let us assume that the combined producer and consumer surplus
when firm 1 produces at the socially optimal level is greater than when it produces
the externality. In this situation, “the competitive equilibrium in the presence of
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externalities is Pareto suboptimal” [Just, Hueth, Schmitz, 1982, pp. 271-272]. The
optimal position is the one that would be reached if a single firm that represents the
merger of firms 1 and 2 maximized its profits. This position can be reached by an
externality tax, by merger of the firms, or by government restriction on the output of
firm 1. Analysts will recognize a market failure and governments may be encouraged
to intervene.

But is government intervention optimal? Suppose that the transaction costs of a
merger or the administrative costs of the tax or other devices used to internalize the
externality are greater than the increase in consumer and producer surpluses to be
obtained. The solution in which the externality continues to exist then becomes the
optimum. Sufficiency is not attained, although not necessarily as a consequence of
searching for principal-agent problems in the public sector.

Suppose, however, that the government may intervene with zero cost to the
government and no principal-agent problems. To keep the example simple, assume
pollution produced by firm 1 is the problem and that it may be eliminated by installing
a device costing $100,000. The pollution itself causes damage of $125,000. Typically,
the analyst in search of nonmarket failures would see this as a case in which
government intervention is justified. Yet this may not be the case. Suppose that the
government intervention imposes record-keeping costs onto the firm and that these
amount to $26,000. Clearly, the intervention is not efficient.

It may be objected that the double market failure test would take all such costs
into account. If this is the case, then the double market test amounts to a requirement
to perform a full benefit-cost test after identifying a market failure. This supports
our point exactly. Analysts are more likely to discover efficient interventions when
they begin with transaction costs and net benefits [De Alessi, 1996]. Such an
approach avoids the search for externalities that, as demonstrated above, can be
found anywhere the analyst chooses to look and inevitably leads the analyst astray.
Moreover, to begin with market failure is to assume that it is a necessary condition
for efficient intervention.

Yet, it is not. Suppose that merger costs in the chosen example have fallen due to a
more streamlined review process developed by the Federal Trade Commission. The
two firms merge, eliminating the externality. Now suppose instead that the government
devises a means of collecting the corporate income tax more efficiently. This innovation
saves the firms an amount equal to the merger savings. The cheaper tax collection
method is a government action unrelated to the identified externality. The cheaper
method of examining mergers might be said to be a way of reducing the externality
between the two firms, but it is more accurate just to say that it is a cost-saving
innovation. In no sense are the two innovations different. Both should be undertaken,
even though only one internalizes an externality. Hence the existence of a market
failure cannot always be taken as a necessary condition for government intervention.
These points are treated formally in the Appendix.

In general, anytime government can reduce private transaction costs or its own
costs of provision, it should do so regardless of whether or not an externality exists. It
need not wait for the appearance of an externality to effect a justification.5

Many policy analysts who are aware of conceptual shortcomings such as these
nonetheless do not dismiss the market failure concept. Responding to a series of
charges by Nelson [1987] on the inadequacies of market failure, Faulhaber [1987],
for example, states:

5 This is not a hard and fast rule. Where government intervenes to restrain an undesirable market, such as
the market for cocaine, it may be efficient to increase transaction costs.
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While I agree with both points, I do not agree that they undermine the usefulness of the con-
cept of market failure as an analytical device. Nelson’s theme that “market failure is ubiqui-
tous” is analogous to a physicist, who, when confronted with Newton’s three laws of mechan-
ics, throws up his hands and says, “Yes, but friction is ubiquitous!” Generations of mechanical
engineers and designers have made a good living from dealing with friction in all its incarna-
tions, from machine tools to automobiles. The point is not that market failures exist, but how
serious are those market failures. (p. 558)

