
What is Government Failure? 

'Government failure.' You might think that sounds like a political science term, but it 
actually has a lot more to do with economics. In America, it's not uncommon to hear 
someone say that government is the problem. Whether or not you believe that has a lot 
to do with how you think about the economy and government failure. 

Government failure refers to when the government intervenes in the economy to fix a 
problem, but only ends up creating more problems. That means it harms social welfare 
and/or makes the market less efficient. In order for government failure to occur, there 
first has to be a market failure. That means that the market is failing to produce positive 
outcomes for society. The government will then decide whether and how to intervene. If 
the government intervenes and only makes the problems worse, then it has failed. 

The term originated in the 1960's when economists began to criticize any government 
intervention or regulation of the economy. At that time, economists who believed in 
laissez-faire capitalism argued that the free market was inherently efficient. They began 
to argue that government always created inefficiency, and was always a problem. 

The Invisible Hand v. The Government 

These economists believed that government intervention often leads to government 
failure because it interferes with the invisible hand that guides the free market. First 
described by Adam Smith, the invisible hand is the result of individuals following their 
own self-interest in the economy often leading to positive outcomes for society. The 
invisible hand was the reason why competitive free markets distribute resources fairly. 
Individuals will try to improve their lives and become wealthier through buying and 
selling goods and services in the most efficient way possible. This will keep the market 
efficient, and improve social welfare. 

Although Adam Smith acknowledged that external forces and problems could disrupt 
the invisible hand, many economists maintain that the invisible hand will always create 
better outcomes than government no matter what. This is because government uses 
laws and regulations to force people to act against their self-interest. Some of these 
laws are great like outlawing murder, for example. However, other laws that force 
corporations to pay taxes are seen by some economists as limiting their profitability, and 
creating inefficiency. 

A Changing Meaning 

Recently, the term 'government failure' has gotten a broader definition. Many 
economists now believe that the invisible hand doesn't always create positive outcomes. 
These economists argue that when the government fails to act and fix a problem in the 
market, it's also government failure. Unfortunately, by broadening the meaning of 
government failure, you'll often see it get thrown around to label any bad event from 



natural disasters to a housing crisis. Let's look at two examples of government failure 
that have more general acceptance amongst economists. 

Examples of government failure include:  

Distortion of the price mechanism 

Intervention through taxation, through subsidisation, or via other interventions can result 
in a distortion of markets and a weakening of the operation of the price 
mechanism. Taxes and subsidies on goods and services can artificially raise or lower 
prices and distort how markets work to allocate scarce resources. 

Direct taxation can create a disincentive effect for households and firms. We have 
seen that taxes on harmful demerit goods, where demand is inelastic, may simply 
mean that more income is allocated to expenditure on harmful goods, and hence less 
income is available for spending on beneficial goods. 

The same is possible with the imposition of a minimum price, such as the one on 
alcohol, where spending is distorted with the consumer allocating more income to 
alcohol rather than less. 

Subsidies can be criticised as they can encourage the wasteful misuse or over-use of 
scarce resources. For example, free healthcare can result in doctors’ waiting rooms 
becoming become full with the malingerers and the so-called ‘worried well’. This can 
result in a waste of public resources and a denial of access to these services by those 
in genuine need. 

Subsidies may also protect inefficient firms from open competition as well as creating 
artificial barriers to entry for new firms – given that prices are kept ‘artificially’ low. 
Subsidies, and other assistance, can lead to the wider problem of moral hazard. 

Taxation can also distort behaviour by encouraging people to either avoid taxes (which 
is the attempt to find legal loopholes in the tax system) or evade taxes (which is illegal) 
through criminal activity such as smuggling and the use of black markets. 

Governments can also fix prices, such as minimum and maximum prices, but this can 
create distortions which can lead to: 

• Shortages, which may arise when government fixes price below the market rate. 
Because public healthcare is provide free at the point of consumption there will be long 
waiting lists for treatment. 

• Surpluses, which may arise when government fixes prices above the natural market 
rate, as supply will exceed demand. For example, guaranteeing farmers a high price 
encourages over-production and wasteful surpluses. Setting a ‘minimum wage’ is likely 
to create an excess of supply of labour in markets where the ‘market clearing 
equilibrium’ is less than the minimum. 

https://www.economicsonline.co.uk/Competitive_markets/Indirect_taxes_and_subsidies.html
https://www.economicsonline.co.uk/Managing_the_economy/The_public_sector.html
https://www.economicsonline.co.uk/Market_failures/Demerit_goods.html
https://www.economicsonline.co.uk/Market_failures/Moral_hazard.html


Costs of administration 

Excessive bureaucracy is also a potential government failure. This is caused by the 
public sector when it tries to solve the principal-agent problem. Government must 
appoint bureaucrats to ensure that its objectives are pursued by the managers of public 
sector organisations, such as the NHS. 

Intervention through the imposition of taxes, or through legislation incurs various 
administration costs. Taxes must be collected through government departments, 
including Her Majesty’s Customs and Excise (HMRC) and laws must be enforced 
through the legal system. Both of these incur considerable costs. 

Imperfect knowledge 

Information failure is also an issue for governments, given that government and policy 
makers do not necessarily ‘know’ enough to enable them to make effective decisions 
about the best way to allocate scarce resources. 

Government intervention requires decisions to be made about the degree of intervention 
and its timing. In order to prevent or reduce market failures, tax rates need to be set and 
level of subsidies and minimum prices must be decided. However, governments and 
agencies do not have access to all the knowledge that it required to set the necessary 
rate or level to achieve the desired outcome. For example, if the government wishes to 
get 3 million students to attend university each year it may decide to subsidise tuition 
fees, but it is highly unlikely that it could achieve such a target with precision. 

Many economists believe in the efficient market hypothesis, which assumes that the 
market will always contain more information than any individual or government. The 
implication is that market prices and market movements should be free from 
interference because markets cannot be improved upon by individuals or governments. 

Critics of intervention and supporters of free markets, such a Hayek, argue that it is 
impossible for a group of planners to have as much knowledge as is contained within a 
free market, and that government intervention almost inevitably is less efficient as 
compared with allowed resources to be allocated through freely interacting market 
forces. 

 

https://www.gov.uk/government/organisations/hm-revenue-customs
https://www.econlib.org/library/Enc/bios/Hayek.html
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