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Notes

1. The income elasticity of demand for redistribution is subject to
conflicting influences. On the one hand, the disposition of the
hypothetical “median voter” in favor of redistribution is likely to
decline when fewer people are below the poverty line. On the other
hand, if the marginal utility of the median voter’s own consump-
tion declines as income increases, the relative disposition in favor
of redistribution may be enhanced. My guess is that the first
tendency is likely to be stronger than the second.

2. Paradoxically, but plausibly, monopoly in nonmarket production
will tend to inflate output (i.e., costs) to a budget-maximizing or
influence-maximizing level, while monopoly in market production
will tend to restrict output to a profit-maximizing level.

3. Cf. appendix A for further discussion of equilibria between
nonmarket demand and supply.

4. The term redundancies has a different meaning here from that
referred to earlier. Clearly, maintaining low productivity to avoid
employment redundancies, as in the case of British Rail cited earlier,
is one source of cost redundancies.

5. In the words of one observer, whose comment is all the more
insightful because it preceded his own not inconsiderable role as
Secretary of the Energy Department, in providing evidence in its
support, “[Nlew agencies, from which better things might be
hoped, are put under unremitting pressure to produce glamorous
new programs—before the necessary analysis has been per-
formed” (Schlesinger, 1968).

6. In effect, demand and supply functions may not intersect, yet
the demand for nonmarket activity may still be politically “effec-
tive.” In the diagram, nonmarket output of, say, 4% will be politi-

cally supportable if those receiving the benefits, jgb(q)dq are
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(actual}

{conjectural)

Cost/price
©

q*
Quantity

politically more effective (even though they pay nothing or at least
pay less than the benefits) than those who pay the full costs,

_['é*S(Q)dq or at least pay the difference between the full costs and

the amount paid by the first group. ¢* would presumably be
established at the point where the marginal effectiveness of politi-
cal support equals that of political resistance. To avoid tautology
requires that the ingredients of political effectiveness (for example,
organizational skill, media pressure) for the gainers and the los-
ers can be evaluated independently of the resulting nonmarket
activity.

7. See the following discussion and definition of internalities.

8. Hence, cost functions for nonmarket activity are likely to drift
upward because of private goals (internalities). This upward drift
is what I mean by rising costs. By redundant costs, I mean the
tendency of nonmarket activities to be camried on inside, rather
than on, the production possibility frontier at any given time. The
two tendendies thus relate to dynamic inefficiency and X-inef-
ficiency, respectively.

It is possible to test the hypothesis advanced here that (a) rising
costs and (b) redundant costs tend to be associated with nonmarket

Yo



activities compared with market activities. One might use for this
purpose cost data in sectors where production has been carried on
in both a market and a nonmarket mode (for example, education,
fire protection, housing) within a given country, or in comparisons
between market and nonmarket modes in different countries (for
example, health care in the United Kingdom and in the United
States). Empirical studies of production by market and nonmarket
organizations (for example, private versus governmental produc-
tion in fire protection and in refuse collection) suggest that the
former tend to be more efficient and that redundant costs tend to
be associated with nonmarket organizations. See Ahlbrandt (1973)
and Spann (1977). The results of these and other relevant studies
are discussed in chapter 7.

9. International Herald Tribune, April 26, 1976.
10. See Rich and Dews (1986) and Merrow et al. (1979).

11. Much of the organizational behavior literature of the past two
decades advances similar points of view. See, for example, March
and Simon (1958), Simon (1960), Cyert and March (1963), Downs

(1965), and Allison (1971). See also Schultze (1977), Peacock (1980),
and Niskanen (1983).

12. Arrow (1974).

13. Recalling the optimum condition noted earlier (see chapter 2,
note 9), if the Xvj,; are positive, the j units produced under market
conditions will be less than is socially optimal; if the Elﬁn,' are
negative, the j units produced will exceed the social optimum.

14. If the optimum condition were complied with, producing j
units of output would be less than is socially optimal in the
absence of internalities, because mc; is inflated by the internalities
of the nonmarket producers. If cost increments induced by the
prevalence of internalities were removed, mc; would be lower and
the optimal level of real nonmarket output would be higher, as-
suming the valuations placed on the /™ unit are correct (see chapter
2, note 9).

15. The X, are, in principle, included in determining output
decisions in the nonmarket sector.
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16. McFadden’s attempt to infer what a government agency
(namely, the California State Highway Division) is trying to maxi-
mize by observing its prior behavior {for example, with respect to
project and route selection compared to optimal choices) is in the
spirit of this hypothesis. See McFadden (1975).

