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Preface

When we began our study of policy analysis at the Graduate School of Public
Policy (now the Goldman School), University of California at Berkeley, the field
was so new that we seemed always to be explaining to people just what it was that
we were studying. It is no wonder, then, that there were no textbooks to provide
us with the basics of policy analysis. More than a dozen years later, we found our-
selves teaching courses on policy analysis but still without what we considered to
be a fully adequate text for an introductory course at the graduate level. Our expe-
riences as students, practitioners, and teachers convinced us that an introductory
text should have at least three major features. First, it should provide a strong con-
ceptual foundation of the rationales for, and the limitations to, public policy.
Second, it should give practical advice about how to do policy analysis. Third, it
should demonstrate the application of advanced analytical techniques rather than
discuss them abstractly. We wrote this text to have these features.

We organize the text into five parts. In Part I we begin with an example of a pol-
icy analysis and then emphasize that policy analysis, as a professional activity, is
client oriented and we raise the ethical issues that flow from this orientation. In Part I
we provide a comprehensive treatment of rationales for public policy (market fail-
ures, broadly defined) and we set out the limitations to effective public policy (gov-
ernment failures). In Part IIT we set out the conceptual foundations for solving public
policy problems, including a catalogue of generic policy solutions that can provide
starting points for crafting specific policy alternatives. We also offer advice on
designing policies that will have good prospects for adoption and successful imple-
mentation and how to think about the choice between government production and
contracting out. In Part IV we give practical advice about doing policy analysis:
structuring problems and solutions, gathering information, and measuring costs and
benefits. Part V briefly concludes with advice about doing well and doing good.

We aim our level of presentation at those who have had, or are concurrently
taking, an introductory course in economics. Nevertheless, students without a
background in economics should find all of our general arguments and most of
our technical points accessible. With a bit of assistance from an instructor, they
should be able to understand the remaining technical points. We believe that

xvii
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this text has several potential uses. We envision its primary use as the basis of a one-:
semester introduction to policy analysis for students in graduate programs in public
policy, public administration, and business. (Thorough treatment of all topics covered
including cost-benefit analysis, would probably require two semesters.) We believe that
our emphasis on conceptual foundations also makes it attractive for courses in gradu-
ate programs in political science and economics. At the undergraduate level, we think
our chapters on market failures, government failures, generic policies, and cost-benefi
analysis are useful supplements to, and perhaps even replacements for, the commonly
used public finance texts that do not treat these topics as comprehensively.

New To This Edition

Faculty and students will find that a great many substantive changes have been made
throughout the text since the fourth edition was published. Among the more notable
changes:

* Areview of the prominent models of the policy and their implications for policy analyst:
is included in the policy adoption chapter.

* The original chapter on policy adoption and implementation has been broken into twe
separate chapters, providing more thorough coverage of key concepts in solutior
analysis.

* Revised chapters on market failures, government failures, and cost-benefit analysis pro
vide detailed coverage of the public finance issues facing public policy makers today.

* Six new tables provide accessible information on, and reference for, topics including the
structure of a goals/alternatives matrix; policy process frameworks and theories; typica
impact categories for efficiency; and communicating policy analyses.

* The relevance of transaction costs to organizational design is illustrated with the problem:
encountered in a public-private partnership.
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Preview

The Canadian Salmon Fishery

The product of policy analysis is advice. Specifically, it is advice that informs
some public policy decision. Policy advice comes in many forms, but to give you
the tenor of advice-giving, we begin with an example that illustrates many of the
concepts and ways of organizing policy analysis that you will encounter in this’
book. Its purpose is to show you a comprehensive policy analysis that includes a
description and analysis of the problem, specific policy alternatives, an assess-
ment of the alternatives, and a policy recommendation.

Imagine that you have been asked by a new Minister of the Department of
Fisheries and Oceans of the Canadian government to conduct an analysis of the
commercial “small-boat” salmon fishery in the province of British Columbia. Does
the current Canadian federal policy promote effective management of the fishery?
The minister wants you to help answer this question by providing an assessment
of current policy in comparison with possible alternative policies.

The term “small-boat” fishery is used to distinguish this type of fishery from
the commercial aquaculture (or farmed) salmon fishery, which is regulated by the
provincial, rather than the federal, government. The minister has instructed you
to consider the salmon sports fishery only to the extent that it directly affects the
commercial fishery. Another analysis is examining the larger trade-offs between
the commercial and sports fisheries. The minister has also instructed you to ignore:
for the purposes of this analysis negotiations with the United States over the divi-
sion of salmon stocks between the two countries as a separate analysis of this issue
has been commissioned. He has instructed you to treat the current law on the



2 Part I' Introduction to Public Policy Analysis

Aboriginal (or “First Nations”) salmon food fishery as a given but does not wish to
preclude you from considering policy alternatives that might transfer to the
Aboriginal community a greater share of the commercial fishery harvest.

As the minister hopes to propose new policy initiatives early in his term, he has
given you one month to produce your analysis. Although you are new to the Ministry
and therefore have no background in fisheries, your training as a policy analyst
should enable you to gather relevant information quickly from already available
research and organize it effectively to provide a useful answer to the minister’s ques-
tion. An example of the sort of report you might produce follows.

Increasing the Social Value of the Canadian
Salmon Fishery

Prepa}‘ed for
Minister of the Department of Fisheries and Oceans
2004

EXECUTIVE SUMMARY

The salmon fishery of British Columbia faces serious challenges. The evidence
suggests that, as currently organized, the fishery represents a net drain on the
wealth of Canadians. This will remain the case for the foreseeable future, in spite
of costly reforms instituted between 1995 and 2001. Although some of the prob-
lems associated with the fishery can be attributed to inherent market failures,
most are attributable to ineffective or, indeed, counterproductwe government
interventions. Although the current regime probably does not threaten the viabil-
ity of most salmon runs, it does endanger some of the smaller runs and sub-
species. On balance, it is desirable to replace the current regulatory regime with a
policy based on exclusive ownership of salmon fishing rights for specific rivers.

This analysis examines four policy alternatives: (1) the status quo policy,
(2) harvesting royalties and license auction, (3) river-specific, exclusive ownership
and harvesting rights (with cooperahve ownership on the Fraser River), and (4)indi- -~ §
vidual transferable quotas. All four alternatives are assessed in terms of their ability
to meet the following four goals: efficiency (primarily reduce rent dissipation, the ~ §
unnecessary expenditure of resources to secure the catch); biodiversity preservation
(primarily maximize the number of viable river runs); equitable distribution of the eco-
nomic value of the harvest. (to current license holders, to Aborlgmal fishers; and to
taxpayers); and political feasibility. On the basis of this assessment, the analysis con-
cludes that the minister should adopt river-specific, exclusive 6wnership and har-
vesting rights (with cooperative ownership on the Fraser River). The adoption of
individual transferable quotas (ITQs) also has the potential to improve significantly
the efficiency and equity of the fishery. While it would probably not be as efficient s~ '8
the preferred alternative, it is probably more politically feasible, as indicated’ by the  ~ §
recent implementation of ITQs for other British Columbia fisheries. -
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Allocating river-specific exclusive ownership rights would ensure efficient
resource use through incentives to use the lowest-cost fishing technol@gy Tt would
also eliminate most public costs. As designed here, this.alternative should ensure
biodiversity protection. With compensation to incumbents (as descrlbed), it
should be equitable to the major relevant constituencies. -

Experience in other countries over the last decade suggests that boat-based
ITQs would largely eliminate rent dissipation (although it is not the Jowest-cost
harvesting method for catching salmon). Effective melementatlon of the quotas
would probably be the greatest challenge (poor implementation would reduce
many of the benefits of the structural efficiency improvements). Nevertheless, a
study of experiences in other countries (particularly New Zealand and Icela.nd)
suggests that ITQs can be implemented in such a way that efficiency:is substan:
- ‘tially improved. This alternative could also:be de51gned and implemerited so that
~ salmon biodiversity is maintained (provided share catches rather than fixed: quo— i d
tas are utlhzed) and 1t would be equltable to relevant groups

’JINTRO‘;DUCTIO"N :

ical and empincal an ysés of salmon fisheries and other fisheries worldw1de gdd

THE BC SALMON FISHERY

The commercial salmon flshery on the west coast is an 1mp0rtant Canad1an mdu
try, especially for the province of British Columbia. The average value of the com
mercial salmon harvest over a recent twenty-year period was approx1m  $260
million (in 1995 Canadian dollars) but has dropped considerably i, thelast

’ known as economic, or scarc1ty, tent. However, mlsmanagement of . ,
dissipates some, or even all, of this rent by encouraging too much investment in
fishing effort. The evidence suggests that dissipation of the economic rent offered:
by fisheries is a common worldw1de phenomenon.? Indeed, mlsmanagement

IR. Quentin Grafton, Dale Squires, and James K].rkley “Private Property chrhts and Crlses in,
. World Fisheries: Turning the Tide?” Contemporary Economic Policy 14(4) 1996, 90-99, at 90. o A
2Richard Schwindt, Aidan Vining; and David Weimer, “A Poli¢y Analysis of the BC Salmon
Fishery,” Cahadian Public Policy 29(1) 2003, 1-22, Figure 1, at 2.
3]effley Sachs and Andrew Warner, “The Curse of Natural Resources,” European Economtc
Review 45(4-6) 2001, 827-39.
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combined with other misguided policies could lead to social costs in excess of
total economic rent.* To what extent are potential rents from the BC salmon flshery .
being d1551pated7

ECONOMICS OF THE FISHERY:
THE OPEN-ACCESS CASE
It is useful to contrast the current state of the salmon fishery with what would

likely occur if it were to operate as an unregulated resource. In the unregulated
fishery, we assume that individual fishers cannot be excluded from access to fish

‘until the fish are actually appropnated in the process of ﬁshmg—m other words, " k

there is competitive “open access” and a “law of capture” applies. An open-access

salmon fishery can be best understood and analyzed as a public goods problem,

that is, one in which the good is rivalrous in consumption (if one individual cap-
tures and consumes a salmon, that particular fish is not available to any other

individual) but in which exclusion is not economically feasible. Extensive theoret-

ical and empirical research on open-access resources in general, and on fisheries in -
particular, characterizes the consequences of open access: most 1m1:5>ortant1y, too

much of the resource will be harvested from the social perspective.” Fishers will

find it in their individual self-interest to fish until the costs they see of catching an

additional fish (their marginal cost) just equal the price of the fish (their marginal
benefit). Their individual efforts, however, increase the marginal costs of all other
fishers by reducing the stock of fish available for catching.

Before the arrival of Europeans, open access of the salmon flshery as just
described may not have presented an economic problem because supply exceeded
demand at zero price. It is certainly plausible to posit that there was an Aboriginal
f1shery before the arrival of Europeans in which salmon were essentially “free
goods,” so that the catches of individuals did not increase the marginal costs
borne by other fishers. In such circumstances, the indigenous peoples of the north-
west coast would have been free to exploit the salmon fishery fully w1thout'
depleting the resource in any meaningful economic sense.® ‘

There is, however, considerable evidence that, even before the European
incursion, increasing demand for fish had moved much of the Aboriginal salmon
fishery beyond the status of a free good. However, rather than allowing open-
access, the indigenous population had developed a system of private and common
property ownership.” The northwest coast Aboriginal salmon fishery was generally

“Robert Deacon, “Incomplete Ownership, Rent Dissipation, and the Return to Related -
Investments,” Economic Inquiry 32(4) 1994, 655-83; Richard Schwindt, Aidan Vining, and Steven
Globerman, “Net Loss: A Cost-Benefit Analysis of the Canadian Pacific Salmon Fishery,” Journal of
Policy Analysis and Management 19(1) 2000, 23-45.

5See H. Scott Gordon, “The Economic Theory of a Common—Property Resource: The Flshery,
Journal of Political Economy 62, 1954, 124-42; and Anthony Scott, “The Fishery: The Objectives of Sole
Ownership,” Journal of Political Economy 63(2) 1955, 116-24.

®Robert Higgs, “Legally Induced Technical Regress in the Washington Salmon Flshery,” 247 79
in Lee Alston, Thrainn Eggertsson, and Douglass North, eds., Empirical Studies in Instztutzonal Change
(New York: Cambridge University Press, 1996).

7Anthony Netboy, Salimon of the Pacific Northwest: Fish vs. Dams (Portland, OR: Binfords and
Mort, 1958); Russell Barsh, The Washington Fishing Rights Controversy: An Economic Critique (Seattle:
University of Washington Gradua te School of Business Administration, 1977).
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" a terminal, or river, fishery that caught fish in an efficient manner using weirs and
traps.® Most importantly, the fishery was efficient in a temporal sense; the aboriginal
population had both the incentives and social orgamzatlon to allow sufficient

-spawning fish through to replenish the stock.”

The influx of Europeans, who, in practice, were not subject to the extant -
indigenous property rights, created an open-access regime. Not only were the new

- users not excluded from the river-mouth flshery, they also introduced technology‘

that allowed them to leapfrog Aboriginal riverine fisheries by fishing.in the open
sea.l¥ This leapfrogging created an open-access environment that introduced less

. cost-effective fishing methods. One estimate is that in the 1930s, traps in neighbor-

ing Washington State were approximately two- thirds more cost-effective than

the emerging small-boat fishery, and that, without the interception of fish. bY the
‘small-boat fishers, the traps could have been five-sixths more cost-effective.!
‘history of the regulation of the fishery makes clear that the mcentlve to. leapfrog,
‘with new technology has remained strong :

A B\RIEF HISTORY OF GOVERNMENT
REGULATION OF THE FISHERY

The history of the salmon fishery in BC has been well documented.!? For this
analysis, it is sufficient to review briefly four eras of policy development: the-early -
fishery, the Sinclair Report/Davis Plan, the Pearse Commission, and the 1996.-
Mifflin Plan and subsequent buy-backs up to the year 2001. .

Early History: Open Access

Even by the 1880s, there were signs of overfishing in BC, especially on the Fraser
River which paralleled problems experienced on the Columbia and Sacramento
rivers.!® It appears that open access had begun to lead to reductions in réturning -
stocks. Licenses were introduced, but as much for their revenue potential as to
deter entry. In 1887, the first formal attempts were unsuccessfully made to restrict .-

entry. The first restrictions on entry were made in 1908, but new licenses were

8Richard Schwindt, “The Case for an Expanded Indian Fishery: Efficiency, Fairness, and
History,” in Helmar Drost, Brian Lee Crowley, and Richard Schwindt, Market Solutions for Native
Poverty (Toronto: C. D. Howe Institute, 1995); Higgs, “Legally Induced Technical Regress in the
Washington Salmon Fishery.” .

