
Externalities
Public Goods

Common Resources
Interventions in Health

Market Failure and Government Intervention

Angela Fertig

Spring 2009

Angela Fertig Market Failure and Government Intervention



Externalities
Public Goods

Common Resources
Interventions in Health

Why intervene?

Economists generally believe in the invisible hand: the market and
competition are the best ways to allocate resources. In fact,
redistributing income can be very bad for the economy.
Okun’s Leaky Bucket

I taxing the rich reduces their incentive to be productive,
creative

I giving money to poor reduces their incentive to work

I redistributing slices of the pie shrink the pie

I or are like a leaky bucket
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Why intervene?

However, there are reasons for govt intervention.
We won’t discuss monopoly power today, but other important
reasons include:

I Externalities

I Public goods

I Common resources
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Externalities

I Defn: an externality is the uncompensated impact of one
person’s actions on the well-being of a bystander

I Positive (research) or Negative (pollution, contagious disease)
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Graphing externalities

negative positive

Production

Consumption
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Solution 1

Coase Theorem: if private parties can bargain without cost, they
can solve the problem of externalities on their own
→ doesn’t usually work b/c:

I there are transaction costs

I parties can’t agree

I there are many parties to organize
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Solution 2

Govt Regulation: quotas, specific rules, etc.
→ isn’t perfect b/c:

I requires a lot of knowledge about the industry

I inflexible (when times change, need new rules)

I doesn’t encourage efficient allocation of pollution reduction (it
is cheaper for some to abate than others)

I doesn’t encourage abatement beyond regulation
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Solution 3

Taxes and Subsidies:

I encourages more abatement than regulation

I encourages efficient allocation of abatement

I but govt has to choose right tax rate

Note: On the next page is proof that there are efficiency gains to
this kind of tax. I assume that all tax revenue goes to the
bystanders.
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Welfare gain from Tax on Negative Externality graph
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Welfare gain from Tax on Negative Externality

Before Tax After Tax Change

CS A+B+C+D A -B-C-D
PS F+G+H+I I -F-G-H
By- -B-C-F-G - +B+C+F+G
standers -D-E1-H-E2 +D+E1+E2+H
TS A+I-E1-E2 A+I +E1+E2

→ Dwt Loss of Eqbm: (social cost > value) E
→ Cs and Ps profited at the expense of the bystanders
→ CS down, PS down, TS up
e.g. “sin taxes” taxes on alcohol, tobacco, gasoline
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Solution 4

Tradable Pollution Permits:

I Govt decides amount of total pollution allowable.

I Passes out pollution permits summing up to limit.

I Firms can trade permits.

I Firm A, with low abatement costs, sells permit.

I Firm B, with high costs, buys.

→ Using Coase’s Theorem.
→ Like a tax, but don’t have to know the right tax rate.
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Public Goods

I Defn: public goods are goods that anyone can use without
paying (not excludable) and are not diminished by each
person’s use (not depletable)

I Defn: free riders are those who receive the benefit of a good
but avoid paying for it

I Examples: national defense, research, absence of poverty,
snow removal, flood control, mosquito control, public radio,
health knowledge

I Note: not all govt gds & services are public goods – e.g.
education is not a public good (excludable and depletable).
The govt provides it because it has positive externalities.
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Solution

I do cost-benefit analysis

I if benefits outweigh cost, govt should collect taxes and
provide the good
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Common Resources

I Defn: common resources are goods that anyone can use
without paying (not excludable) and are diminished by each
person’s use (depletable)

I Tragedy of the Commons: As pop of people and sheep grows,
grazing land is destroyed. If there had been coordination, they
could have maintained the land.

I Examples: fish in the ocean, environment, oil in the ground
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Solution

I regulate

I tax

I turn into private goods
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Interventions in Health

I Taxes and subsidies – health insurance, sin taxes

I Public Provision – support of public hospitals, VA hospitals
I Transfer programs:

I Medicaid – health care for poor
I Medicare – health care for aged

I Regulation – FDA, OSHA, mandated benefits

I Research – NIH, NSF

I Public Health Initiatives – Healthy People 2010
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Competitive Strategies as Interventions

Health savings accounts

I individual (+employers) put money in tax exempt account

I purchase low-cost high-deductible insurance plan

I pay out-of-pocket for most health expenses

I if amount left over, rolls over to next year

I encourages individuals to use care sparingly, sensitive to price

I main problem: adverse selection, healthy people like them,
sick people will drain account often, choose more expensive
insurance plans raising premiums (due to higher risk pool)
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Competitive Strategies as Interventions

Prescription drug benefit plan

I govt subsidizes private insurers to offer seniors drug plans

I govt cannot negotiate lower prices for drugs, insurers must do
it (controversial – keeps innovation going, lets market do
work, no info required of govt, good for pharm industry)
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Doughnut hole
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Standard Medicare Prescription Drug Benefit, 2009

$364 Average Annual Premium
$295 Deductible

$2,700 in Total 
Drug Costs

($896 out of pocket)

$3,454 Coverage Gap 
(“Doughnut Hole”)

NOTE: Annual premium amount based on $30.36 national average monthly beneficiary premium (CMS, August 
2008). Amounts for premium, coverage gap, and catastrophic coverage threshold rounded to nearest dollar.
SOURCE:  Kaiser Family Foundation illustration of standard Medicare drug benefit for 2009 (standard benefit 
parameter update from Centers for Medicare & Medicaid Services  April 2008).