Newton’s laws of motion apply to the real world, that is, the world in which friction
exists. Friction is just another force, though an important one. The social science
equivalent of friction is not market failure, but the costs that slow useful transactions.
An analyst who ignores transaction costs will justify incorrect interventions just as a
physicist who ignores friction will make incorrect predictions. Moreover, since both
transaction costs and friction are indeed everywhere, the policy analyst as well as the
physicist who ignores them will be wrong everywhere.6

EMPIRICAL EVIDENCE AND CLASSIC EXTERNALITIES

The market failure diagnostic is a normative tool used to identify situations in which
government intervention will prove efficient. The empirical test of such a tool is this:
Does it justify intervention in cases where it is actually warranted? We argue that it
does not. In a number of cases, the market failure concept leads to conclusions that
are incorrect when compared with actual practice. The gap between what the market
failure concept tells us should occur and what we actually observe grows larger as
empirical studies accumulate.

Consider the cases of the lighthouse, share tenancy, apples and bees, and common
property. In each case, market failure analysis predicts the wrong outcome. In each
case, an understanding of transaction costs helps to explain the underlying process.
While no single concept captures the rich variety of institutional arrangements
developed in practice to solve collective problems, the transaction cost approach does
help to explain why some of those practices arise.

The Lighthouse

Says Samuelson [1964]:

Here is a later example of government service: lighthouses. These save lives and cargoes; but
lighthouse keepers cannot reach out to collect fees from skippers. So, says the advanced trea-
tise, “we have a divergence between private advantage and money cost . . . and true social
advantage and cost.” Philosophers and statesmen have always recognized the necessary role of
government in such cases of “external-economy divergence between private and social advan-
tage.” (p. 45).

Market failure models typically consist of theoretical discussions such as these,
rather than a descriptive analysis of what in fact exists. As a result, they tend to be
vague and inaccurate, permitting ideological biases to be presented as scientific fact.
Samuelson notes with respect to public goods in general, and the lighthouse in
particular, that “this is certainly the kind of activity that governments would naturally
undertake” [1964, p. 159].

6 We wish to thank physicist David Boulware for useful discussion on this point.
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This normative judgment does not stand on firm ground. R.H. Coase [1974] has
examined how lighthouses historically were provided in England and Wales.
Contrary to what market failure analysis would lead us to believe, most 17th century
lighthouses were not built or run by governmental bodies. The lighthouses were
built by private parties for private gain. Private individuals would gain a patent
from the crown upon presenting petitions from ship owners and shippers. (The
granting of the patent, of course, was a form of government intervention—in this
case a market-enhancing intervention that relied on the government’s coercive
powers to create a property right.) The patent allowed the private individual to
build a lighthouse and levy tolls on ships. The toll was collected by agents or custom
officials at ports and varied with the tonnage of the vessel for each lighthouse passed
[Coase, 1974, p. 364]. The ship tonnage could be taken as a reasonable approximation
of the level of demand for the lighthouse so that prices approximated an efficient
Lindahl (discriminatory) pricing scheme.

Privately run lighthouses arose even though a government organization, Trinity
House, had been established in 1566 and started to build lighthouses early in the
following century. Trinity House was reluctant to invest its own funds in lighthouses,
yet opposed the efforts of private individuals to construct them. By 1820, twenty-
four lighthouses were operated by Trinity House and twenty-two by private
individuals, although many of the former had been originally built by private
individuals [Coase, 1974, p. 366]. The market failure approach would have us believe
in the efficiency of government provision of lighthouses; actual experience provides
a more complex conclusion.

The lighthouse case illustrates a key problem with the concept of public goods.
As Mark Zupan [1996] has argued, the public provision of “public goods” may have
less to do with the characteristics of the goods than the behavior of the interests
providing them. Zupan argues that the providers of public goods—defense
contractors, teachers, asphalt producers, and the like—join with policymakers to
lobby for their overprovision because of private gain. Ironically, free-rider problems
arise from the overprovision of public goods as more producers rush in to take
advantage of commitments already made.

