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Unit 3: Market Failure and Consumer 
Protection

Introduction 
Unit 3 explores the concept of market failure, where free markets fail to allocate 
resources efficiently, and the role of consumer protection in addressing these 
inefficiencies. It examines why markets sometimes fail to achieve optimal 
outcomes, the types of market failures, and solutions, including government 
intervention. The unit also covers public goods, externalities, asymmetric 
information, and consumer protection measures, providing a framework to 
understand real-world economic issues and policy responses.

Learning Outcomes:

Define market failure and identify its common types.
Understand solutions to market failures.
Explain the nature and provision of public goods.
Analyze externalities and their economic impacts.
Assess the effects of asymmetric information.
Describe consumer protection mechanisms and their importance.

Key Concepts:

Market Failure
Public Goods
Externalities
Asymmetric Information
Consumer Protection
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Introduction Summary:

Markets are typically efficient in allocating resources through supply and demand, 
but failures occur when this process does not maximize societal welfare. This unit 
investigates these failures, their causes, and corrective measures, emphasizing 
consumer protection as a response to market imperfections.

Section 3.1: Market Failure

3.1.1 Common Types of Market Failures

Definition: Market failure occurs when the free market fails to allocate resources 
efficiently, leading to a loss of economic welfare (deadweight loss). It happens 
when the price mechanism does not reflect the true costs and benefits of 
production or consumption.

Common Types:

Public Goods:
Goods that markets underprovide due to their non-excludable and non-
rivalrous nature.
Example: National defense benefits all without exclusion.

Externalities:
Costs or benefits affecting third parties not involved in a transaction.
Example: Pollution harms non-producers/consumers.

Asymmetric Information:
One party has more or better information, distorting market outcomes.
Example: Used car sellers know defects buyers don’t.

Market Power (Monopoly):
A single firm dominates, setting prices above marginal cost, reducing 
output.
Example: A utility company overcharges without competition.

Inequitable Distribution:
Markets may not ensure fair income or resource allocation.
Example: Wealth concentrates among a few, leaving others in poverty.

Why It Matters: Market failures lead to inefficiency (over- or under-production) 
and inequity, necessitating intervention to restore welfare.

3.1.2 Solutions to Market Failures

Objective: Correct market failures to achieve allocative efficiency, where resources 
match societal needs.
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Solutions:

Government Intervention:
Regulation: Laws to control monopolies or pollution (e.g., emission 
standards).
Taxes/Subsidies: Tax negative externalities (e.g., carbon tax) or subsidize 
positive ones (e.g., education).
Provision: Supply public goods like roads or defense.

Property Rights:
Define ownership to internalize externalities (e.g., fishing quotas prevent 
overfishing).

Market-Based Solutions:
Tradable Permits: Cap-and-trade systems for pollution control.
Coase Theorem: Private negotiation if property rights are clear and 
transaction costs low.

Information Provision:
Reduce asymmetry via disclosure laws or education (e.g., food labeling).

Redistribution:
Progressive taxes or welfare programs to address inequity.

Example: Ethiopia’s government builds public schools (public good) and taxes 
factories to curb pollution (externality).

Activity: Identify a market failure in your community and propose a solution.

Section 3.2: Public Goods

Definition: Public goods are goods that are non-excludable (cannot prevent non-
payers from benefiting) and non-rivalrous (one person’s use doesn’t reduce 
availability for others).

Characteristics:

Non-Excludability: No one can be excluded from use (e.g., streetlights).
Non-Rivalrous: Consumption by one doesn’t diminish supply (e.g., clean air).

Types:

Pure Public Goods:
Fully non-excludable and non-rivalrous (e.g., national defense, lighthouses).

Impure Public Goods:
Partially excludable or rivalrous (e.g., public parks with entry fees or 
crowding).
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Free Rider Problem:

Individuals benefit without paying, reducing private incentive to provide these 
goods.
Example: People enjoy a clean river without funding its cleanup.
Result: Market underprovides public goods, leading to failure.

Government Role:

Provides public goods via taxation (e.g., Ethiopia funds roads with tax revenue).
Ensures availability where markets fail.

Graphical Analysis:

Demand Curve: Sum of individual willingness to pay (vertical addition).
Supply: Provided at zero marginal cost to additional users up to capacity.
Equilibrium: Government sets supply equal to total demand, not market-
driven.

Example: A lighthouse benefits all ships but isn’t privately profitable; government 
builds it.

Activity: List three public goods in Ethiopia and explain why markets don’t provide 
them.

Section 3.3: Externalities

Definition: Externalities are costs or benefits imposed on third parties not 
involved in a market transaction, leading to a divergence between private and 
social costs/benefits.

Types:

Negative Externalities:
Definition: Costs borne by others (external costs > private costs).
Example: Factory pollution harms nearby residents’ health.
Outcome: Overproduction, as firms ignore external costs.

Positive Externalities:
Definition: Benefits to others (external benefits > private benefits).
Example: Vaccination reduces disease spread for all.
Outcome: Underproduction, as firms don’t capture full benefits.

Graphical Analysis:
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Negative Externality:
Private Cost (MPC): Cost to producer.
Social Cost (MSC): MPC + external cost.
Equilibrium: Market produces at Qm (where MPC = demand), above socially 
optimal Qs (where MSC = demand).
Deadweight Loss: Excess production harms welfare.