“Higgs, “Legally Induced Technical Regress in the Washington Salmon Fishery.”

10Fay Cohen, Treaties on Trial: The Continuing Controversy over Northwest Indian Fishing Rzghts
(Seat-tle Umvers1ry of Washington Press, 1986).

NHiggs, “Legally Induced Technical Regress in the Washington Salmon Fishery,” 273-74.

12These sources include Sol Sinclair, Licence Limitation—British Columbia: A Method of Econontic
Fisheries Management (Ottawa: Department of Fisheries, 1960); Alex Fraser, Licence Limitation in the
British Columbia Salmon Fishery, Technical Report Series No. PAC/T-77-13 (Vancouver: Department of
the Environment, Fisheries and Marine Services, 1977); Daniel Boxberger, To Fish in Common: The
Ethnohistory of Lummi Indian Salmon Fishing (Lincoln: University of Nebraska Press, 1989); Schwindt,
“The Case for an Expanded Indian Fishery”; Higgs, “Legally Induced Technical Regress in the
Washmgton Salmon Fishery”; Schwindt, Vining, and Weimer, “A Policy Analysis of the BC Salmon -
Fishery.”

BFraser, Licence Limitation in the British Columbia Salinon Fishery.
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issued in 1914, and limitations on licenses were suspended completely in 1917.
- Effective entry restrictions were not implemented again until the late 1960s.

; Between the end of the First World War and the 1950s, pressure on the fish
-stocks increased both from new entrants and increased investments in capital and

labor by both incumbents and new entrants. The growing problem of overcapital-

ization had long been recognized. The 1917 report of the BC Commissioner of
Fisheries noted, “The solution of this problem would not seem to be found in

encouraging or permitting the employment of more capital or more labour than
can efficiently perform the work. . . . If the cost of production becomes too great; :

-all hope of advantage to the public as consumers will disappear.” 14

TheSiﬂCldﬁ Report/Davis Plan

With pressure on the fish stocks mounting, the federal government commissioned
Sol Sinclair, an economist, to provide a detailed report on the fishery and to make
recommendations for improving its management. Sinclair identified three policy

alternatives: creating exclusive property rights to the resource through a monop--

oly; using taxes to discourage overcapitalization; and closing entry.’ In spite of

- these recommendations, the federal government was reluctant to stop entry: “a
policy of restricted entry would run counter to the p 1pular notion that participa-
tion by any citizen in the fishery was a natural right.”!® Rather than directly chal-
lenging this popular view, government restricted fishing incrementally, especially
through restrictions on fishing times and locations: “Resource rents were dissi-
pated as before, but the danger of physical exhaustion of the stocks was
lessened.”!” The other alternatives were even less politically popular, as they
would directly harm incumbent fishers—the most organized and vocal group.
License limitation was introduced in 1968 under the Davis Plan (named after the
then-Minister of Fisheries) to little opposition: “incumbent vessel owners generally
approved of the plan . . . the revocation of rights provoked no public outcry . . . the
interest group adversely affected (potential participants) was dispersed, unorga-
nized, and undoubtedly incapable of calculating the loss.”18

‘The Davis Plan also included the first effort to reduce the size of the fleet by a
voluntary buy-back. But this aspect of the plan suffered from a “vicious circle” that
has also affected subsequent voluntary buy-backs: the buy-back raises the market
value of all remaining licenses (the anticipated fishing effort reduction “capitalizes”
into the remaining licenses); this, in turn, raises the cost of the buy-back and quickly
exhausts the buy-back budget. Clearly, even after the buy-back, there remained many
more than the number of vessels that would maximize rent.!® A final important

Tlhig. 5.
- BGinclair, . Llcence leltutIOn—BTltlSh Columbia: A Method of Economic FtShL’TIeS Management
101-06.

< ¥Don DeVoretz and Richard Schwindt, “Harvesting Canadian Fish and Rents: A Partial Review k

of the Report. of the Comnusswn on Canadian Pacific Flsherles Policy,” Marme Resource Economns 14)
1985, 5223, at130.. ,
e Ufbid, 131,
1B3chwindt, “The Case for an Expanded Indian Fishery,” at 106. i
: " 19See Petér H. Pearse, Turning the Tide; see also Diane Dupont, “Rent Dissipation in Resmcted'
©Access Fisheries,” Journal of Environmental Economics and Management 19(1) 1990, 26—44.
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Chapter 1: Preview: The Canadian Salmon Fishery

- consequence of the Davis Plan was that it effectively “froze” vessel types to seine; gill-

net, troll, and gillnet-troll boats, which have very different capabilities and efficiencies.

Apart from failing to eliminate excess incumbent boats, the Achilles heel of the
Davis Plan was that it did nothing to curb overcapitalization unrelated to entry:
Indeed, it worsened the problem. Incumbents were now relatively fixed in number

and. therefore only had to compete with each other for the rents. They did this by "

replacing older boats with newer ones and purchasing ancillary technology, a
process known as capital-stuffing. This is a widely occurring problem in fisheries

with entry restrictions.?® The buy-back was somewhat effective through most of the.
1970s as salmon Pprices rose, but landed values dropped substantially between 1978 |
and 1983. New entrants who gained access by purchasing licenses from incumbents . -

found themselves facing a financial crisis (many “old” incumbents who had held

licenses when the Davis Plan was implemented had become rich endugh to retire o 1

their windfall gams) These conditions led to the 1982 Pearse Comrmss1on

The Pearse Commission

The Pearse Commission, after extensive hearings, again noted the disastrous state

of the fishery: “the economic circumstances of the commercial fisheries ate excep-

tionally bleak . . . [and] . . . there is growing concern about the precarious condi-
tion of many of our fish stocks.”?! In spite of this situation, economist Peter Pearse

'pomted out that the primary problem was not the size of the harvest, which had’

remained relatively stable for approximately fifty years, whether measured
in terms of the number of fish or landed weight. The combination of restricted

openings, gear restrictions, riverine protection, and salmon enhancement were

generally succeeding in protecting the viability of the stocks. However, Pearse

argued that the catch was still considerably below the potential sustainable yield. - :
This was partly because of the degradation of fish habitat by the forest industry

and other land-based developments that are subject to provincial jurisdiction.

The Pearse Commission concluded that previous efforts to limit boat length "

- and tonnage alone had not successfully restricted capital-stuffing: “when one or
more inputs in the fishing process are restricted, the capacity of the fleet can con-

tinue to increase by adding other unrestricted inputs.”?> While regulators could.

conceivably continue to place more input dimensions under restriction, “such

restrictions would have to be so numerous and diverse (covering vessel size,

power, crew, time spent fishing, gear for finding, catching and holding fish, and so
on) that they would be virtually impossible to administer and enforce.”?
The Pearse Commission’s recommendations are comprehensive and. ¢omi-
plex The most important recommendation was royalty taxes on the salmon catch:
“a realistic portion of revenues derived from commercial fisheries should noew be

: diiected'away from excess catching capacity toward recouping these c_osts;to the -

20Ralph Townsend, “Entry Restrictions in the Flshery A Survey of the Evidence,” Land
Econonics66(4) 1990, 359-78.

2YPearse, Turning the Tide; at vii.
2]bid. 83; see also' R. Rettig, “License Limitation in the, United States and Canada:

An Assessment,” North American Journal of Fisheries Management 4(3) 1984, 231-48.
23Pearse, Turning the Tide, at 83,
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public, reducing bloated fleets and enhancing the resource.”?* Note that although

the distributional consequences of the tax are emphasized in this quote, such atax

would also be efficiency-enhancing because the revenues that would now go to
government previously represented economic waste. Thus, such a tax both pre-
serves and transfers the rent. Pearse recommended that a royalty rate of between
5 and 10 percent of the gross value of the harvest be imposed on buyers (that is,
mostly on the fish processors). Pearse did not discuss the incidence of this royalty
tax, but subsequent analysis suggests that it would be spread among foreign con-
sumers, domestic consumers, processors, and fishers.” ’
Pearse also recommended reducing the fishing capacity of the fleet by
approximately 50 percent by buying back licenses and by auctioning licenses for
ten-year periods. The major features of the proposed auction were as follows: in
the first year, ten-year licenses representing 10 percent of the target capacity of the
fleet would be competitively auctioned. In each of the nine subsequent years, a
further 10 percent would be auctioned. During the first ten-year period only exist-
ing license holders would be allowed to bid. Bids would be in sealed envelopes
and would be ranked from the highest offer downward. The bid value of the low-
est accepted bid would determine the price to be paid by all successful applicants.
Each license would specify the gear, vessel capacity, and zone from which fish

‘could be taken. Bids would be expressed in dollars per ton of vessel capacity

sought. No individual or corporation would be allowed to acquire new licenses if,
as a result, they would hold more than 5 percent of the total available licenises.
Finally, during the initial ten-year period incumbent fishers Could sell their license
to a buy-back authority at market value.

Pearse acknowledged that the proposal to reduce fishing capac1ty by 50 percent
was greater than apparent excess capacity. But he argued that “many underestimate
the potential capacity of the fleet unencumbered by many of the restrictions on time,
location and gear that have been imposed to constrain fishing power.”2

The major Pearse Commission recommendations relating to the salmon fish-
ery were not implemented.

1996-2001: The Mifflin Plan and Subsequent Restructuring

At the end of 1995, the size of the fleet was much as it had been in 1982, at the time
of the Pearse Commission. In 1982, there had’been 4 470 extant salmon licenses; in
1995, the number was 4,367.” However, fishing power had increased enormously
over this period because of continued capital- stuffmg The thén-Minister of -
Fisheries summarized the problem succinctly: “a fundamental cause of the -

increased difficulty in managing the salmon fishery is that the size of the fleet has

remained static while its fishing power has increased dramatically. 28 The fishing

_power of the fleet meant that the major mechanism available for protecting - f1sh

241bid. 93. .

25DeVoretz and Schwmdt “Harvesting Canadian Fish and Rents.”

26Pearse, Tirning the Tide, at 111.

27Schwindt, meg, and Globérman; “Net Loss : ! :

28Brian Tobin, “Statement in Response to the Report of the Fraser River Sockeye Pubhc Review
Board,” Montreal, March 7, 1995. :
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stocks was strong; restrictions on the time in which the fishery:was open: Whlle ,
this approach generally protected the v1ab111ty of stocks, for many river runs
there was little margin f for error given the immense fishing capac1ty that-could be .
deployed. This, in turn, put treméndous pressure on marine scientists.in-the
Department of Fisheries and Oceans (DFO) to get their estimates of specific run
sizes right. Many marine biologists feared: that one ot more runs were-vulrerable:
“Qur current fishery . ... will very likely go the same way as [the] Atlantic Canada
[cod fishery] within the next few decades if profound steps are; not takemito - 7
restructure and protect it.”2® e
In March 1996, the federal government introduced the Pac1f1c Salmon -
Revitalization Strategy, known as the Mifflin Plan, after the DFO minister at the
time. The plan proposed to reduce the fleet in two ways. First, $80'million was
allocated to a voluntary license buy-back program. Under this buy-back the total
fleet was reduced by 1,173 vessels, or approximately 27 percent of the extant
capac1ty Second, “area'licensing” was imposed, consisting of two'geographie
regions for seine vessels and three regions for gillnet and troll vessels, Existing. . e
license holders had to select one geographic.area. However, they dould “stack® "~
licenses by purchasmg them frorn other hcense holders. The MJff]m Plan did not' i

advances, seine vessels that in the past were only capable of makmg four
day now make more than twenty—ﬁve sets a day. Gl Area hcensmg was a fu the

too blg In 1998 and 1999 the federal government commltted an addm
milion to the: flshery, with approx1rnate1y half budget for further: bt y
By 2002, the fleet was down to 1,881 vessels, a 57 percent reduction.?? Th
Plan and its immediate sticcessors represent the‘current salmon fishery re;
next section of this report.summarizes the evidence on the current stat
ery, and projects the probable impaqt.‘s‘ these_change_s will have in the fature

THE CURRENT AND EXPECTED -
STATE OF THE FISHERY

Will the 1996-2001 fleet reduetions ehmmate or substanhally reduc > 1€

£ tion? Will they adequately protect salmon stocks? The buy-backs h ;
* astibstantial short-run reduction in capacity. Yet the historical experience i esi

that the remaining incambents will be tempted into a new round:of capital- .

stuffmg ‘In order to assess the current state of the fishery, it is uséfulto ask:'what

is the economic cost of rent dissipation, and how might buy-backs and other 2

forms of cost reductlon mlhgate it?.

29Carl Walters, Fish on the Line (Vancouver: Dav1d Suzukl Foundation, 1995), at A e o

3R, Querltin Grafton 'and Harry Nelson, “Fisher’s Individual Salmon Harvesting- nghts An'
Option for Canada'’s Pacific Flshenes, Canadian Journal . of Fisheries and Aquatic Sczences 54(2) 1997
474-82.

318ee Schwindst, Vining, and We1mer, ‘A Policy Ana1y51s of the BC Salmon Flshery,” Table 1,5

32Ibid. 6 and Table 2
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A detailed cost-benefit analysis of the BC salmon fishery can serve as a basis
for answering some of these questions, although it was conducted before both the G

most recent buy-backs and the recent decline in salmon volume and value of land- -
ings. The analysts estimated annual ¢osts and benefits for. spec1f1c elements of the*
fishery: value of the harvest, harvesting costs of participants in the industry, govern--
ment expenditures on management enhancement, enforcement, and unemploy-
ment insurance payments.33 The net present value (NPV), a measure of the stream of
net benefits of the fishery expressed in terms of an equivalent amount of current
consumption, under various assumptions, was estimated using a twenty-five year
time horizon and a base-case (real) discount rate of 5 percent (sensitivity analysis,
was also carried out using 3 and 7 percent). >

The analysis assumed that the fishery was being managed close to its maxi- -
mum sustainable yield. The initial estimate of the NPV of the fishery assumed:no
Mifflin Plan. Under one assumption, unemployment insurance (UI) payments
were treated .as a cost of the fishery, and under another assumption they were
treated as not relevant.?* Under either assumption, the NPV was negative, indicat-
ing net social losses in terms of current consumption equivalents. The NPV of the
fishery was estimated at either —$783.6 million (UI not included) or —$1,572.9
million (UI included). Thus, its operation prior to the Mifflin Plan appeared to -
involve a substantial net loss to the Canadian economy.