 The lighthouse has been treated as a classic example of a “public good.” Public
good is, in fact, an incoherent classification for public policy purposes, as Randall
[1983] has noted. Public good is defined with respect to two different sorts of
transaction costs: exclusion costs that are high (associated with free riding) and the
costs of determining individual levels of demand, required for Lindahl pricing or
taxation. Randall [1983] notes: “Nonexclusiveness and nonrivalry may be found
together or separately, and the economic analysis of the two phenomena are quite
different. Accordingly, a focus on questions of exclusiveness and rivalry permits
precise analysis, while the term “public good” only introduces confusion” (p. 147).
Neither of these types of transaction costs separately or together may justify a
government intervention. Although each category of transaction cost identified with
public goods is relevant, creating a class of goods that combines the two leads to
errors. As the lighthouse example suggests, a variety of institutional arrangements
exist, including market-enhancing government action, for handling goods
characterized by high exclusion costs and nonrivalry.

Land Tenancy

Land tenancy provides another example of the way in which market failure analysis
leads policymakers astray. Sharecropping and leaseholds, in which one party farms
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property owned by another, are examples of land tenancy and the basis for many
government land reform efforts worldwide. The standard view in the economics and
tenancy literature is that tenancy leads to an inefficient allocation of resources
[Cheung, 1969]. Following the classic market failure perspective, Pigou [1932] notes:
“There can be no doubt that over a wide field some part of the investment designed to
improve durable instruments of production is often made by persons other than their
owners. Whenever this happens, some divergence between the private and the social
net product of this investment is liable to occur” (p. 174). This externality is said to
arise from the fact that neither the tenant nor the owner fully or correctly considers
the effects of their actions on the other. Inefficiencies are said to arise particularly
from the disincentive for either party to make investments in the land that will
maximize its productivity.7 The disincentive is said to account for the major externality.8

This inefficiency was thought to be particularly large with respect to sharecropping.
If this is true, one would expect to observe lower crop yields under share tenancy
than under alternative cultivation arrangements. Historical studies, however, do not
confirm this. An examination of share tenancy in China and Taiwan prior to the land
reforms of 1949, for example, shows that a well-developed system of private property
rights in land existed and that the market by and large comported with the dictates of
competition. For this system Cheung [1969, p. 56–61; 1980, p. 42] did not observe
lower ratios of labor and other inputs, a lesser degree of improvements, or lower
yields on tenant farms than on owner-cultivated farms or farms employing wage
labor. In addition, there is no evidence that the market value of lands under tenant
cultivation were lower than the values of land under owner cultivation.

Perhaps the most frequent argument has been that under share tenancy, farm
improvements would be contracted inadequately or not at all. Yet Cheung [1980]
finds that these “are precisely the activities stated in every written contract that I
could find” (p. 43). Charges that share tenancy is less efficient than other cultivation
arrangements cannot easily be sustained.

By contrast, government intervention in land tenancy can produce inefficiencies of
its own. The particular mix of tenure systems on Indian reservations is inefficient not
because of market failure in the traditional sense but because the trustee arrangements
mandated by the federal government are so poor. Estimates by Andersen and Lueck
[1992, p. 448] show that the per acre value of agricultural land is 85 to 90 percent
lower on tribal lands than on fee simple (privately owned) property.9

The transaction cost concept helps to explain the operation of different sorts of
land tenure contracts. It has been used to explain the circumstances under which
cash tenancy versus crop share tenancy are more likely to arise. Allen and Lueck
[1992] argue that the tradeoff between the two types of contracts is a question of
input distortion costs versus output division costs. Input distortion costs arise with
cash rent because renters tend to overuse inputs supplied by land owners (e.g., too