17. See Niskanen (1971, chap. 1) and Stockfisch (1976). In the
general form stated in the text, the second hypothesis begs the
questions of which agency members are key and the time horizon
over which income maximization is construed. It also begs the
more subtle connection between income received while a member
is in the agency and the income he or she may look forward to in
the private sector. In some cases, the first and second hypotheses
lead to similar predictions; for example, both hypotheses are con-
sistent with establishment of budget maximizing as an agency
internality. In others, the predictions probably differ; for example,
the information-acquisition internality (see following) is hard to
reconcile with the first hypothesis.

18. This hypothesis is advanced in Stigler (1971) and applied
empirically to transportation and professional licensing. This hy-
pothesis is also suggested by the comment later in this chapter of
regulatory agencies and of the constituencies they affect most
directly.

19. Defense Science Board quoted in Nimitz (1975).
20. Ibid.

21. Using plausible demand and cost functions, Niskanen (1983)
has shown how the budget internality will lead to an output level
above the socially efficient one.

22. I am indebted to James Rosse for this example.
23. See Administrative Inspection Bureau (1990).

24. This is not the place to attempt to define precisely what is
meant by high technology, a subject richly clothed in confusion in
both popular and professional discussion. To consider whether the
term does, or should, refer to products or processes, novelty or
efficiency, costs and/or effectiveness would take us too far afield.
For present purposes, I shall conveniently assume that high tech-
nology, like a camel, is easy to recognize if difficult to describe.
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25. Newhouse (1970) has shown formally how the addition of a
quality argument in the maximands of nonprofit hospitals tends
toward misallocation of resources in the health care industry. A
nonmarket failure results because managers trade off quality
against quantity, producing a different product from that which
consumers would choose if they were spending the resources that
nonprofit hospitals receive from public or philanthropic sources.
In the Newhouse model, misallocation is reduced because a non-
profit hospital’s choice of high quality is assumed to shift con-
sumer demand upward, thereby adding to the market value of
outputs. However, this may not occur. As long as the nonprofit
hospital draws a subsidy (from government or philanthropy)
based on the presumed market failure (for example, externality)
that the subsidy is intended to correct, the hospital can price its
output below cost, while indulging its practitioners’ taste for qual-
ity. The original source of market failure is not thereby redressed.

26. Feldstein (1968).

27. Head and Rokke (1973). The particular attraction in the U.S.
Air Force of technological advance as an organizational internality
is well known. The process of its adoption is probably an example
of the hypothesis concerning initially valid proxies whose validity
may have diminished after the proxy had already become accepted
and engraved in agency operating routines. For example, when
the Air Force was established as a separate service in 1947, two
circumstances impelled it toward emphasizing technological ad-
vance as an organizational internality: (a) the two decades of
struggle with the U.S. Army to win acceptance of the new aviation
technology, independent of artillery and infantry; and (b} the major
technological advances achieved during World War II (for exam-
ple, in radar and nuclear weapons) and the resulting belief that
the outcome of a future war “would be determined solely by the
technological power of weapons that adversaries could bring to
bear in its first moments” (Sapolsky, 1972).

28. Alexander (1976).

29. National Aeronautics and Space Act of 1958, Public Law 85568,
Sec. 102 (c)(5).

30. For a more general treatment of the importance of informa-
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tional access and control in postindustrial society, see Bell (1973).

31. Of course, this internality is not confined to nonmarket organi-
zations, although it may be particularly important in them. For
example, in the internal struggle for top executive leadership in
the merged Time-Warner Corporation, the victor’s triumph was in
part attributed to his understanding that to “control the informa-
tion, [is to] control the power” (Bruck, 1992).

32. The existence of internalities in organizations producing non-
market outputs can, through the effect of internalities on the costs
of producing the nonmarket outputs, be related to the condition
for determining an optimal (efficient) level of output. Recalling the
notation used in chapter 2, the condition is

q k
$ L s
mes + chf,,— zum,,
p=1 m=1

where mcy; is the marginal cost of the p™ internality associated with
production of the /™ unit of the s™ public good. just as the market
lacks a direct mechanism for reaching an optimum in the face of
externalities, so the nonmarket lacks any mechanism for reaching
an optimum in the face of the internalities shown in the above
specification.

