ntroduction to market failure
We have seen that market mechanisms are central to economics, but they do not always provide the best result from society’s point of view.
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For example, a factory will produce as much as it can to meet the demand from its consumers. However, as production increases, pollution also increases. People around the factory will be affected and suffer from the smoke. There are costs to society that are external to the costs of production.
Alternatively, think about the benefits that you and society receive from you going to school! Not only do you personally learn to read, write etc., you are also able to produce more advanced products and services and hence benefit society as a whole. This isn’t enough however. In school and at university, you exchange ideas and views with others, and, as such, the leaders of tomorrow are cast in the mould where only the best ideas receive support and acclaim. This lays the groundwork of a constantly developing society.
In cases such as the above, we say that the market fails to achieve allocative efficiency. You will remember that allocative efficiency occurs when surplus (consumer + producer) is maximised. In some markets, however, the interaction between supply and demand results
· either in over-provision of a good (too much pollution is being produced, resulting in costs to society),
· or in the under-provision of a good (too few students are enrolled in university courses, below the socially optimum quantity).
 
Important
Market failure is the result of misallocation of resources by the free market.
When external costs (e.g. negative health effects) and external benefits (e.g. cycling to work which helps reduce congestion for other travelers) are not internalised by the market, we haveexternalities of consumption and production. Market failure also occurs when public goods are underprovided, when common access resources are managed unsustainably, wheninformation between parties is asymmetric and when monopolies abuse of their power. In all of these cases, we say that the market has failed to allocate resources efficiently.
The types of government intervention analysed in the previous section are often applied in the case of market failures. We will see how taxes, quotas, regulation and information provision are justified by market failure and they can all play an important part in improving people’s wellbeing.
 
What you should know
· Market failure takes place when the free market fails to allocate resources efficiently and welfare is not maximised: the market fails in the presence of externalities, public goods, common access resources, asymmetric information and abuse of power by monopolies.
· Governments can intervene to correct market failures in society’s interest through different instruments, including taxes, quotas and regulation.
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