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Market Failure
Causes of Market Failures:
-

Externalities
Non-excludability
Asymmetric information
Transaction costs

Professor Jeremy Waldron (NYU)
IBES Room 130
85 Waterman Street, Providence

Uncertainty &
Medical Care

Kenneth Arrow
American Economist
1921-2017

Uncertainty & Medical Care
Arrow identifies several sources of uncertainty /
asymmetric information in the health care sector.
- Patient/Doctor Relationship
- Health Insurance
Arrow, “Uncertainty and the Welfare Economics of Medical Care”

Patient/Doctor
Relationship

Uncertainty & Medical Care
Patient/Doctor Relationship
Doctors have better information about health conditions
and interventions than patients.

Health Insurance

What Can Be Done?
Quality Assurance with licensing
Relationship of trust between doctors and patients

Uncertainty & Medical Care

Uncertainty & Medical Care

Health Insurance Market

Health Insurance Market

Consumers have better information about their health
than insurers.

Consumers have better information about their health
than insurers.

MARKET
FAILURE

What Can Be Done?

Obamacare
The Aﬀordable Care Act (ACA, or “Obamacare”), 2010:
- Subsidizes the cost of buying insurance

Obamacare

- Disallows insurance companies to discriminate based on
pre-existing conditions
- The Individual Mandate: everyone must purchase health
insurance
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Challenged by the court (2012); upheld as a tax
Tax was made 0% in 2017.
New court challenge
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The Aﬀordable Care Act (ACA, or “Obamacare”), 2010:

The Aﬀordable Care Act (ACA, or “Obamacare”), 2010:

- The Individual Mandate: everyone must purchase health
insurance

Challenged by the court (2012); upheld as a tax
Tax was made 0% in 2017.
New court challenge

- The Individual Mandate: everyone must purchase health
insurance

We havenʼt seen an insurance market “death spiral”.
Why not?

Moral Hazard
When you have an incentive to increase your exposure to risk
because you no longer stand to suﬀer the full costs of that risk.
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Moral Hazard
When you have an incentive to increase your exposure to risk
because you no longer stand to suﬀer the full costs of that risk.
Principal-Agent Problem
One person (the “agent”) is able to make
decisions on behalf of another (the “principal”).
Their interests may diverge.
Insurance can create moral hazards.

What Do You
Think?

The Fundamental Theorems

Greenwald-Stiglitz theorem

The First Fundamental Theorem of Welfare Economics:
The allocation resulting from any perfectly competitive
equilibrium is Pareto-eﬀicient.

The First Fundamental Theorem of Welfare Economics:
The allocation resulting from any perfectly competitive
equilibrium is Pareto-eﬀicient.

(1) Full Information
(2) No Transaction or Enforcement Costs
(3) No Externalities
(4) Traders are rational
(5) Products are undiﬀerentiated

Greenwald and Stiglitz (1986) showed that the Fundamental
Welfare Theorems do not hold if there are incomplete markets or
imperfect information.

Stiglitz on Inequality

Stiglitz on
Inequality

Stiglitz argues that inequality is
self-perpetuating.
Economic inequality is the product of
rent-seeking.
It leads to greater market ineﬀiciencies.
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Stiglitz argues that inequality is
self-perpetuating.
Economic inequality is the product of
rent-seeking.
It leads to greater market ineﬀiciencies.

Piketty on
Inequality

Solution:
More governmental regulation

Contents:
Activity: Piketty Film
Who Is Piketty?
Main Ideas: r > g,
Patrimonial Capitalism

Activity: Piketty Film

Activity: Piketty Film
Group Activity
In your groups, answer the following questions:
1. So far, technology has always produced more jobs. Will that always
be the case? Why or why not?
2. Piketty worries that the 21st century will resemble the 18th/19th
century. Do you think heʼs right? Why or why not?

Thomas Piketty
French Economist
1971 -

3. Whatʼs so bad, if anything, about wealth inequality?

Piketty on Inequality
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What does Piketty do in the book?