Plan Pays 75%

Plan Pays 15%; 
Medicare Pays 80%

Enrollee 
Pays 100%

Enrollee
Pays 5%

Enrollee 
Pays 25%

$6,154 in Total 
Drug Costs

($4,350 out of pocket)

Figure 2

THE MEDICARE PRESCRIPTION DRUG BENEFIT 

March 2009 
The Medicare Modernization Act of 2003 (MMA) established a 
voluntary outpatient prescription drug benefit for people on 
Medicare, known as Part D, that went into effect in 2006.  All 
45 million elderly and disabled beneficiaries have access to the 
Medicare drug benefit through private plans approved by the 
federal government.  Medicare replaced Medicaid as the 
primary source of drug coverage for beneficiaries with 
coverage under both programs (“dual eligibles”).  Beneficiaries 
with low incomes and modest assets are eligible for assistance 
with Part D plan premiums and cost sharing. 

MEDICARE PRESCRIPTION DRUG PLANS 
The drug benefit is offered through stand-alone prescription 
drug plans (PDPs) and Medicare Advantage prescription drug 
(MA-PD) plans, such as HMOs, that cover all Medicare benefits 
including drugs.  In 2009, 1,689 PDPs are offered across the 
34 PDP regions nationwide (excluding the territories), a 7% 
decrease in the number of PDPs since 2008.  Beneficiaries in 
each state have a choice of at least 45 stand-alone PDPs and 
multiple MA-PD plans (Figure 1). 

PART D PLAN BENEFITS AND PREMIUMS 
Part D sponsors offer plans with either a defined standard 
benefit or an alternative equal in value (“actuarially 
equivalent”), and can also offer plans with enhanced benefits. 
The standard benefit in 2009 has a $295 deductible and 25% 
coinsurance up to an initial coverage limit of $2,700 in total 
drug costs, followed by a coverage gap (the so-called 
“doughnut hole”) where enrollees pay 100% of their drug 
costs until they have spent $4,350 out of pocket, excluding the 
Part D premium (Figure 2).  Thereafter, enrollees pay either 
5% of total drug costs or $2.40/$6.00 for each prescription.  
Standard benefit amounts increase annually by the per capita 
Part D spending growth rate. 

Only a small share (10%) of PDPs nationwide offers the 
standard drug benefit in 2009.  The majority of PDPs (55%) 
charge no deductible, and most charge tiered copayments for 
covered drugs rather than 25% coinsurance.  A substantial 
majority (76%) of PDPs use specialty tiers for high-cost 
medications.   

Most PDPs (75%) have a coverage gap.  Gap coverage, when 
offered, is generally limited to generic drugs only.  In 2007, an 
estimated 3.4 million Part D enrollees reached the coverage 
gap, most of whom did not qualify for catastrophic coverage 
before the end of the year (Hoadley et al, August 2008).   

The monthly Part D premium averages $30.36 in 2009, based 
on the national average bid.  However, actual premiums vary 
across plans and regions, ranging from a low of $10.30 for a 
basic benefit PDP to a high of $136.80 for a PDP with 
enhanced benefits.  Part D plans vary in benefit design, 
covered drugs, and utilization management tools (prior 
authorization, quantity limits, and step therapy).  The Centers 
for Medicare & Medicaid Services (CMS) established 
requirements for Part D plan formularies (the list of covered 
drugs) to ensure a minimum level of coverage and guard 
against formularies that discourage enrollment of certain types 
of beneficiaries. 

PART D ENROLLMENT 
Enrollment in Medicare drug plans is voluntary, with the 
exception of dual eligibles and certain other low-income 
beneficiaries who are automatically enrolled in a PDP if they do 
not choose a plan on their own.  However, unless beneficiaries 
have drug coverage from another source (e.g., an employer 
plan) that is at least as good as standard Part D coverage 
(known as “creditable coverage”), they face a penalty equal to 
1% of the national average monthly premium for each month 
they delay enrollment.  
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Number of Medicare Part D Stand-Alone 
Prescription Drug Plans, by State, 2009

Note: Excludes Medicare Advantage Drug Plans (HMOs, PPOs, 
and Private Fee-for-Service plans).
SOURCE: Kaiser Family Foundation analysis of Centers for 
Medicare & Medicaid Services PDP landscape file for 2009.

45-49 drug plans (34 states and DC)

50-53 drug plans (14 states)
54-57 drug plans (3 states)

Figure 1
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