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Par:eto Optimal outcomes are guaranteed only if all of these conditions are
satisfied. When they are satisfied, production and exchanges will occur
until an equilibrium state g reached which is such thag no one could be
made better off without someone being made worse off.!

Since the immensely strong conditi

are never met in actual markets, the case for the market on grounds of
efficiency depepds on the extent to which actual markets do approximate
or can be modified to approximate, the ideal marker,

The Diachronic Efficiencies of the Market The preceding way of
understanding the efficiency of the ideal market, by focusing only on the
exchange of existing goods and services, overlooks what may be called the

diachronic efficiencies of the market. The latter are efficiencies that result
from competition over time. Competition among producers reduces costs
of production, since producers who fail to develop and utilize less-costly

methods of production are replaced by those who do, Competition among
entrepreneurs reduces transaction COSts,

market, in particular, zero transaction costs,
information costs. :

Some celebrants of the market, especially F. A. Hayek, have em-
Phasized not only that competition in nonideal markets tends toward more

Producing arid distributing new information, but also that there is a2 more
sic sense in which markets utilize information efficiently.? In the market
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enormous amounts of complex information are utilized in the emergence
and adjustments of prices over time, and yet it is not necessary that all of
this information, or even a minuscule fraction of it, be possessed by any
individual or group for the system to tend toward efficient outcomes. The
market thus enables -individuals and groups to economize on information.

Hayek’s point can best be appreciated if we contrast the informa-

tion requirements of decentralized allocations production and distribution
in the market with the information requirements of attempts to organize a
large-scale economy through centralized planning without the aid of mar-
kets. Consider, for the purposes of simplicity, only the amount and com-
plexity of information that would have to be gathered and successfully
integrated in order to make even a rather limited decision to allocate social
resources among alternative lines of production. In order to make a rea-
sonable choice among different proposals for allocating resources across
existing and possible lines of production, the individual planner (or plan-
ning group) must be able to estimate reliably the costs of producing X
amount of good G, relative to ¥ amount of good H, and so forth for all of
the types of goods under consideration. To make such estimates it is
necessary for the individual (or group) to integrate a staggering amount of
information concerning the least-costly method of production for each
producing unit (for example, each physical plant) in each line of produc-
tion (for example, manufacturing vehicles for public transportation). And
even if all of this information were available to each planner and even if
each planner were able to integrate it successfully in a cost schedule for all
of the goods urder consideration at any given time, constant revision
would be necessary, since the least-costly method of production for any
existing or possible product can change with developments in technology,
organizational techniques, and discoveries or depletions of minerals and
other raw materials.

‘All of this, however, is a vast simplification. So far we have pro-
ceeded as if information about costs of production were not dependent
upon information about individuals’ preferences. If the planner's selection
of an allocation proposal is to take into account the preferences of the
individuals for whom the goods are being produced, he must know what
those preferences are—which goods each individual wants, in what
amounts, and at what cost in foregone opportunities for enjoying other
goods or other goods in larger quantities that might have been produced.
The problem of information is profoundly exacerbated once the dia-
chronic dimension is recognized: individual preferences change over time.

In comparison, the information required of participants in the
market is minimal, The information a successful consumer or producer or
entrepreneur must Possess is quite Narrow. For example, a producer of
tables needs to know if he can expect to sell a certain number of tables at 2
certain price; he need not know how many tables the economy as a whole
should produce, or what the ratio should be of tables relative to automo-
biles. The same competitive forces that give rise to specialization in the
production of goods and sevices also produce specialization in the gather-
ing and using of information. Or, perhaps more accurately, specialization
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critic of the market counters by pointing out that successful advertising
often consists at least in part of nonrational appeals which either misrepre-
sent, or omit altogether, relevant information. Further, attempts to amelio-
rate this problem by monitoring advertising in order to enforce
prohibitions against misrepresentation may be extremely costly and rela-
tively ineffective. And even in cases in which there is no misrepresentation,
advertising may stimulate demand without conveying information which
the individual himself, upon considered judgment, would agree is relevant
to the making of a reasonable choice, granted his own stable preferences.

broadly
ion, the

Monopolistic Tendencies Monopolistic tendencies exist when some
exchanger can unilaterally influence prices. We have already seen several
circumstances which make this possible: restrictions on eniry into markets
due to licensure, prohibitions against advertising, and trade secrets. Mo-
nopolistic tendencies may also result, of course, from government support
(as in the case of legal prohibitions against the delivery of first-class mail
by anyone other than the U.S. Post Office) or from collusion among firms
to fix prices or drive out competitors or by some combination of govern-
ment support and collusion. In principle, at ieast, so-called natural monop-
olies can arise and persist without government support if some firms
happen to enjoy unique access to certain raw materials or if economies of
scale make it difficult for new firms to survive long enough to amass
sufficient capital to produce competitively.