What has been the impact of the Mifflin Plan? It was primarily a buy-back .-
plan, but it'also increased locational constraints through : area licensing. Subsequent
buy-backs also involved some other relatively minor policy changes. One opti=
mistic assumption is that all of the boat retirements induced by the buy-backs will
go straight to “the bottom line” and stay there. In other words, the boat retirements
will represent capital permanently removed from the fishery. The authors of the
cost-benefit analysis present a number of alternative estimates of the impact that
the Mifflin buy-back (but not the subsequent buy-backs) might have on both pri-

vate and public costs. They estimate that if private costs are reduced by 27 percent,
approximately equivalent to the percentage of the fleet that has been retired under
Mifflin, and public costs are unchanged, then the NPV would be $101 million.2®
This is obviously a significant improvement over the pre- -Mifflin NPV and indi-
cates net economic benefits (albeit small) from operation of the flshery However,
significant economic rents would still be forgone.

In order to estimate the value of the forgone rents, the pro]ected net beneﬁts
of the current fishery should be compared to the potential benefits of an efficiently
organized flshery In order to do this, one must make a number of assumptlons ,
about what an “efficient salmon fishery” means. :

Schwindt, Vining, and Globerman argued that the fishery, even organized as a
post-Mifflin small-boat fishery, could be fully exploited with approximately half the" -
extant resources that were employed at that time. They based this estimate on thé -
costs of the more efficient Alaskan salmon ﬁshery, which had a lower-cost fleet. If °
the fishery were managed in this wdy, and assuming that public costs remained the
same, they estimated that the NPV of the fishery would increase to $1,140 million.%: *

33Schwmdt Vining, and Globerman, “Net Loss.”

H1bid. Table 8, 37.

35[bid. Table 9.

#Schwindt, Vining, and Globerman, “Net Loss,” Table 9, 38.
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In 2003 Schwmdt Vining, a’nd Weimer provided NPVS that ta.ke into account, ‘

_ the probable impact of subsequent biiy-backs on private costs. Usmg all other’

Schwindt,-Vining, and- Globerman. assimptions, they concluded that "if private *
« + scosts are teduced (approximately equivalent to the pércentage of the fleet that ’has/
" " beensretired through buy-backs or stacking) and pubhc costs remain the same :

the'NPV. of the fishery would be about $1,258 million. “37 Although this NPV of
$1,258 miillion represents some improvement over $1,140 million, it is not much

“higher because the increased benefits of further fleet buy-backs are offset by new, .

less ophmlstlc price and volume predlctrons

- “Schiwindt, ‘Vining, and Weimer concluded that ‘even this NPV is a Very optl- ; ‘
tnistic scendrio for two reasons. First, there are still prlvate rents, and’ expected pLi- .
ite fents are increased (because of the fleet reduction)s As a result, the mdustry' :

-will rérhain attractive to most part_lapants Incumbents are likely to: engage in.a

new round of capital-stuffing. This is foreshadowed in higher asking prices ot
'11censes in 2002; which exceeded the prices paid in the last round of buy-backs ;
Second, even without capital-stuffing, the most plausible current predlctlon is that « =
harvest-volumes will only reach 75 percent of their 1995-2001 levels in the future’ ©
. and that pmces will remain at recent (lower) levels. Given these assumptions (but ~
still assuming a-60 percent sustained reduction in private costs), the' analysts ésti-

mate that the NPV is —$951 million, a substantial loss to the Canadian economy
Tt is.useful fo’have some handle-ori the sources of rent dlss1patlon iy thinking

i - about. policy alternatives. Analyms/based on 1982 harvest flgures suggests tf}a;t S 5%

fleet’composition is probably the major source of rent dissipation; with\exee
- boats second and other margins of input substitution third.3® The recerit b

“backs did not directly address these issues, although more troll and gillnet boats; .
were retired than the more efficient (in terms of effort-to-catch ratio) seiners. ThlS i
suggests that incremental reform that does not alter, or ehmmate boat types W]]l .

! ’ not be able to realize the largest potential rent gains.

protect Vulnerable fishing runs adequately, especially if ‘there is renewed capital-
stuffing: There will still be hi1gé eapacity hovering over patticular runs. The n
 ber of saliidn.can vary. greatly from year to year, from area to area, and from

preservatron ‘of runs.

POLICY GOALS e | o Fia AL
What policies should govern the BC salmon fishery? An answer to thls questron ;

requires the ‘$pecification of policy gdals that provide an approprlate basis for com-

paring current policy with possible alternatives. The preceding discussion of prob-: '

lems. mherent in the status quo nnrnedlately suggests a number of important goal

“First, although the salmon fishery is a potentially valuable resource, because  * :
sh ' .
Columbia“and Canada. A primary policy goal, therefore should be economzcallyik A

of rent dissipation it is currently a net drain on the wealth of the people of B

378chwindt, Vining, and Weimer, “A Policy Analysis of the BC Salmon Fishery,” at 7.
38Dupont “Rent Dissipation in Resmcted Access F1sher1es

. In spite of the introduction of atea licensing, current pohcy is also unIlkely to b %

B

- species, to species—sometimes by twenty- or thirtyfold. Under thesé conditioms,. - -
incorrect 'volume and escapement estimates by the DFO could be catastrophlc for ey
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NS S

qﬁ‘tczent use of the fishery. The primary measure of the pro]ected 1mpact of each
issipation. 1t is.important to
note that merely ac}uevmg a positive NPV is not equivalent to elimi ating rent
dissipation. Additionally, we are interested in realizable renits. Therefore, 1mp1e-
mentation fea51b111ty is an important dimension of efficiericy. The two impacts
used for assessing implementation feasibility are the ease of enforcement of regula-
tions and the degree of flexibility to allow the policy to accommodate the dynarnic
and cyclical nature of salmon stocks.

: Second, the current pohcy ‘poses a risk to the preservahon of salmon runs.
Most Canadians place a positive value on preserving the fishery for multiple uses
and future generations. 39 Preservation of the ﬁshery should, therefore; be a policy goal.
(We treat it as a separate goal although it is actually a dimension of efficiency.) The

_primary criterion for. measurmg progress toward this goal is the 1mpact on the

number of viable runs. k

- Third, the costs and benefits of the fishery should be falrly dlstrlbuted :
among important stakeholders. Equitable distribution:should be a policy goal.
Fairness requires that current license holders, whe have made investment deci-

sions based on a reasonable expectation that currént pohcy will continue, receive

explicit consideration. As current license holders, who may or may not themselves
be fishers, are likely to be highly attentive to proposed policy changes and very
vocal in opposition to changes they view as harmful, consideration. of their inter-
ests is likely to contribute to-the political feasibility of any. policy alternative, an
instrumental value beyond fairness itself. Aborlgmal peoples have cultural, eco-
nomic, and constitutionally protected stakes in the use of the salmon flshery Any
policy change should at least protect their interests. As alternative policies have .
implications for government revenues-and: expendltures, fairress to Canadlan ;
taxpayers should be a concern. (In this analysis, therefore, we treat impact on
government revenues as a fairness issue, although it is certainly reasonable to
consider it as a goal in its own right.) The federal governnient still facés a large
accumulated debt that burdens Canada with one of the worst ratios of national

debt to gross domestic product among industrialized ‘countries. Therefore, reduic-

ing subsidies from taxpayers to the fishery, or even capturing some fishery rent for
the public treasury, is desirable. Thesé considerations suggest that for- assessmg ,
progress toward achieving an equitable distribution, we are interested in the -

-impact on three groups: fairness to-current license holders fazrness to aborzgmal ﬁshers, '

and fairness to taxpayers.

. Fourth, political feasibility is. always relevant to some degree Rad1ca1 alterna-
tives are usually more politically” difficulf to aehleve than more incremental
change. There is more uncertainty as to.the impacts of more radicalpolicy alterna-
tives, especially distributional impacts.

It is important to note that these goals are often in conflict.-For,example,

‘while allowing small salmon runs to bie extinguished niight'be ¢onsistent with a

narrow deflmtlon of econom1c eff1c1ency, it would conflict with the goal of -

3This is known as existence value See Kidan meg and; Dav1d Welmer, “Passive Use Beneflts
Existence, Option, and Quasx-Opnon Value,” 319-45,in Fred Thompson and Mark T Green, eds.,

.Handbook of Public Finance (New York: Marcel Dekker, 1998).
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preserving the fishery. Therefore, selecting the most soc1a11y desirable policy
mvolves makmg trade-offs among the goals.

SOME NEW WAYS OF ORGANIZING
THE SALMON FISHERY

The analysis. presented in the remainder of thlS report compares the status quo
policy to the following three alternatives.

The Pearse Commission Proposal: Harvesting Royalties
and License Auction

This alternative recycles the Pearse Commission recommendations. Specifically, it
includes a royalty tax of 10 percent, the ten-year rolling license auction, and the
50 percent buy-back, as described above. The Pearse Commission also proposed
prov1d1ﬁg financial assistance to First Nations bands to further their participation
in license purchases ($20 million over five years) and a ban on licenses that were
held by Aboriginal fishing corporations from being sold to non—Abongmals As

described earlier, extensive buy-backs have now taken place (although not in the :
manner recommended by Pearse), but, most of the other recommendations of

the Pearse Commission were never adopted. Many fisheries experts regard the
Pearse’Commission recommendations as exemplary.

River-Specific Exclusive Ownership (with Cooperative Ownership -
on the Fraser)

' This aIternatlve largely follows the proposal put forward by Schwindt, meg,

and Weimer.% Unider this alternative the right to catch all salmon entering each

river system would be allocated to a single owner for a period of twenty-five years

(“single” ownership could include corporate or nonprofit ownership). During the

last five: years incumbents would only be-allowed to catch the same average num-
ber of fish as in the first five years of their tenure. The small-boat fishery would be

bought-out and disbanded. Owners would almost certainly adopt fish. traps and.
weirs, the lowest cost method of catching salmon. 41 Current incumbents-of the
small-boat fishery would receive compensation for their withdrawn ficenses from ' * B
‘the government equal to license market value plus a 50 percent premium. Ttis pro- ‘&
posed that payments would be-annualized over fifteen years; the payments would:

include‘interest at market rates.
Compensation necessarily has some element of arbitrariness. The rationale
for a level of.compensation greater than license value is that market value would

fully compensate marginal fishers (who, with the payments, would be indifferent -

4OS/chwmdt Vining, and Weimer, “A Policy Analysis of the BC Salmon Fishery,” 10-20.

#Somhe analysts have aTgued that in-river fish are inherently of lower quality than thése catight
out to sea, but this is unlikely to be an issue with modern technology (Schwindt, “The Case for an
Expanded Indian Fishery”).
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between staymg in or leaving the fishery) but not fishers who would not be w1111ng s

to sell at market prices (whether because of superior skill,-utility. from the fishing.
lifestyle, or other reasons). First Nations would receive a percentage of the owner-
ship rights at’ least equial to their current (approx_lmate) 19 percent of commercial’
fishing licenses. Fish hatcheries would be included in the ownership rights, and

“owners would havé theright to é’ontmue using them or closing them down:

The only river system in- BC where it will be impossible from a practical
standpomt td sell rights to a single owner is the Fraser River. The Fraser | accounts
for more than 50 percent of the sockeye pink salmon, and chinook orlgmatmg

from Canadian Pacific waters.4? Sockeye (approximately 30 percerit of-the total

catch) and pmk (@pproxunately 48 percent of the total.catch) are the: mostampor—

tant species in commercial f1shery by a considerablé margin. Althotigh other- -
rivers are important for particular species (for example, the Skeena accounts+for
‘approximately 12 percent of Paéific sockeye runs), no other single river ‘presents_
~ insurmountable “single:owner” problems. On the Fraser, a:cooperative would be: *

established by the federal government.? 43 Tt is essential that this Cooperatlve be

organized so that it is not subject to its own set of open-effort probleris. In view of *
the number of appropriators involved and the other characterlstlcs of the Fraser”
“fishery, a reasonably eff1c1ent fishery shotild be achievable. v

s

Individual Tra.nsferabvle Quotas

&,/

One widely recommended regime for flsherles is zndwzdual tjunsfemble quotas;
(ITQs). ITQs are now w1dely used in New Zealand, Iceland, Australia, South’
Africa, the United States, and Canada.®> Specifically, they have beén used with

some evidence of success in both the BC halibut fishery* and the BC sableflshk

fishery.#” A tremendous amount has been learned from the experierices in New
Zealand and Iceland as to the approprlate structure of ITQs in fisheries w1th hlgh

“stock variability:*8

ITQs would be allocated to percentage shares of the. salmon total: annuali .

catch (TAC). Government biologists would' continue to ‘predict ‘the TAC and "

would have the power to adjust it throughout the harvesting season. Fixed quotas
offer moré certainty and, therefore, value to fishers, but allocation of shares rather

than a number or weight of fish ensures that fishers bedr the rlsks assoc1ated with

2Pearse, Tumzng the Tide, Appendlx D.’

#35chwindt, Vining and Weimer,.”A Policy Analysis of the BC Salmaén Elshery, \at 11~12

describe how such a co-operative could be organized.

#See Elinor Ostrom, Governing the Commons: The Evolutzon of Instztutzons fo; Collective Action .

(Cambridge: Cambridgé University Press, 1990).

4Grafton, Squires, and Kirkley, “Private Property nghts and, Cr1ses in World Plshemes i.see
also R. Quentin Grafton, “Individual Transfelable Qitotas: Theory and Practice,” Revu:ws inFi zsh Biology
and Fisheries 6(1) 1996, 5-20.

HKeith Casey, Christopher. Dewees, Bruce Turtis, and James Wilen, “The Effects ofi'[nd1v1dual

Vessel Quotas in the British Columbia Halibut Fishery,” Marine Resource Econormnics 10(3) 1995, 211—30
. %Grafton, “Individual Transferable Quotas.”