7 See Cheung [1969, pp. 3–4, 7–8, and the references cited therein]. Additional problems are said to be (1)
the short duration of the leases and (2) discouragement of effort on the part of the tenant, since a portion
of each unit of output must be paid to the landowner as rent.
8 The strong version of the Coase Theorem includes an invariance claim and predicts that, if transaction
costs are zero (low) and there are well-defined private property rights in land, the allocation of resources
will be “the same whether the landowner cultivates the land himself, hires farm hands to do the tilling,
leases his holdings on a fixed rent basis, or shares the actual yield with his tenant.” In other words, “differ-
ent [observed] contractual arrangements do not imply different efficiencies of resource use” [Cheung,
1969, p. 4].
9 Of course, there may be benefits not captured in the land conferred by the trustee arrangements, though
it is difficult to imagine they are so great as to justify this enormous cost.
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much fertilizer), a consequence of the fact that the renter pays a fixed rent and gets
all the proceeds from the crop (obviously a bigger problem with short-term leases
than long-term leases). So when input distortion costs are high, for example, in a
situation involving fragile soil, crop sharing is favored. Crop sharing contracts lead
to high measurement and division costs, but fewer input distortion costs.

Bees and Crops

The U.S. beekeeping subsidy has been presented in the popular literature as one of
the best examples of a federal intervention that would not die. In his classic discussion
of the positive reciprocal externalities that exist between beekeepers and the owners
of apple orchards, J.E. Meade [1952] argues that a system of taxes and subsidies can,
and must, be imposed in order to achieve efficiency. Apple farmers provide valuable
services to beekeepers, since bees feed on the blossoms of fruit trees, while at the
same time the bees provide valuable pollination services to apple growers.

S.N. Cheung [1973] examined the relationship of bees to pollination as it actually
exists. He found first that no externality exists and instead that contractual
arrangements between farmers and beekeepers have long been routine in the U.S.
The existence of a market for nectar and pollination services can readily be observed
in Washington State, the location of Cheung’s study, in some cases simply by consulting
the yellow pages of the telephone directory [Cheung, 1973, p. 19].

How is it possible that the market avoids the externality predicted by Meade? To
begin with, transaction costs are very low here. Since the value of resources devoted
to pollination and nectar extraction is insignificant and farmers could easily and
cheaply keep bees themselves (and sometimes do), the gains from contracting with
beekeepers are extremely small. This, in turn, suggests that contracting costs are
minimal [Cheung, 1980, pp. 46–48]. There is also a well-developed system of
contractual relations between beekeepers and farmers, so well developed, in fact,
that while written contracts (sometimes so simple as to be recorded on postcards)
are used to secure an initial arrangement among the parties, oral agreements are
standard for subsequent relations. Furthermore, these oral contracts are rarely
breached, owing to the presence of “extra-legal constraints” in the form of sanctions
against those who do not honor their pledges [Cheung, 1973, p. 29]. Thus, the presence
of strong cultural norms serves to lower private transaction costs. In spite of the
informality of these contracts, they tend to be quite comprehensive, specifying “the
number and strength of the [bee] colonies, the rental fee per hive, the terms of delivery
and removal of hives, the protection of bees from pesticide sprays, and the strategic
placing of hives.” And where hives are placed merely for honey-generating purposes
(i.e., no pollination is involved), prices (often paid in honey) are not necessarily fixed,
but are allowed to vary with the honey yield [Cheung, 1973, p. 29].10 All of these
various pieces of evidence lead Cheung to conclude, contrary to Meade’s story, that
“the allocation of hives and nectar flows approximates that of a smoothly functioning
market” wherein resources are efficiently allocated [Cheung, 1980, p. 50]. These cases

10 Cheung notes the existence of two factors that could potentially complicate these arrangements (relative
to standard lease contracts), both of which relate to other levels of external effects. First, there are poten-
tial spillovers from one farmer contracting for pollination services, which could potentially lead neighbors
to take strategic advantage by employing fewer hives themselves. Second, the use of pesticide sprays by
one farmer may result in damage to the bees kept on nearby farms. But both of these issues are dealt with
through either custom or explicit contracting (such as the payment of risk premiums for potential expo-
sure to pesticides), depending on the circumstances. The reliance on custom here is an interesting parallel
to Ellickson [1991], discussed above.
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offer important evidence that markets can successfully (if not fully efficiently) deal
with potential externality problems under appropriate conditions.