This specification is closely related to Stigler’s “positive” theory
of regulation: a benefit of some outside constituency becomes an
agency goal and an argument in the agency maximand. I think
Stigler errs, however, in denying what seems to me a generally
valid proposition about public policy intervention: even though
cooptation of a regulatory agency frequently occurs after the
agency gets under way, nonmarket activity is rarely undertaken
without a case being first made on normative grounds, based
on market failure or distributional equity (Stigler, 1971); see also
Posner (1974).

33. See the discussion of market failure in chapter 2.

34. A detailed attempt to internalize such externalitics, as well as
a candid acknowledgment of the limitations of cost-benefit analy-
sis that tries to do so, is contained in Hirshleifer, DeHaven, and
Milliman (1960). Hirschman, in his notion of the “hiding hand,”
emphasizes the benefits, rather than the costs, of unanticipated
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consequences from selected development projects undertaken by
governments. Of course, whether the hand principally hides
benefits or costs depends on which development projects are se-
lected for retrospective examination (Hirschman, 1967).

35. Averch and Johnson (1962).

36. See Goeller et al. (1977).

37. To the extent that better analysis can anticipate and calibrate
the derived externalities associated with nonmarket output, they
become analytically identical to the externalities associated with
market output. Hence, the optimum condition for nonmarket out-
put with derived externalities is the same as that specified earlier
for market output with externalities. However, determining the
2 u;,j ex ante may be even harder for nonmarket derived externali-
ties because of the bluntness of nonmarket instruments and the
frequent remoteness of their effects both in time and in place.

38. See Rawls (1971, 1303): “All social primary goods—liberty and
opportunity, income and wealth, and the bases of self-respect—are
to be distributed equally unless an unequal distribution . . . is to
the advantage of the least favored.”

39. For example, Valerie Bunce includes the distribution of both
income and power in evaluating “social inequality” in communist
countries. See Bunce (1983).

40. Imposition of nondistorting lump-sum taxation to capture
these economic rents is arguable in theory and difficult to realize
in practice.

41. A former executive of the General Electric Company has sug-
gested the following matching between certain government or-
ganizations and the policy areas, on the one hand, and their
business and professional constituencies, on the other:

Related business

Government organizations organizations

Department of Defense, Defense-space contractors
NASA

Department of Agriculture Farmers; dairy, meat processors
Environmental Protection Auto manufacturers; electric
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Agency utilities

Securities and Exchange Brokers; underwriters; issuers

Commission

Interstate Commerce Com- Railroads; truckers

mission

Federal Communications Radio and TV stations and

Commission networks; cable and pay TV

Tariff Commission Trade unions; businesses
subject to import competition

Food and Drug Administra- Pharmaceutical industry; food

tion and beverage industry

Federal Power Commission Electric utilities; natural gas
producers

Nuclear Regulatory Atomic energy equipment

Commission builders

Note: See Birdzell (1975).

42. The distributional type of nonmarket failure is the core of
Stigler’s theory of economic regulation. Stigler finds empirical
evidence to support this hypothesis in interstate variations in
trucking regulation and in occupational licensing. See Stigler
(1971).

43. For striking illustrations of the quality of life among the Soviet
ruling class and its extraordinary contrast to that of the average
Soviet citizen, see Voslensky (1984) and Vishnevskaya (1984). Con-
cerning inequities in Eastern Europe as well as the Soviet Union,
see Bunce (1983).

44. As an example, the French journal Revue Politiques & Manage-
ment Public held a symposium entitled “Public, Privé: Espaces et
Gestions” (“Public, Private: Turfs and Management”) in Lyons in
December 1986. The symposium mainly dealt with the differences
and similarities between market and nonmarket organizations,
although most of the terminology that was used referred to public
and private organizations.

45. Most, but not all, receipts of nonprofit organizations represent
income transfers, rather than income earned. Hence, this part of
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their receipts does not constitute value-added and is therefore not
a part of the gross national product (Hodgkinson and Weitzman,
1984, 45).

46. Ben-Ner and van Hoomissen (1991).

47. Hodgkinson and Weitzman, op. cit. Since 1979, Professor John
Simon of the Yale Law School has directed a detailed study of the
scope and effectiveness of NPOs.

48. Ibid.
49. See Eby (1982) and Wolf (1982).
50. See Eby, op. cit., 31-32.

51. Wolf (1982, 10). For more detailed treatment of the nonprofit
sector, see Ben-Ner and van Hoomissen (1990).

52. See Olson (1982).
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