Fisheries Management System in Ieeland,” Reviews in Fish Bzologl/ and Fisheries 6(]) 1996, 63-90.

“485ee John Annala, “New Zéaland’s ITQ System Have the First Bight Years Been a Success or
Failure?” Reviews in Fish Bzology and Flsherzes 6(1) 1996, 43-62; and Ragnar Arnasor, “On; the ITQ :
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the large temporal fluc uatlons in the salmon harvest 49 The frshery ‘would r
. a’small-boat fishery. Once allocated, quotas #ould be transferable to other ineum:
bents or’to potential new ‘entrants. The quotas would be allocated to incumbents
“inathe small-boat fishery based on-previcus average‘catch history.%? The goversi-
| ‘mént. would also llect a tax fro m each share.owner based on the amount of
x qu@ttaheld’rather on fish-c "ght The proposed fee would ‘equal 5° ‘percent of f
the value of the TAC. Whlle it'is not'pogsible to discuss all the details ofethis alter- .

native here, it would operate very much like the current New Ze’aland reglme 5 s

i ><plamed in depth elsewhere 2 T :

A COMPARISON OF THE ALTERNATIVES

The followmg d‘lscussmn compares the s’catus quo harvestmg roy .
1 hce evaucﬁon,

£ ,;drstmbuhon and Apy ]itlcal fea51b111ty

- Status Quo The Mifﬂ/ih mm;ahaz subggqrmem 'Résf’rﬁéhi’,ﬁﬁgé i

esp;ec1a11y over.the longer term.Over time,. new- capltal-stuffmg will ne
sh@rt-term beneflts in regard to capac1ty Teductlon W1th1n f1ve to

npe ble to. be optrm“ﬁstl under thestatus quo becatise of the' T%
g power that continues to “hover” at every river opemng,iand,
“raice td fish? (although' the situation has been '
ed licensing that reduces excess fishing 8
y mrscalculahon by DFO, whether by the -3

e trade- offs between shares and ﬁxed' quota under ITQs'," see Carl Walfefs ‘
rmaion Requlrements for Quota Management Systems in Commercaal
; /i 6(1) 1996,21-42. - o
R exgmple, see Amason “On the,;ITQ Ersherles Management System in Iceland 73 i

51P0r an’ ana}ys‘ns of the New Zea]and model see’ Armala, ”New Zealahd’s ITQ System.”"
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enforcement difficulties,.could lead to small-run extinctions. 52 Thus, -at best,. the
status quo must be rated as medlum on this goal

Equlty In one sense, the status quo can be  thought of as bemg very gener-
ous to incumbents: it prov1des them with de facto property rights to the resource

.at nominal prices. On the.other hand, if the rent islargely dissipated, this is not.the

bargain it seéms to be. The situation is approxrmately the same for Aborlg'mal fish-
ers. The currént system, howeveryis very inequitable to taxpayers: as documented: -
earlier in the analysis, rather than collecting resource rents, taxpayers end up pay-

mg a large net subsidy to the flshery i

- . £4 w

~ Political Feasibility. Absent reductlons in viable runs or a Supreme Court

‘of Canada—:lmposed reallocation of fishing rights to First Nations, keeping the cir-

rent. regulatory regime in place is pohtlcally feasible..

The Pearse Commlsswn Proposal Harvestmg Royaltles
andLicense-Auction. -

Eff1c1ency A major advantage of this pohcy alternative relative to the sta- -
tus quo is in terms of efficiency: it would preserve more of the potentlal rent. The. .
proposed license buy-back would have considerably reduced excess fishing
capacity.- Although almost twenty years:later, the percentage reduction recom-
mended by Pearse has now been achieved. It is, of course, impossible to know.
what further reductions Pearse would now regard as appropriate, given techno- -
logical progress in the intervening twenty years.‘Equally important, this regime
would eliminate incentives (through royalties and the license auction) to begin
another round of capital-stuffing to replace the retired capacity. Because the
Pearse proposal retains the small-boat fishery, it probably only has the potential to. .
reduce fishing costs approxrmately halfway to their lowest potential level (that is,
costs'under an efficiently organized terminal fishery). However, how much rent is
preserved crucially depends on the extent to which the combination of royalty
rate and auction would actually extract rents. A 5 percent royalty ratewotild not
preserve and extract much of the rent, but the auction license,.if eompetitive 2 and " "
appropriately de51gned should preserve and extract most of it.53 We know a great
deal more about thepractical issues-involved in running public sector atictions *
than was known in 1982, at the time of the Pearse Commission.> This proposal -
would also encourage the gradual transfer of licénses to fishers who can’ exploit -
the resource most-efficiently. The primary efficiency weakness of this alternative is -
that it takes the small-boat fishery as a given, so that the harvest cannot be taken at
lowest cost (similarly, see discussions of stattis quo above and ITQs below); -

520n these problems in the Atlantic fishery, see A. Bruce Arai, “Policy and Practice in*the
Atlantic Fisheries: Problems of. Regu]atory Enforcement,”, Canadian Public Policy 40(4)-1994; 353-64.
: %De Voretz and Schwindt, “Harvesting Canddian Fish and Rents.” '

54R. Preston McAfee and John! Mchllan, ”Analyzmg the Airways Auction,” Jourial of Economic
Per <pectwes 10(1) 1996, 159-75.

-
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- Enforcement under this regime would be more. complex than under the status *
... quo, as taxing on the basis of catch volume would require extensive monitoring of

all boats because incentives for “highgrading” (discarding overboard of less valu-
able fish and the substituting of more valuable fish to stay within catch limits—it
is individually rational, but socially wasteful) and * quota—bushng’ (smugghng)
would be much greater. Threatof license loss should be the major deterrent to such
behaviors.> Nevertheless, the need for more extensive monitoring makes enforce-
ment more dl_fflcult than under the status quo.

by

,Preservatlon. A weakness of this alternative is that it can endanger sf)eciﬁc

fish $tocks and thus it is ‘weak in terms of resource conservation. Indeed, this is "

probably its major weakness. The reason is that a royalty tax is mherently a price
mechanism rather than a quantity (resttiction) mechanism. There are risksin
using price mechanisms when there is uncertainty over stocks and the costs of

being wrong are potentially high in terms of species, or subspec1es extinction:® |

Quantity mechanisms, stich as quotas and opening restrictions; lower the risk of
catch “overshooting” that can threaten stock viability. Of course, it is possible to
design an intermediate alternative that incorporates opening (that is; quantity)

o restrictions, but this raises (public) expendltures on.the fishery: Such a prop@sal is

not exammed here.

7

‘Equity. .. The major concession to existing ﬁshers in the Pearse proposal was

the ongoing buy-back of licenses. This would allow those who were prepared to -
leave the-industry to avoid capital losses. Remaining fishers would have greatly !

reduced,incentives to engage in overcapitalization because the government would
" be extracting the rent from the fishery—partlyin royalties but larger through the

license auction. However, if the license auction process is reasonably compet1t1ve all |

expected rents would be transferred to the government. It is, therefore, rernammg

fishers who would suffer the loss of economic rents. There ig some justice in‘this in -

that they are presumably those who would get the most utility from actually flshmg

Peatse proposed some financial assistance to Abdriginals to acquire licenges . -

over a five-year period (see above). Both perception and law have, changed since
1982 as to what would be fa]r to Abonomals and that many would now argue that
Canada mlght we]l take that view, On the other hand 1t would still place
Aboriginals in a considerably better posmon than the status quo.

This alternative would generate extensive (new) government revenues (prob~

¥ ably more through the auction than the royalties) and might reduce government
‘ expendltlIres slightly. The reduced government-expenditures should occur because -

fishing capacity would be reduced, thus reducing fleet monitoring costs. In general,

the taxpayers position would be much improved. Estimating the exact size of the

benefit is difficult, though, because auction receipts are difficult to predict.

S5Rick /Beyd afid Chrlstophe; Dewees, “Putting THeory into Practice: Individual’ Transferable
_ Quotds in New Zealand’s Fxshenes i Saczety and Natural Resources 5(2) ‘1992 179-98; Arma.la ”New
Zealand’s ITQ System 2

565ee Wallace Oates and Paul ,Portney, ”ECO!‘[OI‘H](; Incentlves and the Contamment of Global
Warmlng," Eastern Economic Journal 18(1) 1992, 85-98. '
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Political Feasibility. The loss of rents by remaining fishers would likely‘
mobilize them in opposition to the plan.

River-Specific Exclusive Ownership Rights (with Cooperative

~ Ownership on the Fraser)

Efficiency. The advantage of this alternative is that it is the lowest-cost fish-
catching regime and, therefore, offers the potential of being the most efficient—at -
least 50 percent lower cost than the small-boat fishery alternatives. As owners'
would have long-term property rights, they would have the correct conservation
incentives. It is important to emphasize that the term monopoly as used here is: -

~ only a monopoly to a single river system and, therefore, does not-imply the ineffi-
‘ciencies society would normally incur from monopoly supply of a good. This’ .

form of monopoly would be efficiency enhancing because much of the open effort
associated with the small-boat fishery would be eliminated, without creating any
effective market power. Indeed, even if a single owner controlled all of the BC:
monopolies, that owner would be unable to exercise much monopoly pricing
power, because salmon are sold into a competitive, global market: (Provided, of
course, the govemment continues to allow free trade in salmon.) ; '
The major problem with this alternative, from an efficiency perspective, is_

that, as discussed above, it would not be possible to sell a single monopoly owner

on the Fraser River. It is important that the regime proposed for the Fraser elimi-
nate capital-stuffing and other forms of open effort. In order to ensure this, it is pro-

posed that there would be a fixed, relatively small number of license holders.

Preservation. This alternahve also is hker to do well in terms of resource

" conservation, for two reasons. Flrst the monopoly owners have strong and unam--

biguous incentives to maximize the NPV of their stocks. Second, information is
clearer as to the link between escapement and specific stock preservation. This
may. be somewhat more difficult in the Fraser context and may require a more..
extenswe government oversight role.

Equity. Under this alternatlve the small boat fishery is retired; on the face‘
of it, this does not look good for incumbent fishers. However, because this alterna-
tive is so efficient, it offers the potential for considerable rent, presumably well in .
excess of the $2 billion NPV estimated as being the best-case scenario under an
efficiently organized small-boat flshery Some of this rent could be used to com-
pensate existing fishers—either:in the form of direct payments, as described. -
above, or by offering them preferential bidding rights (for example, by allowing

‘them to bid with a 50-cent-per-dollar subsidy).

This alternative allocates a fixed percentage of monopolies to First Nations.
It is, therefore, equitable to them relative to the status quo. The alternative would
also enhance government revenues considerably, especially after small-boat-

57See Ostrom, Govm ning the Commons; and Elinor Ostrom and Roy Gardner, “Coping thh_r
Asymmetries in the Commons: Self-Governing Irrigation Systems Can Work,” journal of Economzc ’
Perspectives 7(4) 1993, 93-112. ‘
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l1cense holders have been re1mbursed Overall it'would probably generate the \'

largest benefit to' taxpayers. The reason is that the river monopol1es would

. be éxtremely valuable resources because they offer a low-cost regime for catching. -
therefore, would likely be auctioned for high prices; the total

“the fish. Licenses
revenue from al
auct1ons of smal boat f1shery l1censes as- proposed by Pearse

4

iver auctions should exceed considerably the tatal revenue from

%

'Political Feas‘ibility This alternative is the most radical departure from

19

the existing regulatory regime. It would induce a complete restructuring of the .

industry, wh‘1c’h along w1th its novelty, would make it pol1t1cally difficult to
achieve. r : ,

' Ind1v1dual Transfefable Quota Scheme

Eff1c1ency Prov1ded that ﬁshers are reasonably certain that they can make i

their quota using’ current levéls of inputs, ITQs should reduce incremental over-

; cap1tal1zatlon incentives, although not congestion externalities at:specific river, .

i % mouths. While, as yet, there haye been no reportedevaluatrons of LTQ fis

based on actually realized costs and benefits, detailed reviews of béth the New -
Zealand and Icelandic experiences with ITQs are'riow available. Annala: concludes '

that the efficiency impacts have beén positive and that “the economic perfor-

mance of the industry has improved.”® Arnason has similarly examirted the -

- impact of ITQs.on the Icelandic fisheries. In general, he finds that tot:

~ have. inereased_and capital investment has been reduced, resultingin reatlyv A4
1mproved ‘catchi per, unit effort.””® Given' that.the small-boat fishery would * -

I catches. |

#

-
|

remain, arid given the ‘other factors discussed here, ‘this alternative would reduce,” "’

- but not minimize, rent dissipation, because it would not induce a smteh to the
lowest-cost technology
There is some disagreement on the admmlstratwe costlmess of ITQs

Incentives to engage in both quota-busting and h1ghgrad1ng are inherent to -

lTQs 60 However,r

on the other hand, concludes on the basis of a multi-country review fhgts

essential component to the success of ITQs, therefore, is adequate monitoring : and'
enforcement.”62 On balance, the evidence from other countries suggests that these

-Annala; based én the New Zealand experience, considers one of
the major gains from ITQs to be “minimal government intervention,”6! Grafton,_

problems should be solvable in the salmon flshery w1thout imposing massive « i 4

publiccosts. .~ TELL 4 , %

Preservation.. ITQs reglmes have generally been successful at preserving

~and, in many cases, enhancmg, stocks. Resource conservation problems have °

8Annala, “New, Zealand s I‘TQ System '
59Arnason, "On the IZl"Q Fisheries Management System in Iceland,” 77-80, 83-84.
L ee Anderson, “Highgrading in ITQ Fisheries,” MarineResource Economics; 9(3) 4994 20926.
61 Annala, “New Zealand's ITQ System,” at 46.
62Grafton, “Individual Transferable Quotas,” at 18.
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occurred when total allocated catch has been set too high: this is an endemic prob-

lern that has little to do with ITQs, per se. In these cases biological preservation (or

recovery) has remained a problem.® The salmon fishery is probably more vulner--
able in this regard than most other fisheries where ITQs are being utilized

(although some of these fisheries, such as the Icelandic capelin, also experience . .
high stock variability). One advantage that ITQs would have in the salmon fishery- -

is that the TAC under the new regime would not be very different from the current
catch. In many other fisheries, ITQs have been introduced in open-access contexts
or other situations in which the resource was in serious danger and resource-con-
serving TACs needed to be set considerably lower than current catches.®

~ Equity. Because the proposed regime allocates ITQs to incumbents with
relatively low tax rates, it would be generous to those currently in the fishery. As
rent dissipation would be substantially curbed, the rents would largely accrue to
incumbents who would be considerably enriched. This has been the main
criticism of the ITQ system in Iceland, where quota fees only amount to approxi-
mately 0.5 percent of estimated catch value: “Why, it is asked, should a relatively
small group of fishing firms and their owners be handed, more or less free of
charge, the extremely valuable property rights to the Icelandic fisheries?”%5 The
proposal here is a considerable improvement on the Icelandic regime, as it would
introduce a 5 percent quota fee.

