Markets – the best way to allocate resources?
An ongoing debate in economics is the extent to which free markets are the best way to allocate resources. This is a debate that will crop in a range of situations from the Doha trade talks to discussion of climate change and global warming. The whole debate over the extent to which government should intervene in markets is one which revolves around the differing views of the efficiency of markets. In these short articles below, we consider a few of these issues. 
In the first article we return to a topic that crops up a considerable amount in the regular news articles available on this site: market failure and the environment. The mining industry in Indonesia is largely unregulated and in June 2006 drilling by a gas company led to a fissure in the earth’s surface opening up and a stream of mud from it has submerged eight villages with no sign of it stopping. In the second article we look at the impact of the EU opening up markets and the subsequent change of heart that has led to the imposition of duties on imports of shoes into the EU. In the final news article we look at the growth of online DVD rental and the extent to which this has changed the structure of the market.
Buried under a sea of mud
In June 2006 a local Indonesian gas company, Lapindo Brantas, drilled an exploratory well in an attempt to find further gas reserves. A few days later hot mud started spilling from a subterranean crack. Local people have accused the gas company of causing the mud leak. The company itself, not surprisingly, has argued that it was caused by seismic activity in the region. At first the crack leaked around 5000 cubic metres a day. 
This was bad enough, but by October 2006 this had risen to around 130,000 cubic metres and the flow of mud is showing no signs of abating. So far the mud has covered around 1000 acres and submerged eight villages, but there are concerns that it may do far more damage yet. The issue is how to stop it. 
The government appreciates that urgent action is needed, but they are simply not sure what that urgent action is. One plan is to divert the mud into local rivers and therefore out to sea, but environmentalists say that this may cause damage to marine life that will take over 30 years to repair. Meanwhile local people (12,000 of whom have been displaced) are more concerned about the government saving them and their livelihoods. The concern is that monsoon rains may combine with the mud and lead to the hastily-constructed dams being broken with many more villages then likely to be affected.
The mining industry in Indonesia is largely unregulated. Could this have been a factor behind the disaster? Would further regulation prevent problems of this nature in the future? This is a case where the use of economic theory about market failure may help us to analyse the role that the government should take in this industry and the extent to which mining companies’ activities should be constrained or regulated.
Buying shoes – a taxing business?
At the start of October 2006 the EU imposed two year’s worth of duties on Chinese and Vietnamese footwear. The move came in retaliation for what the EU argued was the Chinese and Vietnamese ‘dumping’ their shoes on the EU market at below cost price. Dumping is a practice carried out by a country or countries where they have an excess supply of a product (perhaps due to excess capacity) and they want to sell the products as cheaply as possible. It could also be used as a strategy to gain a significant foothold in a market. The EU has argued that these unfairly low prices have been harming local European shoe manufacturers and believe therefore that the practice of dumping constitutes unfair competition. This allows them under the terms of the various WTO agreements to charge the temporary duties. However, the Chinese and Vietnamese authorities argue that the EU investigation process does not comply with the WTO’s rules and they seem likely to lodge a complaint. 

The duties are expected to be worth around $12bn over the two years and Chinese and Vietnamese sources have reacted angrily to the imposition of the tariffs. The levies – 16.5 per cent for Chinese shoes and 10 per cent for Vietnamese shoes – replace higher six-month duties that were introduced in April 2006.

China supplied around half the 2.5 billion shoes sold in Europe in 2005 and has around 9 per cent of the market for leather shoes in the EU. This means that the tariffs will apply to around 1 in 11 pairs of shoes sold in the EU. However, is this kind of protectionist policy likely to be counter-productive in the medium-term? Could it lead to retaliation? 
The impact of the tariffs will depend to a great extent on the price elasticities of demand and supply for the various types of shoes. It may be worth trying to consider the impact for all the different possible elasticity values and consider how much revenue the EU is likely to earn as a result. If the resultant price rise leads to demand moving elsewhere in the market, then it may be that very little revenue is earned from the traiff, but it will have achieved its objective of reducing the flood of cheap Chinese imported shoes. However, if the shoes are less price sensitive, then the impact may be far less, though the revenue earned may be greater.
Online DVD rental – a more competitive market?
The market for DVD rental has been changing rapidly in recent years. In the past the principal way to rent a film (video or DVD) was to join a high street video club and rent the films from there. That was really the only alternative and your choice was limited by the films they chose to stock, unless you were lucky enough to have several within a short distance. 
The arrival of the online DVD rental market has changed this. There are now a large number of online DVD rental companies ranging from EasyCinema to Tesco to Blockbuster to Amazon. On the face of it this has made the DVD rental market much more competitive. 
To start an online DVD service would appear to have lower entry costs and, with the arrival of a large number of companies, the market does appear to have become much more competitive. There are still sunk costs from entering the market and the need to establish a brand name, but these are minimised where the service is offered with an existing brand name like Tesco or Amazon. 
So has the online DVD market made the industry much more competitive? It certainly appears to have reduced the equilibrium price of DVD rental, but to what extent is this due to the lower costs of an online operation as opposed to a physical shop with high overheads?
The merger in 2006 of two operators – Love Film and Video Island – has in fact reduced the competitive position of the market considerably. Both companies are now part of ScreenSelect, the largest single operator. Many of the online DVD rental services are what are described as simply ‘private labels’ and they are ‘powered’ by another operator who actually manages the distribution of the DVDs on their behalf. In effect they are using their brand name to sell the DVD subscriptions, but the actual dissemination and distribution of the DVDs is carried out by another company on their behalf. 

ScreenSelect now power the EasyCinema, Sainsbury’s, MSN, LastMinute.com, QFlicks and Tesco sites among others. So is this really a competitive market or has the use of these ‘private labels’ simply led to an appearance of competition? The individual companies can set their own subscription levels and service, but given a small number of distribution companies how competitive is the market really?