There is, however, considerable dispute as to whether “natural” and
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collusive monopolies pose a serious threat to efficiency in the absence of
government support. It can be argued that both “natural” and collusive
monopolies are inherently unstable and tend to break down eventually
through competition. Advocates of the market often infer, then, that
government-supported monopoly is the only serious threat to efficiency in
the long run. They then go on to draw the additional conclusion that
monopolistic inefficiencies are not a serious objection to the market be-
cause they arise only when the market is not allowed to operate freely.
This last conclusion, however, is a gross non sequitur. Even if monopolies
would vanish or be of little consequence if they were not supported by
government, it would follow that the presence of monopolies is not a
serious objection to the market on grounds of efficiency only if there were
good reason to believe that government support for monopolies can in fact
be eliminated. It would be an error of excessive rationalism to assume that
once it is recognized that monopolies reduce overall efficiency, firms and
government officials will cease the practice of government support for

monopolies. . . .

Externalities Critics of the market have been quick to point out
the pervasiveness and seriousness of neighborhood effects, or externalities,
as a key source of the market’s failure to achieve efficient outcomes. Per-
haps the most commonly cited contemporary example is the external costs
that are imposed on people who breathe air polluted by chemical pro-
ducers. Such negative externalities can be viewed as inefficiencies of over-
production. More of the chemical is produced than would be produced if
the total costs of production, including the costs to breathers of polluted
air, were taken into account in establishing the equilibrium price for the
product. Because the cost to the producer of producing the chemical is less
than it would be if the costs to third parties were included in his costs, the
producer can sell the chemical at a lower price and still make a profit. But
since more will be sold at this lower price, more will be produced than
would be if the total costs, including detrimental third-party effects, were
taken into account.

Positive externalities (beneficial third-party effects) are also ineffi-
cient. Standard examples include the beneficial effects of education and
vaccination. It is argued that private exchanges for educational services, at
least the more basic ones, generate beneficial effects for those not involved
in the exchange. (An educated citizenry is valuable to society at large, not
simply to those who purchase educational services or to those who are paic
to provide them.) Similarly, if some individuals purchase vaccinations, oth-
ers who do not will benefit from this exchange because the probability of
contracting the disease in question will decrease for everyone, including
those who are not vaccinated. Positive externalities, then, can be viewed as
inefficiencies of underproduction: if the benefits of something can be had
without purchasing it, then less of it will be produced (if any of it is
produced at all) than would be produced if all the benefits flowing from it
were obtainable only through purchase.
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_ The inability of the market to eliminate externalities and to pro-
vide public goods is a serious and pervasive departure from efficiency.
However, if this is to serve as a sufficient reason either for attempting to
gbandon_the market altogether or for restricting its scope by government
intervention or by supplementing it with government provision of goods
and services, additional premises are needed. First, it must be shown that
government intervention, government provision of goods and services, or
some other alternative o

: the market, will itself be less costly—that is, will
not involve equally great or greater inefficiences than the market.

_ This crucial assessment becomes more difficult 1o support once it
is understood that governmental intervention may itself produce external-
ittes, and that limiting government intervention may itself be a public
good, subject to the free-rider and assurance problems. Government
regulation—especially because it is devised and administered by fallible
human beings—may hinder innovation, contribute to inflation and unem-

ployment by raising production costs, and endanger civil and political lib-
erties b_y concentraung too much power in the government. Excessive
generosity in the awardin

ity g of compensation to those adversely affected by
externalities may also contribute to higher prices. Although each individual
may recognize that the cumulative effecis of singly salutory government
interventions in the mar

in th rket may make us ail worse off, the individual may
nonetheless find it rational to refrain from exercising restraint when it
comes to those particular interventions which promise to advance his own

glcl)als or those interventions which, considered in isolation, may benefit
all. . ..

More radical critics of the market might protest at this point that
the need to show that inefficiencies due to government intervention in the
market would not equal or exceed the inefficiencies they are designed to
eliminate is a serious problem only if one proposes to reform rather than
abolish the market system. The problem of weighing these government
inefficiencies does not arise for more fundamental proposals to replace the
market with an alternative system, The fact that intervening in inefficient
market processes may produce equally worrisome inefficiencies may be a
sign that the whole system should be scrapped, not a vindication of a
noninterventionist policy.

If this radical challenge to the market on grounds of efficiency is
to have force, however, the alternative system must be explained in sufficient
detail to make efficiency comparisons between it and the market system possible. The
argument would then have to be that the alternative system would provide
a closer approximation to the efficiency of the ideal market than the

nonideal market system we now have or are likely to have through modify-
ing the current system. . . .

Lack of Congruence Between Individual Well-being and the Satifac-
tion of Preferences Revealed in the Market [Alnother fundamental condi-
tion for efficiency in the ideal competitive market is the assumption that
satisfying an individual’s preferences, as the latter are revealed in his ex-
changes in the market, makes him better off. . .. This assumption can be
understood either as resting on the claim that ‘well-being’ simply means
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rectly for increased leisure . .. nonetheless, advertisements for leisure
Hrodqcts and services may indirectly encourage people to increase leisure
ume if only by leading them to reflect upon whether their current pat-
terns of consumption permit them to take advantage of desirable leisure
products and services. For example, if I see an advertisement for golf clubs
or for fishing rods which persuasively portrays the pleasures of outdoor
sports, I may be prompted to reconsider my decision to take a higher-
paying but more time

: e-consuming job which would not permit me to en-
gage in these recreational activities.