This alternative does nothing for Aboriginal fishers, except to the extent
that they hold commercial fishing licenses. Additionally, this alternative does rel-
atively less for taxpayers, as the only rents transferred to them would result from
the 5 percent quota fee. It is not clear that current government.expenditures
would be reduced either, because of the potential for high administrative costs.

Political Feasibility. The generosity of this plan for incumbent fishers, the
most attentive stakeholder group, makes it the most pohtlcally feasible alternative
to the status quo.

ASSESSMENT AND RECOMMENDATION

The issues discussed in this section of the report are summarized in a simple matrix
(Table 1.1) that presents policy alternatives on one dimension and the goals for
assessing them on the other. It should be stressed that these are predictions, based
on the extant research of how each of the alternatlves/would perform in’terms of
the stated goals. Of course, the preferred alternative dépends on how the minister
weights the goals described above. But, because the minister has instructed us to
make a recommendation, we do so based on the following comparisons.

* 63Annala, “New Zealand’s ITQ System”; Arnason, “On the ITQ Fisheries Management System in
Iceland,” comments on the Icelandic cod TAC: “The catches have sithply been excesdive compared with
the reproduchve capacity of the fish stocks . . /[because] . . . the TACs have been set too high” at 83.

®4R. Francis, D. Gilbert and J. Annala, “Rejoinder—Fishery Management by Individual Quotas:
Theory and Practice,” Marine Policy 17(1) 1993, 64—66.
%Annala, “New Zealand’s ITQ System,” at 88.
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Table 1.1 A Summary of Fishery Altemafives in Terms of Policy Goals

Policy Alternatives

Individual

change

Current Policy: v v \
Continued Harvesting River-Specific | Transferable
) Implementation | - Royalties and Auctioned Quotas to
. Impact of the Mifflin | License Auction Monopolies Current
Goals Category Plan (Pearse Plan) | (SchwindtPlan) | License Holders
Excellent— o
Good— major Good— -
; Poor—] )
Row” | oeguivers | fovidasble | impriement | consdrtle
Diseipeuon presept e OVErvSt%ah.?lS;qlilO’ lowes;:t—c/ptsjck 1 OVEI:/‘S,/tat;lS(I]liB 3
technolog ’ i
Economically Medium— Mediu i1
oo . : um, but -
Efficient Use : inherent . A
p Ease of : - High, except on requires close
. Enforcement dlfﬁﬁulues %HSEt Low & Fraserp attention to
~ Y.muen -incentives
experience s ‘ 7|
PEd R ‘ Medium—good | Medium—good | Medium, with
L & & 1, With
Flevx1~b1.11ty ) price flexibility price flexibility “shares” system
. Impacton ihe Poon= Good—very - | Good vvvrovid"ed
Preservation pa Very poor— - continued risk ery " ’E crE T
Nuinber of s e . good except for share” quotas; | f
of the I EY high risks for vulnerable : :
.1 |- ViableRuns Fraser River used
Fishery T : runs’ o 34
Good—
Fairness to Nominally fair, generous to
C_ui‘rent but not so in existing fishers Very good Excellent
License practice because but less so to
Holders rent is dissipated remaining
: . incumbénts
Equitable . Nominally fair, Excathd A
P Fairness to N xcellent for.
Distribution Aboriginal but'nog soin Good Good Aboriginal
. Fishers pracpce. ecause incumbents .
- rent is dissipated i &y
A i g Accetﬁblé»
; t ceptanie; |
lfralrness fo Poor,cl:Srge,ne Excellent Excellent improvement- |’
aXpayers over status-quo
- Low—not Medium—Tlarge High—
Political Likelihood of . " attractive to potential gains, attractive to
ey Successful High—in place s : . -
Feasibility : remaining but radical incurnbent
Ad°P tion fishers. ] :

fishers
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is clear that all three alternatives are superior to the status quo in terms of-almost- -
all the goals except political feasibility. River-Specific Exclusive Ownership Rights -
(with Cooperative Ownership on the Fraser) is the highest-ranked alternative in
terms of reversing and eliminating rent dissipation, because it would result.in the
_ small-boat fishery being replaced with fish traps and weirs, the lowest-cost fishing
'technology The Pearse Commission Proposal and ITQs probably do equally well
in preserving rent, offering more modest gains in the reduction of rent dissipation
than River-Specific Ownership Rights, because they each maintain the small-boat
~ fishery. They would encourage license utilization by those who could exploit the -
resource most efficiently. ]
It is a close call in choosing among these three alternatives. Our recom- - .
- ‘mendation is that the minister should adopt River-Specific Exclusive Ownership -
Rights (with Cooperative Ownership on the Fraser). This is, however, a radical
departure from the status quo, and it would be politically difficult to implement.
ITQs are a close second. It is especially important, however, that share.quotas. . ¥
(rather than fixed number of fish or weight of fish) be adopted in the salmon
fishery because of the cyclical stock variability. The only weakness of the partic-
~ular ITQ scheme outlined here is that it does not generate a high degree of
{ equity for taxpayers: rent transfers are modest and reduced by monitoring and
" enforcement costs. However, it would be the most politically feasible of the three
: alternatlves '

Table 1.1 summarizes the major impacts described in the previous section. It 2 E
|
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Postscript and Prologue

The chapters that follow provide you with the concepts and tools to perform an analy-
sis such as the one you have just reviewed. Not all policy analyses take this form: they
can be as informal as spoken advice in a corridor to a policymaker or as formal as a
legislatively required policy analysis or regulatory impact analysis that runs to many
hundreds of pages.®® In many policy areas you will find that there are surprisingly few
comprehensive policy analyses. However, all good policy analysis necessarily
includes the sort of thinking, and at least some of the elements, that this report repre-
sents. Read on. Enjoy. Or, at least endure!

For Discussion

1. Think back to the research papers you have written for undergraduate courses. In
what ways were your papers similar in content and structure to the sample policy
analysis of the BC salmon fishery? In what ways did your papers differ?

2. Now think about articles you have read in scholarly journals. How does the sam-
ple policy analysis differ in content and structure from published academic
research?

8For a recent example from Australia, see Productivity Commission Inquiry Report, Paid
Parental Leave: Support for Parents with Newborn Children No. 47, February 28, 2009.
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What Is Policy Analysis?

The product of policy analysis may be advice as simple as a statement linking a
proposed action to a likely result: passage of bill A will result in consequence X. It
may also be more comprehensive and quite complex: passage of bill A, which can
be achieved with the greatest certainty through legislative strategy S, will result in-
aggregate social costs of C and aggregate social benefits of B, but with dispropor-
tionate costs for group 1 and disproportionate benefits for group 2. At whatever
extremes of depth and breadth, policy analysis is intended to inform some deci-
sion, either implicitly (A will result in X) or explicitly (support A because it will"
result in X, which is good for you, your constituency, or your country).

Obviously, not all advice is policy analysis. So to define it, we need to be more

specific. We begin by requiring that the advice relate to public decisions and thatit: "=

be informed by social values. That is not to say that policy analysts do not work in
private organizations. Businesses and trade associations often seek advice about
proposed legislation and regulations that might affect their private interests— -
when their employees or consultants consider the full range of social consequences
in giving such advice they are providing policy analysis. Of course, the majority of
policy analysts are to be found in government and nonprofit organizations where
day-to-day operations inherently involve public decisions, as well as in consultan-
cies that serve these public and private organizations. Because our interest centers
on policy analysis as a professional activity, our definition requires that policy
analysts, in either public or private settings, have clients for their advice who can
participate in public decision making. With these considerations in mind we

23
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hazard the following simple definition: policy analysis is client-oriented advice relevant
to public decisions and informed by social values.

A plethora of definitions of policy analysis already exists.! Why introduce
another one? One reason is that it helps us keep our focus on the purpose of this book:
developing the practical approaches and conceptual foundations that enable the
reader to become an effective producer and consumer of policy analysis. We empha-
size development of a professional mind-set rather than the mastering of technical
skills. If we keep central the idea of providing useful advice to clients, then an aware-
ness of the importance of learning the various techniques of policy analysis and of
gaining an understanding of political processes will naturally follow.

Another reason is that this definition also emphasizes the importance of social
values in policy analysis. Social values can come into play even when advice seems
purely predictive. By looking at consequences of policies beyond those that affect the
client, the analyst is implicitly placing a value on the welfare of others. Good policy
analysis takes a comprehensive view of consequences and social values. As will
become clear in subsequent chapters, we believe that economic efficiency deserves
routine consideration as a social value, not only because it corresponds fairly well to
aggregate welfare but also because it tends to receive inadequate weight in the delib-
erations of representative governments.

An appropriate starting place for our study is an overview of the profession of
policy analysis. How does policy analysis differ from the older professions to which it
is related? Where are policy analysts to be found, and what do they do? What skills are
most essential for success?

Policy Analysis and Related Professions

If you are a student in a public policy analysis program, then you probably already
have a good sense of what policy analysis is all about—you have, by your educational
choice, purposely selected the profession. Yet, you may instead aspire to another pro-
fession, such as public administration, business management, city and regional plan-
ning, law, or public health, in which you may, nevertheless, be required to play the
role of policy analyst from time to time. Perhaps you are reading this book as a student
in an academic program in political science, economics, or political economy. We hope
to put policy analysis in perspective by comparing it with some of the related profes-
sions and activities with which you may be more familiar.

1Some examples: “Policy analysis is a means of synthesizing information including research results
to produce a format for policy decisions (the laying out of alternative choices) and of determining future
needs for policy relevant information.” Walter Williams, Social Policy Research and Analysis (New York:
American Elsevier, 1971) at xi; and “Policy analysis is an applied social science discipline which uses multi-
ple methods of inquiry and argument to produce and transform policy-relevant information that may be
utilized in political settings to resolve policy problems.” William N. Dunn, Public Policy Analysis
(Englewood Cliffs, NJ: Prentice Hall, 1981) at ix. These definitions, as do most others, lack the client orienta-
tion that distinguishes policy analysis as a professional activity. Descriptions of policy analysis closest to our
definition are given by Arnold J. Meltsner, Policy Analysts in the Bureaucracy (Berkeley: University of
California Press, 1976); and Norman Beckman, “Policy Analysis in Government: Alternatives to ‘Muddling
Through,’” Public Administration Review 37(3) 1977, 221-22. For an extended discussion of the policy sci-
ences, a broader conception of policy analysis, see Garry D. Brewer and Peter deLeon, The Foundations of
Policy Analysis (Homewood, IL: Dorsey Press, 1983), 6-17.
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A comparison of policy analysis with five other paradigms—academic social
science research, policy research, classical planning, the “old” public administration,
and journalism, appears in Table 2.1. We focus our attention on similarities and differ-
ences in such characteristics as major objectives, client orientation, common style, time
constraints, and general weaknesses. The comparison of paradigms emphasizes
differences. As our discussion indicates, however, the professions of planning and
public administration have moved much closer to the policy analysis paradigm in
recent years.

Academic Research

The common experience of higher education gives us all at least some familiarity with
academic research in the social sciences. Its major objective is the development of theories
that contribute to a better understanding of society. Because the client for the research is
“truth,” at least as recognized by other scholars, the social science disciplines have
attempted to develop rigorous methods for logically specifying theories and empiri-
cally testing hypotheses derived from them. Although individual scholars may feel
time pressure in terms of promotion, prestige, or grant funding, the pace of their work
depends largely on the subject at hand rather than on externally imposed deadlines.
Progress in the social sciences proceeds as much from the idiosyncrasy of researchers as
from the demands of the larger society. The new theory or clever empirical test earns
respect from social scientists whether or not it is immediately relevant to public policy.
Nevertheless, the accumulation of empirical evidence, and the associated rise and fall
of competing theories, eventually influence the “worldviews” of policymakers outside
of the academy.? Although academic research only fortuitously contributes to the
debate over any particular policy issue, the development of social science knowledge
forms a base for more narrowly specified research of greater potential relevance.

Policy Research

Research specifically directed at informing public policy issues, which often directly
employs the methods of the social science disciplines, can be described as policy research.
Whereas academic research looks for relationships among the broad range of variables
describing behavior, policy research focuses on relationships between variables that
reflect social problems and other variables that can be manipulated by public policy. The
desired product of policy research is a more or less verified hypothesis of the form: if the
government does X, then Y will result. For example, academic research into the causes of
crime might identify moral education within the family as an important factor. Because
our political system places much of family life outside the sphere of legitimate public

2Within disciplines, acceptance of new theories that better explain empirical anomalies often occurs
only after repeated failures of the older theories over an extended period. See Thomas S. Kuhn, The Structure
of Scientific Revolutions (Chicago: University of Chicago Press, 1970). For a discussion of a paradigm shift in
a political context, see Peter A. Hall, “Policy Paradigms, Experts, and the States: The Case of Macroeconomic
Policy-Making in Britain,” in Stephen Brooks and Alain-G. Gagnon, eds., Social Scientists, Policy, and the State
(New York: Praeger, 1990}, 53-78.

3For a discussion of policy research, see James S. Coleman, Policy Research in the Social Sciences
(New York: General Learning Press, 1972). Policy research, expanded to include the study of the policy
process, is sometimes referred to as policy science. Harold D. Lasswell, “The Emerging Conception of the
Policy Sciences,” Policy Sciences 1(1) 1970, 3-30.
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intervention, however, there may be little that the government can do to foster moral
education within the home. The policy researcher, therefore, may take moral education as
a given and focus instead on factors at least partially under government control, such as
the certainty, swiftness, and severity of punishment for those who commit crimes. The
policy researcher may then be willing to make a prediction (a hypothesis to be tested by
future events), say, that if the probability of arrest for a certain crime is increased by -
10 percent, then the frequency of that crime will go down by 5 percent.

