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Notes

1. See Sidgwick (1887, 414) and Cairncross (1976).
2. See, for example, Schumpeter (1934).

3. Leibenstein (1966).

4. See Viner (1960, 68).

5. See chapter 4 for a more extensive discussion of these several
standards of equity.

6. See, for example, Reder (1947), Samuelson (1954), Lipsey and
Lancaster (1956), Little (1957), Bator (1958), Musgrave (1959), Viner
(1960, 45-69), Mishan (1969), Arrow (1971), Rawls (1971), Davis
and Hewlett (1977), Thurow (1981, 183-193), and Tew, Broder, and
Musser (1982, 1091).

7. As Arrow (1971) observes, “The clarification of these concepts
[relating to market failure] is a long, historical process, not yet
concluded.”

8. See, for example, Rawls’s “second principle” of a just society
{Rawls, 1971).

9. Private benefits approach zero, and all remaining benefits are
external. More precisely, if vjj is the valuation placed, or the price
paid, by the i*® person for the j** unit of a good s, and mc; is its
marginal cost of production, then the condition for an allocatively
efficient level of output for a private good with externalities is

k
mes = v+ 3 Uk

m=1
where v; is the price paid by i and the E‘Ufnj». are externalities
(experienced by all other k individuals as a result of i's consump-
tion of the j'™ unit of s), positive if the externalities are benefits and

to



negative if costs. The v}, indicate what each of the k individuals
would, in principle, be willing to pay to receive (or avoid) the j*
unit. However, if the k individuals realize the benefits or costs
whether or not they pay for them, then the latter are nonappro-
priable, and consumption is collective.

For a “pure” public good, vj; = 0. Consumption is entirely collec-
tive, and no single unit is purchased by anybody. The optimum
condition then is:

k
§— $ .
et = Yo,
m=1

Compare Mishan (1969). This condition is sometimes misstated as
equivalent to a zero marginal cost of production. For example, the
marginal cost of national defense in, say, the United States or
NATO is not zero, although nontaxpayers, as well as citizens of
other countries, receive the resulting benefits. The generalized
explanation for the existence of externalities and public goods is
that markets do not exist for capturing some benefits or levying
some costs. Nonexistence of markets in these cases is explained by
(1) the high cost or inability of excluding beneficiaries (for example,
from the benefits of national defense or police expenditures), or of
establishing property rights as a basis for claiming liability when
they are infringed (for example, noise emissions in airport vicini-
ties); and (2) the lack of information required for market transac-
tions to be concluded (for example, ascertaining what the “true”
V; are in the previous discussion), due at least in part to the free
rider problem associated with (1).

10. See Coase (1960). Coase’s identification of the central impor-
tance of transaction costs led to Williamsons development of
“transaction cost economics.” See Williamson (1985).

11. It should be clear that Coase’s line of argument can be applied
to positive externalities (external benefits) as well as to negative
externalities. In this case, the potential bargain would be one in
which the source of the external benefits would try to extract a
payment by threatening to eliminate or reduce the benefits unless
the beneficiaries compensate him for these windfalls. However,
credibility of the threat may be impaired because the responsible
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source would very likely have to incur costs to carry it out: the
beneficiaries must be persuaded that the threatener just might be
willing to deprive himself of some gains in pursuit of larger ones.

12. Some discussions of market failure include increasing returns
(for example, Bator, 1958), while others exclude it. Arrow, for
example, contrasts increasing returns {“essentially a technological
phenomenon”) with market failure (which relates to “the mode of
economic organization” (Arrow, 1971). I think this categorization
leaves something to be desired. For example, improvements in
technology can eliminate or at least reduce externalities (which
Arrow considers market failures because they relate to the “mode
of economic organization”) by resolving the problems of exclusion
and nonappropriability. As an illustration, electronic warning and
protection devices may be an efficient means of lowering the risk
of theft for households purchasing them. One can also imagine
acoustical and air-filtration devices that would reduce the negative
externalities represented by airport emissions or identify their
source as a basis for imposing and collecting costs. Conversely,
Arrow’s “technological” phenomenon of increasing returns can be
reconciled with efficient pricing and output by suitable modes of
economic organization, for example, through multipart pricing.
(For a discussion of various pricing and market devices for recon-
ciling increasing returns with efficient operation, see Wolf et al,,
1975). Increasing returns are a source of market inefficiency only
as long as markets do not exist for separate units of the same good.
Allowing for enough subscripting, in the Arrow-Debreu sense,
and hence separability of commodities, increasing returns are
theoretically as compatible with competitive equilibrium as are
externalities.

13. See Baumol, PPanzar, and Willig (1982) and Perroux (1957, 18).
14. Federal Reserve Bank of San Francisco (1984, 2).

15. See the discussion in chapter 8 of opportunities for government
actions designed to improve the functioning of markets.

16. This is the essential message of second-best theory (Lipsey and
Lancaster, 1956). For example, changing a tariff that has applied
equally to imports from all countries so that it applies instead only
to a few countries may reduce efficiency. Trade will be diverted as
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well as created, and the loss from the former may exceed the gains
from the latter (see Viner, 1950).

17. See Wolf (1981a).
18. Little (1957). See also Scitovsky (1951) and Okun (1975).

19. The point can be formulated more precisely. Individual de-
mands for redistribution can be defined in the same notional sense
in which such demands can be defined for defense, or for law and
order. For example, the demand for redistribution can be expressed
as the desired change in current distribution (as measured, say, by
the Gini coefficient); demand for redistribution is presumed to
decline as the desired amount of voluntary individual philan-
thropy per dollar of earned income rises. Presumably, individual
willingness to pay for redistribution declines as the price of achiev-
ing it rises. A cost function for redistribution can also be defined
in terms of the same two variables. In principle, individual de-
mands could be added, and the social equilibrium level of redis-
tribution would be that for which the marginal optimization
condition is satisfied (see note 9). This equilibrium redistribution
is not achieved because there is either no market or an incomplete
market for philanthropy, just as there is an incomplete market for
defense. In both cases, voluntary donations (unless motivated by
special tax incentives) would be lacking due to the usual nonap-
propriability and nonexcludability reasons.

20. See the preceding discussion concerning the different standards
of equity and the more extended discussion in chapter 4.

21. See Viner (1960, 68).
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