The market failure model, ungrounded as it is in fact, ignores subtleties such as
these. The existence of cultural norms defining acceptable behavior and the size of
monitoring and enforcement costs affect voluntary arrangements. As Elinor Ostrom
notes in her study of common property arrangements, models that make unrealistic
assumptions about norms of acceptable behavior, monitoring and enforcement costs,
and the availability of information do little to help analysts derive predictions that
are precise or even correct [Ostrom, 1990, pp. 190–191].

Common Property

One of the most famous market failure stories is that of the tragedy of the commons
[Gordon, 1954; Scott, 1955; Hardin, 1968]. According to this story, community
resources held in common such as grazing land inevitably suffer exploitation and
degradation. Suggested remedies include transfer of the resources to a single
government agency or privatization [Hardin, 1978]. Yet, as Feeny, Hanna, and McEvoy
[1996] note, the assumptions of this approach “appear to lack both descriptive accuracy
and predictive power” (p. 198). Empirical inspection of common property phenomena
from the property rights–transaction cost perspective has uncovered a rich array of
arrangements previously unexamined and a good deal of evidence contrary to the
prediction of overexploitation. Overexploitation has occurred, but its incidence is
not exclusive to situations of common property; it also has been found under state
and private property regimes. At the same time, successful management has occurred
under a variety of regimes, including communal [Feeny, Hanna, and McEvoy, 1996,
p. 187; Ostrom, 1990].

Anderson and Swimmer [1997], in a study of Native American land use, provide
empirical support for the assertion that tribal choice among private, shared, or open
access land can be explained by changes in the relative costs imposed by different
constraints, a matter of transaction costs. In her extensive study of common property
arrangements, Ostrom [1990] has revealed a variety of institutional arrangements
for resolving disputes in areas such as meadows and forests, irrigation, groundwater,
and fisheries. Ostrom and also North [1981] show that institutional arrangements
are quite sensitive to transaction costs, including those imposed by litigation and the
ease of creating government institutions.

In the area of fisheries, officials in New Zealand and Canada have found that the
costs of creating property rights to fish stocks are often less than the costs of imposing
government restrictions on fishing. In the United States, where the government has
attempted to prevent overfishing through a variety of regulations, boat owners have
evaded these regulations by inefficiently changing fishing practices and technology
[Lesser, Dodds, and Zerbe, 1997, pp. 132–37].

ASSESSING GOVERNMENT INTERVENTION

At this point we return to the original question raised by this article: How is it possible
to determine the proper role of government in the marketplace? We have argued thus
far that the market failure idea, with its conceptual and empirical shortcomings,
does not provide a reliable guide to this process. The correct normative theory rests
on transaction costs, and implementing this theory is largely a matter of significant
empirical inquiry.
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The issue of government intervention is largely an empirical and not a theoretical
one. As Nelson [1987] says, “there is no satisfactory normative theory regarding the
appropriate roles of government in a mixed economy” (p. 556). No theory captures
the variety of institutional arrangements that people have developed to resolve
collective problems. The market failure concept is not inherently empirical and as
such cannot provide answers to empirical questions.

The most important empirical question is this: What are the net benefits (if any) of
any particular institutional arrangement? The only general statement that can be
made about government intervention on Kaldor-Hicks efficiency grounds is that
government should intervene where the costs of intervention are less than the benefits.
No simple diagnostic scheme can indicate whether the costs of intervention will be
less than the benefits for any general class of cases. Empirical analysis invites the
analyst to consider the particular costs that govern each case.