A fine line often separates policy research and policy analysis. The strength of
client orientation distinguishes them in our scheme. Policy researchers are less closely
tied to public decision makers. While one or more decision makers may be interested
in their work, policy researchers usually view themselves primarily as members of an
academic discipline. Sometimes their primary motivation for doing policy research is
personal financial gain or the excitement of seeing their work influence policy; per-
haps more often they do it to gain resources or attention for their academic research
programs. Because they place primary importance on having the respect of others in
their academic disciplines, policy researchers are often as concerned with the publica-
tion of their work in professional journals as with its use by decision makers. Indeed,
the vast amount of published policy research is a primary resource for policy analysts.

Disciplinary orientation contributes to a general weakness in policy research
because the translation of research findings into policies that can be directly imple-
mented often requires attention to practical considerations of little academic interest.
Returning to our example, the policy researcher’s prediction that an increase in the
probability of arrest will decrease the crime rate is only the first step in developing and
evaluating a policy option. How can the arrest rate be increased? How much will it
cost? What other impacts will result? How can it be determined if the predicted reduc-
tion in the crime rate has actually occurred? The answers to questions such as these
require information of a specific nature, often of little disciplinary interest.
Consequently, policy researchers often leave these sorts of questions to policy analysts,
who will actually craft policy options for decision makers.

Classical Planning

A very different paradigm is classical planning, a reaction to the apparent disorder and
myopia resulting from private market behavior and pluralistic government. The
general approach of planning is, first, to specify goals and objectives that will lead to a
better society and, second, to determine ways of achieving them. Necessary for effec-
tive planning is a centralization of authority for the creation and execution of the plan.

As extreme cases, the poor performances of the centrally planned economies of
Eastern Europe during the Soviet era point to the inherent weaknesses of the planning
paradigm. One weakness was the difficulty of specifying appropriate goals and objec-
tives. The five-year plan may clearly specify what is to be produced, but it is unlikely
that the products will closely match the wants of consumers. The other was the mas-
sive problem of cognition caused by the need to collect and process information for
the comprehensive direction and monitoring of numerous economic actors.* Although
central economic planning has had little currency in the U.S. context, the planning
paradigm has been important in narrower applications.

4For a discussion of the paradoxes inherent in planning, see Aaron Wildavsky, “If Planning Is
Everything, Maybe It's Nothing,” Policy Sciences 4(2) 1973, 127-53.
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Urban planning in Great Britain and the United States developed from the belief
that control of the use of land could be an effective tool for improving the aesthetics
and efficiency of cities. The comprehensive master plan, which embodied professional
norms about appropriate patterns of land use, became the statement of goals and
objectives. Zoning and land-use ordinances were to serve as the mechanisms for
implementing the master plans.

The impact of urban planning has been limited, however, by the autonomy of
local governments that do not fully accept the professionally specified goals and
objectives, by the dynamic of local economic growth that often takes unanticipated
forms, and by a narrow emphasis on physical structure rather than broader issues of
social behavior. Recognizing the incongruence of the classical planning paradigm with
the reality of democratic politics, many planners have urged their profession to adopt
a more active interventionist role in public decision making.” Consequently, many
urban and regional planning schools now require coursework in policy analysis.

A more recent manifestation of the planning paradigm is systems analysis, which
attempts to extend the techniques of operations research beyond narrow applications.
The basic approach of systems analysis involves the construction of quantitative mod-
els that specify the links among the multitude of variables of interest in social or eco-
nomic systems. The analytical objective is to maximize, or at least achieve lower
bounds on, certain variables that represent goals by altering other variables that can be
manipulated by government. By identifying the many possible interactions, the
systems analyst hopes to avoid the myopia of incremental political decision making.

Systems analysis has tended to be both overambitious and reductionist.® Rarely
is there adequate theory or data for the construction of reliable comprehensive mod-
els. Further, not all important factors are readily subject to quantification. In particular,
the appropriate weights to place on the multiple goals that characterize public issues
are usually not obvious; the analyst’s choice may cloak value judgments in apparent
objectivity. Additionally, the mystique of quantification may give simplistic models
more attention than they deserve. Witness, for example, the public attention given to
the report of the Club of Rome on the limits to world growth’—a report based on a
model with virtually no empirical links to the real world.® An apparently rigorous
model purported to show that continued economic growth would soon be unsupport-
able, leading to a dramatic decline in world living standards. Despite numerous
arbitrary and questionable assumptions, the Club of Rome report was embraced by
many whose worldview associated continued economic growth with unavoidable

SFor example, see Jerome L. Kaufman, “The Planner as Interventionist in Public Policy Issues,” in
Robert W. Burchell and George Sternlieb, eds., Planning Theory in the 1980s: A Search for Future Directions
(New Brunswick, NJ: The Center for Urban Policy Research, 1978), 179-200.

SFor critiques of systems analysis, see lda R. Hoos, Systems Analysis in Public Policy: A Critigue
(Berkeley: University of California Press, 1972); and Aaron Wildavsky, “The Political Economy of Efficiency:
Cost—Benefit Analysis, Systems Analysis, and Program Budgeting,” Public Administration Review 26(4) 1966,
292-310. For a comparison of systems analysis and policy analysis, see Yehezkel Dror, “Policy Analysts:
A New Professional Role in Government Service,” Public Administration Review 27(3) 1967, 197-203.

"Donella H. Meadows, Dennis L. Meadows, Jorgen Randers, and William W. Behrens III, The Limits to
Growth: A Report for the Club of Rome’s Project on the Predicament of Mankind (New York: Universe Books,
1974).

8For critiques of the Club of Rome approach, see William D. Nordhaus, “World Dynamics:
Measurement without Data,” Economic Journal 83(332) 1973, 1156-83; Chi-Yuen Wu, “Growth Models and
Limits-to-Growth Models as a Base for Public Policymnaking in Economic Development,” Policy Sciences 5(2)
1974, 191-211; and Julian L. Simon and Herman Kahn, eds., The Resourceful Earth: A Response to Global 2000
(New York: Basil Blackwell, 1984).
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environmental degradation. The formality of the model tended to divert attention
from its implicit assumptions.

A more focused application of systems analysis is the planning, programming, bud-
geting system (PPBS), which shares some characteristics with policy analysis. The basic
approach of PPBS is to identify all programs that have common objectives so that bud-
get allocations to those programs can be compared in terms of their effectiveness in
achieving the objectives. PPBS is like policy analysis in that it is directed at influencing
specific decisions in the budget cycle. It differs in its attempt to force comprehensive
and quantitative comparisons over a wide range of programs. After some apparent
success in the Defense Department, President Lyndon Johnson ordered its use
throughout the federal government in 1965. In 1971, however, its use was formally
abandoned by President Richard Nixon's Office of Management and Budget. Even
this limited form of planning placed too great a strain on available knowledge and
analytical resources.’

Public Administration

The goal of the “old” public administration was more modest than that of planning: the
efficient management of programs mandated by the political process. Its advocates
sought to separate the management function from what they saw as the corruption of
politics. The words of Woodrow Wilson provide an unequivocal statement of the basic
premise of the old public administration: ”. . . administration lies outside the proper
sphere of politics. Administrative questions are not political questions. Although poli-
tics sets the tasks for administration, it should not be suffered to manipulate its
offices.”10 The ideal is a skillful and loyal civil service free from political interference
and dedicated to the implementation and efficient administration of politically man-
dated programs according to sound principles of management. In other words, the
science of management should be insulated from the art of politics.

Both the old public administration and policy analysis are intended to bring
greater expertise into public endeavors. Once organizational structures for programs
have been created, public administrators turn their attention to the routine decisions
concerning personnel, budgets, and operating procedures that help determine how
well the programs will meet their mandated goals. Although policy analysts must
concern themselves with questions of organizational design and administrative feasi-
bility, they seek to influence the choice of programs by the political process. One
focuses exclusively on doing well what has been chosen; the other also considers the
choice of what is to be done.

Public administration has gradually come to include policy analysis among its
professional activities. One reason is that the large bureaus and vague legislative man-
dates associated with an expanded public role in society require administrators to
choose among alternative policies—they thus become consumers and producers of
policy analysis relevant to their own agencies. Another reason lies in the usual absence

°Consider the following assessment: “Although it may fail for many other reasons, such as lack of
political support or trained personnel, it always fails for lack of knowledge, when and if it is allowed to get
that far,” in Aaron Wildavsky, Budgeting: A Comparative Theory of Budgetary Processes (Boston: Little, Brown,
1975) at 354. Also see Allen Schick, “A Death in the Bureaucracy: The Demise of Federal PPB,” Public
Administration Review 33(2) 1973, 146-56.

10Woodrow Wilson, “The Study of Administration,” Political Science Quarterly 2(1) 1887, 197-222.
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of a clean separation between politics and administration, Woodrow Wilson's vision
notwithstanding. The administrator must be able to secure resources and defend
implementation decisions within the political process. Policy analysis may help
accomplish these tasks.

The “new” public administration explicitly abandons the notion that administra-
tion should be separate from politics.!! Its practitioners seek to influence the adoption
as well as the implementation of policies. Professional training, therefore, must
include methods both for predicting the consequences of alternative policies so that
informed choices can be made and for effectively participating in the political process
so that the choices can be realized. Training in public administration thus often
includes coursework in policy analysis, even though its primary focus remains man-
agement and operational decision making.

The newest formulation of public administration has been labeled public manage-
ment.1? It has taken several forms, including an empirical emphasis on discovering
best practice from the observation of practicing managers. More recently, however, it
has been framed as the study of governance, the ”. . . regimes of laws, rules, judicial
decisions, and administrative practices that constrain, prescribe, and enable the provi-
sion of publicly supported goods and services.”'® Although this broader perspective
encompasses managerial practices, it explicitly deals with the choice of organizational
forms, a decision appropriately informed by policy analysis.

Journalism

The comparison of policy analysis with journalism may at first seem strange.
Journalists typically concern themselves with recent events; they are rarely called
upon to make predictions about the future. When they write about public policy, the
need to attract a wide readership often leads them to focus on the unusual and the
sensational rather than the routine and the mundane. Narratives with victims, heroes,
and villains catch readers’ interest more effectively than nuanced discussions of com-
peting social values. Their contribution to the political process, therefore, is more often
introducing policy problems to the public agenda than providing systematic compar-
isons of alternative solutions. Nevertheless, policy analysts and journalists share
several goals and constraints.

Tight deadlines drive much of journalists” work, especially in this electronic age.
Because news quickly becomes stale, journalists often face the prospect of not being
able to publish unless they make the next edition. Similarly, the advice of policy ana-
lysts, no matter how sophisticated and convincing, will be useless if it is delivered to
clients after they have had to vote, issue regulations, or otherwise make decisions.
Rarely will it be the case of better late than never.

Tight deadlines lead journalists and policy analysts to develop similar strategies for
gathering information. Files of background information and networks of knowledgeable

HConsider the following: “New Public Administration seeks not only to carry out legislative
mandates as efficiently and economically as possible, but to both influence and execute policies which more
generally improve the quality of life for all.” H. George Frederickson, “Toward a New Public
Administration,” in Frank Marini, ed., Toward a New Public Administration (Scranton, PA: Chandler, 1971), 314.

12Gee Donald F. Kettl and H. Brinton Milwood, eds., The State of Public Management (Baltimore: Johns
Hopkins University Press, 1996).

3Laurence E. Lynn, Jr., Carolyn J. Heinrich, and Carolyn J. Hill, Improving Governance: A New Logic for
Empirical Research (Washington, DC: Georgetown University Press, 2001) at 7.
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people are often extremely valuable resources. They may enable journalists to put events
quickly in context. They play a similar role for policy analysts but may also provide infor-
mation useful for assessing technical, political, and administrative feasibility of policy
alternatives when time does not permit systematic investigation.!4 Policy analysts, like
journalists, wisely cultivate their information sources.

Finally, communication is a primary concern. Journalists must be able to put
their stories into words that will catch and keep the interest of their readers. Policy
analysts must do the same for their clients. Effective communication requires clear
writing—analysts must be able to explain their technical work in language that can be
understood by their clients. Also, because the attention and time of clients are scarce
resources, writing must be concise and convincing to be effective.

Reprise

We gain a perspective on policy analysis by comparing it to related professions. Like
policy research, policy analysis employs social science theory and empirical methods
to predict the consequences of alternative policies. Like journalism, policy analysis
requires skills in information gathering and communication. Policy analysis is neither
so narrow in scope as the old public administration nor so broad in scope as classical
planning. Yet, planners and public administrators who explicitly recognize participa-
tion in the political process as professionally legitimate may at times become advice
givers to various political actors, thus playing the role of policy analysts.

Policy Analysis as a Profession

Until the 1980s, few of those actually doing policy analysis would have identified
themselves as members of the policy analysis profession; even fewer were filling posi-
tions labeled “policy analyst.” Many who do policy analysis held, and continue to
hold, positions as economists, planners, program evaluators, budget analysts, opera-
tions researchers, or statisticians. Over the Fast thirty years, however, policy analysis
has emerged as an established profession.'> Positions called policy analyst are now
more common in government agencies, and often these positions are filled by people
who have been trained in graduate programs in policy analysis. Many practicing ana- - -
lysts trained in a variety of disciplines have joined with academics to form a profes-
sional organization, the Association for Public Policy Analysis and Management.16
However, those who consider themselves members represent only a fraction of those
actually practicing the craft of policy analysis.

Practicing policy analysts work in a variety of organizational settings, including
federal, state, and local agencies and legislatures; consulting firms; research institutes;
trade associations and other organizations representing interest groups; and business
and nonprofit corporations. We focus here primarily on the U.S. context, but policy
analysts can be found in similar settings in all the major industrialized countries and

140n the value of accumulated studies, see Martha Feldman, Order by Design (Palo Alto, CA: Stanford
University Press, 1989).

I5Eor an excellent overview, see Beryl A. Radin, Beyond Machiavelli: Policy Analysis Comes of Age -
(Washington, DC: Georgetown University Press, 2000).