Positive Externality:
Private Benefit (MPB): Benefit to consumer.
Social Benefit (MSB): MPB + external benefit.
Equilibrium: Market produces at Qm (where MPB = supply), below optimal 
Qs (where MSB = supply).
Deadweight Loss: Underproduction reduces welfare.

Solutions:

Negative Externalities:
Pigovian Tax: Tax equal to external cost (e.g., carbon tax shifts MPC to 
MSC).
Regulation: Limits or bans (e.g., emission caps).

Positive Externalities:
Subsidies: Payments to increase production (e.g., education subsidies).
Mandates: Require beneficial actions (e.g., vaccination laws).

Coase Theorem:
Private bargaining if property rights are defined (e.g., factory pays residents 
to tolerate pollution).

Example: Ethiopian farmers overgraze communal land (negative externality); 
government assigns grazing rights to limit use.

Activity: Draw a graph of a negative externality (e.g., pollution) and show how a tax 
corrects it.

Section 3.4: Asymmetric Information

Definition: Asymmetric information occurs when one party in a transaction has 
more or better information than the other, leading to market inefficiencies.

Types:

Adverse Selection:
Definition: Occurs before a transaction; less-informed party faces risks 
from hidden information.
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Example: Insurance buyers with high risk (e.g., smokers) are more likely to 
buy, raising premiums and deterring low-risk buyers.
Result: Market shrinks or fails (e.g., “market for lemons” in used cars).

Moral Hazard:
Definition: Occurs after a transaction; hidden actions by one party harm the 
other.
Example: Insured drivers drive recklessly, increasing claims and costs.
Result: Higher costs or market collapse.

Effects:

Inefficiency: Over- or under-provision of goods/services.
Market Failure: Trust erodes, reducing transactions (e.g., buyers avoid used 
cars suspecting defects).

Solutions:

Government Intervention:
Disclosure Laws: Require information sharing (e.g., food labels list 
ingredients).
Regulation: Standards ensure quality (e.g., car safety tests).

Private Solutions:
Signaling: Informed party reveals quality (e.g., warranties signal reliable 
cars).
Screening: Uninformed party seeks info (e.g., insurers require medical 
exams).

Example: Ethiopian coffee sellers certify quality to assure buyers, reducing 
information gaps.

Activity: Explain how a warranty reduces adverse selection in the car market.

Section 3.5: Consumer Protection

Definition: Consumer protection involves laws and measures to safeguard 
consumers from unfair practices, unsafe products, and market failures, ensuring 
their rights and welfare.

Why It’s Needed:

Markets fail due to externalities, asymmetric information, or monopolies, 
harming consumers.
Example: Misleading ads exploit uninformed buyers.
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Consumer Rights:

Right to safety, information, choice, redress, and a healthy environment (per 
UN guidelines).

Methods of Protection:

Legislation:
Laws against fraud, unsafe goods (e.g., Ethiopia’s Trade Competition and 
Consumer Protection Proclamation).
Penalties for false advertising or defective products.

Regulation:
Agencies monitor quality (e.g., food safety standards).
Bans on harmful goods (e.g., toxic chemicals).

Education:
Inform consumers of rights and risks (e.g., campaigns on product safety).

Redress Mechanisms:
Courts or agencies handle complaints (e.g., refunds for faulty goods).

Examples in Ethiopia:

Food Safety: Regulations ensure market goods meet health standards.
Price Controls: Prevent monopoly overpricing during shortages.

Benefits:

Enhances trust in markets, boosts consumption, and corrects failures.

Activity: List two consumer protection measures in Ethiopia and their benefits.

Unit Summary
Market Failure: Occurs when markets don’t allocate resources efficiently due 
to public goods, externalities, asymmetric information, or market power.
Solutions: Government intervention (taxes, subsidies, provision), property 
rights, or market mechanisms.
Public Goods: Non-excludable, non-rivalrous; underprovided by markets, 
requiring government supply.
Externalities: External costs/benefits misalign private and social outcomes; 
corrected by taxes, subsidies, or rights.
Asymmetric Information: Leads to adverse selection or moral hazard; 
addressed by disclosure or signaling.
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Consumer Protection: Shields consumers from market failures via laws, 
regulation, and education.

Review Questions
True or False:

Public goods are excludable and rivalrous. (False)
A negative externality causes underproduction. (False)
Asymmetric information can lead to market failure. (True)
Consumer protection only benefits producers. (False)
Taxes can correct negative externalities. (True)

Multiple Choice:

Which is a characteristic of public goods? A. High cost (No) B. Non-
excludability (Yes) C. Rivalrous use (No) D. Private provision (No)
What corrects a positive externality? A. Tax (No) B. Subsidy (Yes) C. Ban (No) D. 
Monopoly (No)

Short Answers:

Define market failure and give an example.
Failure of markets to allocate resources efficiently; e.g., pollution from 
factories.

Explain the free rider problem.
People benefit from public goods without paying, reducing private provision 
(e.g., enjoying clean air without funding it).

How does a Pigovian tax address a negative externality?
Taxes the external cost, aligning private cost with social cost, reducing 
overproduction.
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