Obviously, the completion of empirical studies is more difficult and time-consuming
than the general search for externalities. Being ubiquitous, externalities are easy to
find. Empirical studies, especially those that employ benefit-cost analysis, are hard
to complete. Analysts may use the wrong formula to calculate the proportion of cost
increases that fall on consumers; they may confuse expenditures with costs; they
may misestimate costs or omit unintended consequences [De Alessi, 1996]. Policy
analysts have long recognized the difficulty of completing accurate empirical studies
as a guide to intervention decisions, which helps to explain why the simple diagnostic
scheme offered by the market failure concept—even though ill conceived—has proved
so popular.

For thinking about intervention decisions, the transaction cost concept provides
analysts with insights into the relationship between government and the marketplace
not otherwise apparent. It provides insights into the accumulation of institutional
arrangements that exist in practice and it avoids the endless quest for “failures” either
in the private or public sector that provide a basis for government intervention. The
transaction cost concept is correct in principle, we believe, although not all of its
facets have been worked out.

The transaction cost concept invites the analysis to answer a key question: What
are the transaction costs that affect the search for collective solutions, and in each
case how are those costs affected by government laws and actions?

The transaction cost approach does tend to restore law to a more central role in the
study of government [Lowi, 1992]. The strengthening of private property rights often
lowers transaction costs and thereby permits private parties to achieve collective
solutions in situations where the costs of litigation and bargaining would otherwise
be prohibitive. In such cases, government intervention through the strengthening of
private property rights may improve the market. Such markets are inefficient not
because of any inherent “failures,” but because the government has neglected to
provide the appropriate institutional framework.

The transaction cost approach has been used to explain much of the structure of
law [Cooter and Ulen, 1997; Posner, 1992]. For example, the approach has been used
to explain why injunctive relief is superior where bargaining is possible, but
compensatory damages are more appropriate where bargaining costs are high
[Calabresi and Melamed, 1972]. It also explains a good deal of contract behavior and
contract law [Salanie, 1997] and has been used effectively to explain government
utility regulation [Goldberg, 1979].

Transaction cost analysis calls attention to the characteristics of government that
give it an advantage relative to other institutions in its ability to lower transaction
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costs. There is one such advantage: the power of coercion. A classic definition of
government is that of an institution that monopolizes the use of force or coercive
powers over a given territory [Weber, 1958, p. 78]. The government may change
laws and use force to compel compliance with them; it may force payment for goods
through taxation and it may use police powers to forbid or compel actions. The
most general statement about government intervention is that it should perform
those functions for which its powers of coercion give it an absolute advantage. This
is also a positive prediction about what government will do, since in failing to
perform these functions government sacrifices both wealth and power. What are
the important market failures to which its advocates refer? They are simply instances
in which government action can lower transaction costs sufficiently to produce
significant welfare gains.

Chief among the market-enhancing measures that government undertakes are the
creation of institutions that strengthen private property rights. As North and Thomas
[1973] note, “governments take over the protection and enforcement of property rights
because they can do it at lower cost than private volunteer groups” (p. 8). Property
law, dealing with fraud, extortion, contract, and torts, is perhaps the best example of
goods in which the costs of provision by an entity with coercive powers are less than
the costs without such powers. Changes in the law of contract or fraud are among the
most important measures that government provides. These do not fit well into the
market failure concept, but are easily analyzed through the transaction cost approach
[Zerbe and Urban, 1988].

Similarly, disagreements about measurements, a type of transaction cost, may
invite regulation by the state [Eggertsson, 1990, p. 27]. Measurement costs are
those that arise in determining the quality of a good that has many characteristics.
Government efforts to supply uniform weights and measures have sharply lowered
measurement costs, as have private organizations such as the Chicago Board of
Trade and the New York Stock Exchange, institutions to which government has in
part transferred its coercive powers. Various trade associations also provide
uniform standards. Zerbe and Urban [1988] argued some time ago that licensing
of day care by state government may be justified as a way of lowering the costs of
quality determination. Licensing of professions such as medicine at least in part
represents an attempt to lower measurement costs [Leffler, 1978]. We would not,
however, call these stories of market failure. We would say simply that in many
situations the government possesses advantages in obtaining consent for the use
of uniform standards.