éInformation about membership and annual conferences can be obtained at the following World
Wide Web address: www.appam.org,.
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schools of public policy can now be found in Europe and Asia.!” The way analysts
practice their craft is greatly influenced by the nature of their relationships with their
clients and by the roles played by the clients in the political process. Because these
relationships and roles vary greatly across organizations, we should expect to see a
wide range of analytical styles. We consider the various analytical styles and their
ethical implications in detail in Chapter 3. For now, let us look at a few examples of
organizational settings in which policy analysts ply their craft.

First, consider the U.S. federal government. Where would we find policy ana-
lysts? Beginning with the executive branch, we could start our search right in the
White House, where we would find small but influential groups of analysts in the
National Security Council and Domestic Policy staffs. As presidential appointees in
politically sensitive positions, they generally share closely the philosophy and goals of
their administration. Their advice concerns the political, as well as the economic and
social, consequences of policy options. They often coordinate the work of policy ana-
lysts in other parts of the executive branch.

The Office of Management and Budget (OMB) and, to a lesser extent, the
Council of Economic Advisers (CEA) also play coordinating roles in the federal
government. Analysts in OMB are responsible for predicting the costs to the fed-
eral government of changes in policy and overseeing the issuing of major rules by
federal regulatory agencies. They also participate in the evaluation of particular
programs. The major role that OMB plays in the preparation of the administration
budget gives its analysts great leverage in disputes with the federal agencies; it also
often leads the analysts to emphasize budgetary costs over social costs and benefits.?
Analysts on the CEA do not play as direct a role in the budgetary process and, there-
fore, retain greater freedom to adopt the broad perspective of social costs and bene-
fits. Without direct leverage over the agencies, however, their influence derives
largely from the perception that their advice is based on the technical expertise of the
discipline of economics.!®

Policy analysts work throughout the federal agencies. In addition to small per-
sonal staffs, agency heads usually have analytical offices reporting directly to them.?
These offices have a variety of names that usually include some combination of
the words “policy,” “planning,” “administration,” “evaluation,” “economic,” and
“budget.”?! For example, at various times the central analytical office in the
Department of Energy has been called the Office of the Assistant Secretary for Policy
and Evaluation and the Policy, Planning, and Analysis Office. Often, the heads of
agency subunits have analytical staffs that provide advice and expertise relevant to

17For international comparisons, see William Platen, ed., Advising the Rulers (New York: Basil
Blackwell, 1987).

18For a discussion of the institutional role of OMB, see Hugh Heclo, “OMB and the Presidency: The
Problem of Neutral Competence,” Public Interest 38, 1975, 80-98. For a history of OMB, see Larry Berman,
The Office of Management and Budget and the Presidency 1921-1979 (Princeton, NJ: Princeton University Press,
1979).
19Herbert Stein, “A Successful Accident: Recollections and Speculations about the CEA,” Journal of
Economic Perspectives, 10(3) 1996, 3-21.

2For example, on the role of analysis at the State Department, see Lucian Pugliaresi and Diane T
Berliner, “Policy Analysis at the Department of State: The Policy Planning Staff,” Journal of Policy Analysis
and Management 8(3) 1989, 379-94. See also Robert H. Nelson, “The Office of Policy Analysis in the
Department of the Interior,” 395410, in the same issue.

2 As recently as the mid-1970s, only a small fraction of the offices responsible for doing policy analy-
sis actually had “policy” or “policy analysis” in their names. Arnold J. Meltsner, Policy Analysts in the
Bureaucracy (Berkeley: University of California Press, 1976), 173-77.
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their substantive responsibilities. Later in this chapter we briefly consider policy
analysis in the Department of Health and Human Services (DHHS) to illustrate the
sorts of functions analysts perform in federal agencies.

Policy analysts also abound in the legislative branch. Both the Congress as a
whole and its individual members serve as clients. Policy analysts work for Congress
in the Government Accountability Office (GAO),?? the Congressional Budget Office
(CBO), the Congressional Research Service (CRS), and, until its recent elimination, the
Office of Technology Assessment (OTA).Z The analytical agendas of these offices are
set primarily by the congressional leadership but sometimes also by individual mem-
bers of Congress as well. Of course, members have their own personal staffs, includ-
ing legislative analysts. Most of the analysis and formulation of legislation, however,
is done by committee staffs that report to committee chairs and ranking minority
members.?* Committee staffers, often recruited from the campaign and personal staffs
of members of Congress, must be politically sensitive if they are to maintain their
positions and influence. Congressional staff involved with legislation—and, therefore,
to some extent working as policy analysts, even though often trained as lawyers—
number in the thousands.?

How influential is policy analysis in policy formation and choice in Congress?
Based on his detailed study of communication surrounding four policy issues in the
areas of health and transportation, David Whiteman concludes: “The results . . . indi-
cate that policy analysis clearly does flow through congressional communication
networks. In three of the four issues examined, analytic information played a signifi-
cant role in congressional deliberations.”?® Much of the communication takes place
through discussions between congressional staffers and analysts in government
offices and think tanks rather than as formal written reports.

Turning to state governments, we find a similar pattern. Governors and agency
heads usually have staffs of advisers who do policy analysis.?” Most states have bud-
get offices that play roles similar to that of OMB at the federal level. Personal and com-
mittee staffs provide analysis in the state legislatures; in some states, such as
California, the legislatures have offices much like the CBO to analyze budgetary and
other impacts of proposed legislation. The Washington State Institute for Public Policy

22The General Accounting Office, the prior name of the GAQO, and the Bureau of the Budget, the fore-
runner of OMB, were established in 1921 with the creation of an executive budget system. During much of
its history, GAO devoted its efforts primarily to auditing government activities. In the late 1960s, however,
GAO became a major producer of policy analysis in the form of program evaluations with recommenda-
tions for future actions. Because GAO must serve both parties and both legislative houses, and because its
reports are generally public, it faces stronger incentives to produce politically neutral analyses than OMB.
For a comparative history of these “twins,” see Frederick C. Mosher, A Tale of Two Agencies: A Comparative
Analysis of the General Accounting Office and the Office of Management and Budget (Baton Rouge: Louisiana
State University Press, 1984).

23For an account of the elimination of the OTA and a comparison with the larger congressional sup-
port agencies that survived, see Bruce Bimber, The Politics of Expertise in Congress: The Rise and Fall of the
Office of Technology Assessment (Albany: State University of New York Press, 1996).

24See Carol H. Weiss, “Congressional Committees as Users of Analysis,” Journal of Policy Analysis and
Management 8(3) 1989, 411-31. See also Nancy Shulock, “The Paradox of Policy Analysis: If It Is Not Used,
Why Do We Produce So Much of 1t?” Journal of Policy Analysis and Management 18(2) 1999, 226-44.

25Michael J. Malbin, Unelected Representatives (New York: Basic Books, 1980), 252-56.

%David Whiteman, Communication in Congress: Members, Staff, and the Search for Information
(Lawrence: University of Kansas Press, 1995) at 181.

27For an excellent assessment of influence, see John A. Hird, Power, Knowledge, and Politics: Policy
Analysis in the States (Washington, DC: Georgetown University Press, 2005).
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is exemplary in providing the Washington State legislature with sophisticated analy-
ses, often in the form of cost-benefit analyses.?8

At the county and municipal levels, legislative bodies rarely employ persons
who work primarily as policy analysts. Executive agencies, including budget and
planning offices, usually do have some personnel whose major responsibility is policy
analysis. Except in the most populous jurisdictions, however, most analysis is done by
persons with line or managerial duties. Consequently, they often lack the time, exper-
tise, and resources for conducting analyses of great technical sophistication.
Nevertheless, because they often have direct access to decision makers, and because
they can often observe the consequences of their recommendations firsthand, policy
analysts at the local level can find their work professionally gratifying despite the
resource constraints they face.

What do public agencies do if their own personnel cannot produce a desired or
mandated analysis? If they have funds available, then the agencies can purchase
analysis from consultants. Local and state agencies commonly turn to consultants for
advice about special issues, such as the construction of new facilities or major reorga-
nizations, or to meet evaluation requirements imposed by intergovernmental grant
programs. Federal agencies not only use consultants for special studies, but also as
routine supplements to their own staff resources. In extreme cases consulting firms
may serve as “body shops” for government offices, providing the services of analysts
who cannot be hired directly because of civil service or other restrictions.?’

The importance of the relationship between client and analyst is extremely
apparent to consultants. Usually, the consultants are paid to produce specific prod-
ucts. If they wish to be rehired in the future, then they must produce analyses that the
clients perceive as useful. Consultants who pander to the prejudices of their clients at
the expense of analytical honesty are sometimes described as “hired guns” or “belt-
way bandits.” Consultants best able to resist the temptation to pander are probably
those who have a large clientele, provide very specialized skills, or enjoy a reputation
for providing balanced analysis; they will not suffer greatly from the loss of any one
client and they will be able to find replacement business elsewhere if necessary.

Researchers in academia, think tanks, and policy research institutes also provide
consulting services. Although their work is usually not directly tied to specific policy
decisions, researchers at places like the Rand Corporation, the Brookings Institution,
the American Enterprise Institute for Public Policy Research, the Cato Institute, the
Urban Institute, Resources for the Future, the Institute for Defense Analyses, and the
Institute for Research on Public Policy (Canada) sometimes do produce analyses of
narrow interest for specific clients. It is often difficult in practice to determine whether
these researchers better fit the policy analysis or the policy research paradigms
presented above. Ever-more issues are attracting policy analyses from the growing
number of think tanks.?? Many of the newer think tanks with strong ideological iden-
tifications, however, have predispositions toward particular policies that often
interfere with the professional validity of the analyses they provide.

28Gee, for example, Steve Aos, Roxanne Lieb, Jim Mayfield, Marna Miller, and Annie Pennuci,
Benefits and Costs of Prevention and Early Intervention Programs (Olympia: Washington State Institute for
Public Policy, 2004).

2Por a study of the use of consultants by the federal government, see James D. Marver, Consultanls
Can Help (Lexington, MA: Lexington Books, 1979).

NFor instance, The Capital Source (Washington, DC: The National Journal, Fall 1997) listed 114 think
tanks in the Washington area (73-75), from the Alan Guttmacher Institute, which focuses on population
issues, to the Worldwatch Institute, which focuses on environmental issues.
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Finally, large numbers of analysts neither work for, nor sell their services to, gov-
‘ ernments. They often work in profit-seeking firms in industries heavily regulated by
g government, in trade associations and national labor unions concerned with particu-
-+ lar areas of legislation, and in nonprofit corporations that have public missions in their
+  charters. For example, consider a proposal to make health insurance premiums paid
by employers count as taxable income for employees. Private firms, trade associations,
and labor unions would seek analysis to help determine the impact of the proposed
change on the pattern and cost of employee benefits. The American Medical
Association would seek analysis of the impact on the demand for physician services.
Health insurance providers, such as Blue Cross and Blue Shield, commercial insurers,
and health maintenance organizations, would want predictions of the effect of the
change on the demand for their plans and the cost of medical care. These interests
might also ask their analysts how to develop strategies for supporting, fighting, or
modifying the proposal as it moves through the political process.

It should be obvious from our brief survey that policy analysts work in a variety
of organizational settings on problems ranging in scope from municipal refuse collec-
tion to national defense. What sorts of functions do analysts actually perform in their
organizations?

g.fCIOSer Look at Analytical Functions

At the beginning of this chapter we pointed out that the nature of policy analysis can
vary widely. In subsequent chapters we set out a framework for doing comprehen-
. sive policy analysis—how an individual analyst should go about producing a
i structured analysis that assesses problems presented by clients and systematically
compares alternatives for solving them. This is the most appropriate pedagogic
approach because it encompasses the range of functions that analysts commonly
perform. By mastering it, analysts not only prepare themselves for performing the
inclusive functions but also gain a useful framework for putting what they are doing
into perspective.

Rather than describe these inclusive functions in the abstract, we present a brief
overview of some of the policy analytical functions identified by the DHHS. We single
out DHHS for two reasons. First, it is a very large federal agency with responsibilities
that demand the full range of analytical functions. Second, DHHS has written down
what it sees to be the important functions of its policy analysts.

DHHS is very large by any measure. It oversees many specialized agencies, such
as the Food and Drug Administration, the National Institutes of Health, the Centers
for Medicare & Medicaid Services, and Centers for Disease Control and Prevention, to
name just a few. In fiscal year 2008, it administered spending of almost $700 billion,
issued more grants than any other federal agency, and employed more than 65,000
people nationwide in its constituent units. As such, it is one of the largest and most
complex bureaus in the world. DHHS is of such size and scope that the Office of the
Secretary (OS), the central coordinating office for DHHS, itself employs approximately
2,400 people. The purpose of the OS includes providing independent advice and
analysis concerning program issues, analyzing trade-offs among programs, and devel-
oping common policies across agencies. While much of what the OS does involves
administration and monitoring, there is no clear separation of these tasks from policy
analysis.
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Although policy analysts can be found throughout DHIS, we focus on the Office
of the Assistant Secretary, Planning and Evaluation (ASPE), because it has the clearest
and most direct mandate for doing policy analysis.>! (The Office of the Assistant
Secretary, Management and Budget has closely related policy analysis responsibilities
but with greater emphasis on budgetary and cost issues; the two offices often work
together on policy analysis projects.)

ASPE analysts perform a variety of functions. An ASPE orientation document
specifically alerts new analysts to four major functions that they will be likely to per-
form.?? First, analysts play a “desk officer” function that involves coordinating policy
relevant to specific program areas and serving as a contact for the line agencies within
DHHS that have responsibilities in these areas. For example, a desk officer might
cover biomedical research issues and work closely with analysts and other personnel
at the National Institutes of Health. Desk officers serve as the eyes and ears of the
department, “going out to the agency, talking with the staff about issues and options
before they reach decision points, and knowing what issues are moving and what are
not.”3 Desk officers are also expected to reach outside of DHHS to identify concerns
and ideas from academics and those who deal with the programs in the field. By stay-
ing on top of issues, desk officers can provide quick assessments of proposed policy
changes in their areas.

Second, analysts perform a policy development function. This is important to
DHHS because ASPE resources “constitute some of the few flexible analytic resources
in the Department.”34 Policy development often involves special initiatives within
DHHS but can also be done through task forces that include personnel from other
departments. These initiatives often result in policy option papers or specific legisla
tive proposals.