Furthermorg, it can be argued that even if advanced capitalism has
a tendency toward inefficient trade-offs between leisure and toil, this ten-

dency is not unique to capitalism. There is considerable empirical evidence
to suggest that Soviet planners continue to expand autput at the expense
of individual well-being in order to support a massiv

n or ] e military establish-
ment both at home and in client countries znd in or

I L h 1 der to compete in a
growth race” with the United States and other nonsocialist countries such
as West Germany. . . .

There is, however, a more fundamental incompleteness in the
Marxist objection. That objection assumes that well-being is a function of
at least two factors, leisure and consumption of goods and services, and
then argues that the market system tends to increase consumption at the
expense of leisure. Yet even if it can be shown that this tendency will not
be checked in capitalism, the result is a telling argument against the mar-
ket system only if there is a feasible aliernative system which is also highly
productive. In other words, demonstrating that a nonmarket system would
not tend to increase toil beyond the optimal leisure/toil trade-off point is
not sufficient to establish the superiority of that system unless that system
can be shown at least to approach the productivity of the market system,
For if the alternative is sufficiently unproductive, the market systern may

be preferable, on grounds of efficiency, even if the market systern fails to
achieve the optimal leisure/toil trade-off. . . .

Unemployment Critics of the market are quick to point out that
the foregoing list of sources of inefficiency is incomplete because it fails to
acknowledge the problem of unemployment. Unemployment, . . . is an in-
stance of aggregative inefficiency—a failure to utilize all available produc-
tive resources, in this case labor power.

The simple economic models used to show that the ideal market
system will reach a Pareto Optimal equilibrium state disguise the problem
insofar as they assume full employment. In other words, when it is demon-
strated that production and exchange in the ideal market result in a Pareto
Optimal equilibrium it is assumed that everyone whose welfare is taken
into account in the statement that “no one can be made better off without
making someone worse off” is actually participating as an exchanger and/
or producer in the system.

There are two ways to understand the charge that unemployment
1s a serious inefficiency of the market system. The less radical, but none-
theless important interpretation is that ever if the ideal market system
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would reach an equilibrium in which there is full employment (of all who
wish to work), imperfect, real world market systems suffer from grave
inefficiencies due to unemployment. The second, more radical interpreta-
tion of the charge is that even in the ideal market system there is no
guarantee that there will be full employment at equilibrium. . . .

On the second, more radical interpretation, the objection is that
even in a perfectly competitive market the equilibrium state need not be a
state of full employment. So even if departures from perfect competition
just mentioned could be eliminated, unemployment might still exist.

The mere possibility that a perfectly competitive market equilib-
rum could coexist with unemployment is not, of course, a telling objection.
However, once the reasons for concluding that this possibility exists are
understood, the objection can be stated much more strongly as the charge
that there is no reason to believe that full employment will be achieved at equilib-
rium, even in a perfectlly competitive market.

The radical version of the unemployment objection can best be
understood as a criticism of the traditional neoclassical economists’ argu-
ment to show that even if unemployment did occur ‘at some point, a
perfectly - competitive system would automatically move to a full-
employment equilibrium state, without any need for government interven-
tion. The neoclassical argument, in its simplest form, is as follows. Suppose
that at present there is some unemployment. If there is free competition
for jobs, then (since the supply of labor relative to the demand for it is
high), the price cf labor, that is, wages, will decrease. As wages decrease,
production costs decrease. In attempting to maximize profits, firms act so
as to make the marginal cost of their products (the cost of producing cone
additional unit of the product) equal to the price of the product. In order
to equalize marginal costs and price, firms expand production. But ex-
panding production requires hiring more workers. Therefore unemploy-
ment is reduced.

Marx and other early critics of capitalism pointed out a problem
which this argument overlooks: the problem of decreasing aggregale demand,
that is, the total demand for what is produced in the economy. Firms will
not expand production if they notice that the additional putput is not
being bought by consumers. But if wages are sufficiently low and if a large

enough portion of the consuming public pays for its consumption through
wages, then aggregate demand will be insufficient, expansion of produc-
tion will not occur, additional workers will not be hired, and unemploy-
ment will persist.

~ The neoclassicists had a reply which seemed to rule out the possi-
bility that expansion would be blocked by deficient aggregate demand.
Relying upon the work of the eighteenth-century economist J. B. Say, they
noted that since at market equilibrium every good produced generates an
equivalent value of income, a shortfall of aggregate demand could not
exist at equilibrium. So far as unemployment results from insufficient
aggregate demand, then, the market system, if left to function freely,
would eventually eliminate unemployment.

This las. argument contains a hidden assumption which was chal-
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