Culture can act as a substitute for government action [Ellickson, 1991; Ostrom,
1990]. A culture in which honesty is widely practiced, for example, will reduce
transactions costs devoted to preventing fraud. Similarly, private technological
innovations that reduce transaction costs may allow the production of some goods
that formerly were not feasible.

Better empirical analysis, more attention to net benefits, and a deeper understanding
of transaction costs would all help to improve the process of policy analysis. Continued
reliance on the market failure concept will not.

The market failure model ultimately fails, like other deductive models, because it is
not sufficiently derived from an empirical base [Zerbe and Medema,1997]. It is not
sufficiently inductive, and instead relies on methods of understanding that derive
specific propositions from general principles without much attention to observed
facts. As Coase has pointed out, little can be learned from the study of theoretical
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optimal systems [Coase, 1964, p. 195].11 Analysts who become enamored of
“blackboard economics,” where equations are substituted for underpinnings, produce
concepts that bear little correspondence to the actual social system. The world
portrayed is one that exists only on the blackboard: “the analysis is carried out with
great ingenuity, but it floats in the air” [Coase, 1988, p. 10].

APPENDIX

The following constitutes a formal treatment of the remarks offered regarding our
claim that the search for necessary and sufficient conditions in market failure analysis
is misleading. Consider a standard example of an externality such as that constructed
by Just, Hueth, and Schmitz [1982, pp. 270–271]. The production of firm 1 is a function
of input x
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The significance of this point is that firm

2’s output depends on firm one’s use of the input x
1
—that is, there is an externality.

Were firm 1 to consider the harm done to firm 2 by its use of output x
1
, it would

maximize its total revenue minus its costs for x
1
 and also minus the harm it causes to
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In the output decision where firm 1 considers its harm to firm 2, the

former takes into account the value of producing both q
1
 and q

2.
 This is exactly the

output that occurs when a single firm that represents a merger of firm 1 and firm 2
maximizes its private profits. The standard conclusion points out that the combined
producer and consumer surplus when firm 1 produces at the socially optimal level
are greater than when there is a failure to internalize the externality and the finding
of suboptimality follows.

For simplicity, assume that both firms face flat demand curves so that the
internalization of the externality through merger of the two firms generates only an
increase in producer surplus. This will equal the increase of profits from merger.
The profits of the two firms in the presence of the externality will be p
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 for the

first firm and p
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) for the second firm. Joint profits for the single
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). Profits are thus larger for

the merged firm by p
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1
), and it is said that the merger is desirable in the presence

of externalities.

11 In a similar vein, Coase [1974] argues that “generalizations are not likely to be helpful unless they are
derived from studies of how such activities are actually carried out within different institutional frame-
works. Such studies would enable us to discover which factors are important and which are not in deter-
mining the outcome and would lead to generalizations which have a solid base. They are also likely to
serve another purpose, by showing us the richness of the social alternatives between which we can choose”
(p. 375).
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 Suppose that the costs of the merger or of government intervention are p
2
3/(4w

1
).

The net social cost of government intervention is higher than the gain—it will be p
2

2

(p
2
 – 1)/(4w

1
)—so that there is a loss from merger or from government intervention.

The solution in which the externality continues to exist becomes an optimum.
In regard to the claim that market failure is a necessary condition for efficient

intervention, consider the following. Suppose the costs of merger have fallen to p
2
/

(4w
1
) due to a more streamlined and less expensive method developed by the Federal

Trade Commission for examining mergers. This is the first innovation. The net gains
from the merger are now p

2
2/(4w

1
). The two firms merge, eliminating the externality.

Now suppose instead that the government devises at low cost an innovative means of
collecting the corporate income tax more cheaply. This innovation saves the firms an
amount, say, equal to the merger savings or p

2
2/(4w

1
), but the firms continue to exist

independently. The tax-collecting innovation does not eliminate an externality, but as
an innovation it is equally worthwhile.
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