
TOPIC 12: BUSINESS AND THE PRIVATE SECTOR 

 
Government Involvement in the Economy: 

In the early years, governments were less involved in business. In general, they accepted the concept of laissez-

faire; doctrine opposing government interference in the economy except for law and order. 

 Began to change at the 20th century as governments intervened to protect small business and consumers. 

 Increased significantly in the Great Depression. President Franklin. D Roosevelt launched the New Deal: 

o 3R’s: relief, recovery and reform. 

 The government believed the free market won’t always achieve the best for society. 

 

Reasons for involvement: 

 Addressing market failures 

 Improving social equality by redistributing resources 

 Keynesians recognized a role fore governments in providing corrective measures, such as fiscal policy 

 

Market Failure: 
Market allocation of g/s by a free market is not efficient (Pareto Effieciency). 

 Associated with externalities, public goods, asymmetric information and market power. 

Sources of market failure: 

 Nature of goods: non-rival and non-excludability of public goods; externalities 

 Nature of the market (imperfect competition): monopolies 

 Nature of exchange: uncertainty and ignorance (asymmetric information) 

 

Public Goods 
A good/service that is non-rival and non-excludable and as a result one that would not be provided by the free 

market. 

 Examples: lighthouses, pavements, policy, public education etc. 

Non-rivalry: consumption of a good/service doesn’t prevent someone else using it. 

Non-excludable: it is not possible to provide a good/service to one person without it being available for others to 

enjoy (free riding problem) 

 

Externalities 
Costs/benefits of production/consumption experienced by society but not by the producers/consumers 

(spillovers/side effects) 

 Full cost (social cost) = private cost + externalities 

 Full benefit (social benefit) = private benefit + externalities 

 

 
 

 



Market Power-Monopoly 
In imperfect markets, the market will fail to equate MSB (marginal social benefit) and MSC (marginal social cost). 

The monopolist is producing less than the socially efficient level of output. 

 

 
Uncertainty and Imperfect Information 

 Perfect competition assumes that consumers and firms have perfect knowledge of costs and benefits. 

 In real world: great deal of ignorance and uncertainty. 

 Many economic decisions are based on expected future. 

 Asymmetric information and principal-agent problem 

 

Government Intervention 
Government has a number of instruments it can use to rectify market failures and restore social optimum allocation. 

 Provide public goods directly financed by tax collections 

 Impose taxes when there are negative externalities and grant subsidies when there are positive externalities. 

 Establish regulatory body to exercise price control: enact anti-trust legislation and preserve competition. 

 Provide more information to the uninformed party 

Taxes and Subsidies: can correct externalities 

 
 

Direct Provision of Public Goods 

 Financed by tax collection. Welfare gains from public good consumption outweigh welfare loss of tax. 

 Some non-public goods are provided by the government: education, healthcare because of the social justice 

Provision of Information 

 When imperfect information is a reason for market failure, the direct provision of info may help 

o Eg. The Lemons Law 

Direct Control to Natural Monopoly: natural monopoly is when the economies of scale for producing a product 

are so large that only a single firm can survive (such as water, electricity etc.) 

 
  



Anti-Trust Policies: purpose is to promote competition among firms. 

 Breaking up monopolies 

 Blocking mergers 

 Regulating business practices: price fixing, tie-in sales, cooperative agreements 

 

ACCC: Australian Competition and Consumer Commission established in 1995 to protect consumer rights, 

business rights, obligations, perform industry regulation and price monitoring to prevent illegal anti-competitive 

behaviour. 

 

Drawbacks of Government Intervention 

 Shortages and surpluses: 

o Price fixed below equilibrium (shortages) 

o Price fixed above equilibrium (surpluses) 

 Poor information 

 Bureaucracy and inefficiency 

 Lack of market incentives 

 Shifts in government policy 

 Lack of freedom for the individual 

 

Reducing Government Involvement 

 Privatization (asset sales) 

o Of competitive firms: transfer state-owned enterprises (SOE’s) to private sector in competitive 

product markets free from market failures. 

o Of monopolies: transfer of SOE’s to private sector 

 

Literature suggests private ownership is generally more preferable for efficiency. 

 

Where there are natural monopolies, privatization results are more mixed. There are substantial performance 

differences. 

 

 
Methods of Privatisation 

1. Share issue privatization (SIP): selling on stock market (public float). More likely to be used when capital 

markets are well developed. 

2. Asset sale (trade sale) privatization: selling an entire (or part of an) organization to a strategic investor 

(usually by auction). 

3. Voucher privatization: distributing shares of ownership to all citizens, usually for free or at a low price. 

4. Privatization from below: start up of new private business in former socialist countries. 

  



 
 

Deregulation: removal/simplification of government rules and regulations that constrain the operation of market 

forces. If a regulation inhibits competition, reversing the course (deregulating) can promote it. 

 
 

Contracting-Out: Government outsourcing the services of private firms (revenue collection, law enforcement, 

prison management etc.) 

 Means opening up a set of economies that were previously immune to competition. Organizations are 

invited to submit bids for contracts to provide services to clients (popular form in the US). 

 Distinctive element: ex-ante competition: competition for the market as opposed to in it. 

 Other things equal; lowest price tenderer wins the right to supply for the duration of the contract 

 Client retains fair measure of control over activities, performance, financial penalties or replacing the 

contractor in cases of outright performance failure. 

  Incentive payments can be considered in the contract by setting up payments that are contingent on 

performance levels. 

  



Trends in Government Intervention 
Generally, the government withdraws entirely from a few industries. 

 The aim is to reduce ‘government failure’, while avoiding ‘market failure’ in achieving society’s goals. 

 

 
 