What does Piketty do in the book?
- r>g
The rate of return on capital is
greater than growth
- Inherited wealth grows faster
than income
Result: Patrimonial Capitalism

-

Professor of economics at the
Paris School of Economics

-

Wrote the book Capital in the
Twenty-First Century (2013)

-

Argues that, under capitalism,
inequalities in wealth will
continue to grow larger (because
r > g).

Piketty on Inequality

Piketty on Inequality

Patrimonial Capitalism:

Piketty compiles a lot of historical data about wealth inequality
across the world.
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Piketty compiles a lot of historical data about wealth inequality
across the world.

The U-shaped Curve
What explains the U-shape?

Piketty on Inequality
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Patrimonial Capitalism:

Pikettyʼs proposed solution:
A Global Wealth Tax

Arbitrary and unsustainable inequalities
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Review:
Piketty on Inequality
r>g
Patrimonial Capitalism

What does Piketty do in the book?
- r>g
The rate of return on capital is
greater than growth
- Inherited wealth grows faster
than income
Result: Patrimonial Capitalism
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Arbitrary and unsustainable inequalities

Piketty on Inequality
Pikettyʼs proposed solution:
A Global Wealth Tax

Rawls

Arbitrary and unsustainable inequalities

Key Ideas:
Distribution Principles
Two Principles of Justice
The Original Position
Veil of Ignorance

John Rawls
American Philosopher
1921 - 2002

John Rawls
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Two Principles of Justice

1. What do these two principles say?

Race, gender, sexual orientation, etc. =
Social class (wealth of your parents) =
Which natural talents you have
=

(a) Extensive Basic Liberties for everyone.
(b) Equal Opportunity
(c) The Diﬀerence Principle

morally arbitrary
morally arbitrary
morally arbitrary

Two Principles of Justice
1. What do these two principles say?

2. Why think that these two principles are the correct principles
of justice?

The Original
Position

3. What would a society that obeys those two principles look like?

-

The Original
Position
“By ensuring that no one knows his
or her place in society … the veil of
ignorance ensures that no one can
advantage, even unwittingly, of a
favorable bargaining position” (A
Theory of Justice)

-

-

A fair and impartial point of view
from which we deliberate about
the principles of justice that
should govern a fair society.
We are to imagine ourselves
deliberating without knowing
anything about our talents,
abilities, gender, religious views,
sexual orientation etc.
We do know fundamental facts
about science, economics,
psychology, and so forth.

What Principles
Would We
Choose?

You donʼt know who you are (Person X? Person Y? Person Z?)
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Rawls: in this decision situation, you should MaxiMin.
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Argument for the Diﬀerence Principle
The natural talents we are born with are a matter of luck. They are
arbitrary form the moral point of view.
Therefore, those who are talented do not deserve more of the ʻpieʼ just
because they had good luck.

You donʼt know who you are (Person X? Person Y? Person Z?)
Which society should you choose to bring about?
The society in which the worst oﬀ is doing best.

Why the Least-Advantaged?
A society is organized fairly when its principles can be justified
even to the worst oﬀ in society.
From the original position, we are concerned with coming up
with a social contract whose justification can be appreciated by
everyone in society.
Inequalities that obey The Diﬀerence Principle can be justified
even to the least-advantaged.

But, the least-advantaged benefit from encouraging the development and
exercise of some of those talents. (e.g. teachers, doctors, etc.)
Therefore, it is in the interests of the least well-oﬀ that there be an unequal
distribution of resources that rewards and encourages that pool of talent.

Why the Least-Advantaged?

Inequalities that obey The Diﬀerence Principle can be justified
even to the least-advantaged.
“Without that inequality, youʼd be even worse-oﬀ!”

Two Principles of Justice
1. What do these two principles say?

2. Why think that these two principles are the correct principles of
justice?

3. What would a society that obeys those two principles look
like?

The Rawlsian Utopia

The Rawlsian Utopia
- Everyone is guaranteed an extensive set of basic liberties.
- Fair Equality of Opportunity: people with the same natural
talents have comparable life chances.
- What economic inequalities there are obey The Diﬀerence
Principle: they are to the expected benefit of the least
advantaged.

The Rawlsian Utopia
A Regulated Market
Redistributive Taxation
Social welfare programs (A wide and secure social safety net)

Questions?