Third, analysts perform a policy research and oversight function. “ASPE spends
approximately $20 million a year in both policy research and evaluation funds” to
carry out this core function.®® It is important to emphasize that DHHS, like many other
government agencies, contracts out a considerable amount of policy-relevant research
Therefore, analysts at ASPE are both consumers and producers of policy research and
analysis. ASPE analysts also participate in reviews of the research plans of other agen
cies, help formulate and justify plans for allocating evaluation funds, and serve on
agency panels that award research contracts and grants.

Fourth, analysts perform a “firefighting” function. Fires can be “anything froms
request from the White House to review the statement of administration accomplish
ments on welfare reform . . . to preparing an instant briefing for congressional staff
because a key committee is preparing to mark up a bill, to helping . . . [the] Office o
the Secretary prepare for a meeting with a key outside group tomorrow.”3¢ The term
firefighting conveys the urgency of the task—analysts drop whatever else they ar
doing until the fire is put out!

These four categories of functions illustrate the great variety of tasks that ana
lysts are routinely called upon to perform. Some of these tasks are ongoing, others ar

31For a long-term view analysis at ASPE, see George D. Greenberg, “Policy Analysis at the
Department of Health and Human Services,” Journal of Policy Analysis and Management 22(2) 2003, 304-07.
z;Assista.nt Secretary, Policy and Evaluation, “All about APSE: A Guide for APSE Staff,” no date.
Ibid. E-1.
341bid. E-2.
Sbid.
361bid.
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episodic. Some have short deadlines, others extend for long periods. Some are internal
to the analysts’ organization, others require interaction with external analysts and
decision makers. Some irwvolve topics of great familiarity, others present novel issues.
What sorts of basic skills help analysts prepare for this diversity of tasks?

Basic Preparation for Policy Analysis
" Policy analysis is as much an art and a craft as a science.” Just as the successful por-
traitist must be able to apply the skills of the craft of painting within an aesthetic per-
spective, the successful policy analyst must be able to apply basic skills within a
reasonably consistent and realistic perspective on the role of government in society. In
order to integrate effectively the art and craft of policy analysis, preparation in five
areas is essential.

First, analysts must know how to gather, organize, and communicate informa-
tion in situations in which deadlines are strict and access to relevant people is limited.
They must be able to develop strategies for quickly understanding the nature of policy
.. problems and the range of possible solutions. They must also be able to identify, at
o least qualitatively, the likely costs and benefits of alternative solutions and communi-

. cate these assessments to their clients. Chapters 14 and 15 focus on the development of
these basic informational skills.

Second, analysts need a perspective for putting perceived social problems in
context. When is it legitimate for government to intervene in private affairs? In the
¢ United States, the normative answer to this question has usually been based on the
" concept of market failure—a circumstance in which the pursuit of private interest does
not lead to an efficient use of society’s resources or a fair distribution of society’s
goods. But market failures, or widely shared normative claims for the desirability of
social goals other than efficiency, such as greater equity in the distributions of eco-
nomic and political resources, should be viewed as only necessary conditions for
i appropriate government intervention. Sufficiency requires that the form of the inter-

% vention not involve consequences that would inflict greater social costs than social
benefits. Identification of these costs of intervention is facilitated by an understanding
of the ways collective action can fail. In other words, the analyst needs a perspective
that includes government failure as well as market failure. The chapters in Parts II and
III provide such a perspective. Chapters 4, 5, 6, and 7 analyze the various market fail-
ures and other rationales that have been identified; Chapter 8 discusses the systematic
ways that government interventions tend to lead to undesirable social outcomes;
.= Chapter 9 considers the interaction between market and government failures; and
..+ Chapters 10, 11, 12, and 13 set out conceptual foundations for developing policies to
.+ correct market and government failures. These chapters provide a “capital stock” of
"% ideas for categorizing and understanding social problems and proposing alternative
.., policies for dealing with them.

I Third, analysts need technical skills to enable them to predict better and to assess
i more confidently the consequences of alternative policies. The disciplines of economics
and statistics serve as primary sources for these skills. Although we introduce some
important concepts from microeconomics, public finance, and statistics in the following

¥For a strong statement of this viewpoint, see Aaron Wildavsky, Speaking Truth to Power: The Art and
Craft of Policy Analysis (Boston: Little, Brown, 1979), 385-406.
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chapters, those readers who envision careers in policy analysis would be well advised
to take courses devoted to these subjects.3® Even an introduction to policy analysis,
however, should introduce the basics of benefit-cost analysis, the subject of Chapter 16.
Chapter 17 illustrates the application of benefit-cost analysis and related techniques.
Fourth, analysts must have an understanding of political and organizational
behavior in order to predict, and perhaps influence, the feasibility of adoption and the
successful implementation of policies. Also, understanding the worldviews of clients
and potential opponents enables the analyst to marshal evidence and arguments more
effectively. We assume that readers have a basic familiarity with democratic political
systems. Therefore, practical applications of theories of political and organizational
behavior are integrated with subject matter throughout the text but particularly in the
context of thinking about policy adoption and implementation (Chapters 11 and 12),
organizational design (Chapter 13), and government failure (Chapter 8). Finally, ana-
lysts should have an ethical framework that explicitly takes account of their relation-
ships to clients. Analysts often face dilemmas when the private preferences and interests
of their clients diverge substantially from their own perceptions of the public interest.
Approaches to professional ethics for policy analysts is the subject of Chapter 3.

For Discussion

1. The Legislative Analyst’s Office, which functions as the “eyes and ears” of the
California legislature, was founded in 1941. It served as a model for the federal
Congressional Budget Office. Visit its Website (www.lao.ca.gov) to view its history
and samples of its products. Would you expect the analysis produced by the
Legislative Analyst’s Office to be more or less politically neutral than analytical
offices within the California executive branch?

2. Think tanks differ in a variety of ways, including their areas of specialization and
the degree to which they advocate specific policies. Characterize the following think
tanks after visiting their Websites: Cato Institute (www.cato.org), Fraser Institute
(www.fraserinstitute.ca), Progressive Policy Institute (www.ppionline.org), RAND
Corporation (www.rand.org), and Resources for the Future (www.rff.org).

38There are three reasons why a solid grounding in economics and statistics is important for the pro
fessional policy analyst: (1) the techniques of these disciplines are often directly applicable to policy prob-
lems; (2) researchers who use economic models and statistical techniques are important sources of policy
research—the ability to interpret their work is therefore valuable; and (3) analytical opponents may use o
abuse these techniques—self-protection requires a basic awareness of the strengths and limitations of the
techniques.



Toward Professional
Ethics

|':[’he policy analyst with a philosopher-king as a client would be fortunate in
several ways. The analyst could prepare advice with the knowledge that it would
be thoughtfully evaluated on its merits by a wise leader who placed the welfare of
the kingdom above considerations of private or factional interest. Good advice
would be adopted and implemented solely on the word of the king, without resort
to complicated political or organizational strategies. Thus, as long as the king
truly had wisdom, benevolence, and power, the analyst could expect that only rea-
soned and reasonable differences of opinion would come between recommenda-
tions and action. In other words, the analyst would not have to fear conflict
between the professional ideal of promoting the common good and the practical
necessity of serving a client.

Although we often discuss policy analysis as if all clients were philosopher-
kings, reality is never so kind. History offers many examples of despots and few
examples of consistently benevolent autocrats. Representative government seeks
to limijt the damage that can be done by abusive leaders by providing opportuni-
ties to replace them without resort to revolution. Yet, in regimes of representative
government, many cooks contribute to the policy broth. The distribution of
authority by constitution or tradition among elected officials, bureaucrats, legisla-
tors, and magistrates guarantees many their place at the kettle. Prevailing norms
of democratic participation ensure that they receive a variety of advice and
demands from their fellow citizens to whom they are accountable, either directly
or indirectly, at the ballot box. Presidents and prime ministers may enjoy more

39
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favored positions than other participants; but, except for very mundane or exceptional
circumstances, even they generally lack authority to select and to implement policies
by simple directive.! Even in political systems where the authority of the chief execu-
tive verges on the dictatorial, the limits of time and attention imposed by nature neces-
sitate the delegation of discretion over many routine decisions to other officials.

Analysts must expect, therefore, their clients to be players in the game of
politics—players who not only have their own personal conceptions of the good soci:
ety but who also must acknowledge the often narrow interests of their constituencies
if they hope to remain in the game. The reality that, outside the classroom, policy
analysis cannot be separated from politics has important practical and ethical implica-
tions. Analysis that ignores the interests of the client may itself be ignored; recommen-
dations that ignore the interests of other key players are unlikely to be adopted o
successfully implemented. In the extreme, if efficacy were the only professional value,
“good” analysts would be those who helped their clients become better players in the
game of politics. But other values, not always explicitly stated, lead to broader ethical
considerations. Analysts should not only care that they influence policy but also that
they do so for the better.

Much of the growing literature in the area of ethics and public policy concerns
the values that we should consider in attempting to select better policies.? It reminds
analysts that no single value, such as economic efficiency, can provide an adequate
basis for all public decision making. We focus in this chapter on professional ethics
rather than the comparative merits of substantive policies, which is the subject of the
remainder of this book. Our objective in the following sections is to sketch a frame-
work for thinking about the ethical responsibilities of the professional policy analyst
To do so, we must pay attention to the nature of the relationships between analysts
and clients and the various contexts in which they evolve.® Even absent explicit and
universally accepted ethical guidelines, we will at least become acquainted with the
most common analytical environments and the dilemmas they sometimes raise for
practitioners.

Analytical Roles

Policy analysis, like life itself, forces us to confront conflicts among competing values.
Often conflicts arise inherently in the substantive question being considered. For
example, should a policy that would yield a great excess of benefits over costs for

1Commenting on the U.S. executive, Richard E. Neustadt concludes, “Command is but a method of
persuasion, not a substitute, and not a method suitable for everyday employment.” Richard E. Neustadt
Presidential Power (New York: John Wiley, 1980) at 25.

2See, for example: Charles W. Anderson, “The Place of Principles in Policy Analysis,” Ameri
Political Science Review 74(3) 1979, 711-23; Robert E. Goodin, Political Theory and Public Policy (Chicage
University of Chicago Press, 1982); Peter G. Brown, “Ethics and Policy Research,” Policy Analysis 2(2) 197
325-40; Joel L. Fleishman and Bruce L. Payne, Ethical Dilemmas and the Education of Policymakers (New York
Hastings Center, 1980); Douglas J. Amy, “Why Policy Analysis and Ethics Are Incompatible,” Journal q
Policy Analysis and Management 3(4) 1984, 573-91; and William T. Bluhm and Robert A. Heineman, Ethics an
Public Policy: Method and Cases (Upper Saddle River, NJ: Prentice Hall, 2006).

3For the contrast between a genuine discourse about values in a consensual environment and the
potential manipulation of this discourse in adversarial processes, see Duncan MacRae, Jr., “Guidelines lor
Policy Discourse: Consensual versus Adversarial,” in Frank Fischer and John Forester, eds., Tk
Argumentative Turn in Policy Analysis and Planning (Durham, NC: Duke University Press, 1993), 291-318.
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society as a whole be selected even if it would inflict severe costs on a small group of
people? Our answers will depend on the relative weights we give to the values of
efficiency (getting the greatest aggregate good from available resources) and equity
(fairness in the way it is distributed). These values, along with others, such as the
protection of human life and dignity and the promotion of individual choice and
responsibility, provide criteria for evaluating specific policy proposals.

Rather than focus on values from the unique perspectives of particular policy
issues, here we consider values relevant to the general question of how analysts
should conduct themselves as professional givers of advice. Three values seem
paramount: analytical integrity, responsibility to client, and adherence to one’s personal
conception of the good society. Conflicts among these values raise important ethical
issues for analysts.

To understand the nature of these values and the contexts in which they become
important, we consider three conceptions of the appropriate role of the analyst.* Each
role gives priority to one of the three values, relegating the remaining two to sec-
ondary status. We can anticipate, therefore, that none of the three roles provides an
adequate ethical standard in its pure form in all circumstances. Our task will be to
search for appropriate balance.

Objective technicians hold analytical integrity as their fundamental value. They
see their analytical skills as the source of their legitimacy. The proper role for the ana-
lyst, in their view, is to provide objective advice about the consequences of proposed
policies. Objective technicians feel most comfortable applying skills within recognized
standards of good practice. Therefore, they often prefer to draw their tools from the
disciplines of economics, statistics, and operations research, all of which employ well-
established methods. They realize that they must often work under severe time con-
straints and data limitations. Nevertheless, they want to believe that researchers in the
disciplines would approve of their work as methodologically sound under the
circumstances.

As asserted in Table 3.1, objective technicians view clients as necessary evils.
Clients provide the resources that allow objective technicians to work on interesting
questions. In return, clients deserve the most accurate predictions possible. The politi-
cal fortunes of clients should take second place behind analytical integrity in the
preparation, communication, and use of analyses. Analysts should try to protect them-
selves from interference by not becoming too closely associated with the personal
interests of their clients. In general, they should select institutional clients, because
such clients are likely to provide greater opportunities for preparing and disseminat-
ing objective analyses. For example, one is likely to face less interference with analyti-
cal integrity working for the Congressional Budget Office, which must be responsive
to Congress as a whole as well as anticipate changes in partisan control, than working
directly for a member of Congress who must run for reelection every two years.

The objective technician believes that values relevant to the choice of policies
should be identified. When no policy appears superior in terms of all the relevant val-
ues, however, trade-offs among competing values should be left to the client rather
than be implicitly imposed by the analyst. The analyst contributes to the good society,

40ur approach here benefits from Arnold J. Meltsner, Policy Analysts in the Bureaucracy (Berkeley:
University of California Press, 1976), 18-49, who developed a classification of styles to understand better
how analysis is actually practiced and from Hank Jenkins-Smith, A Professional Roles for Policy Analysts: A
Critical Assessment,” Journal of Policy Analysis and Management 2(1) 1982, 88-100, who developed the three
roles we use.
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Table 3.1 Three Views on the Appropriate Role of the Policy Analyst

Fundamental Values

Analytical
Integrity

Responsibility
to Clients

Adherence to One’s
Conception of Good

Let analysis speak for
itself. Primary focus
should be predicting

Clients are necessary
evils; their political
fortunes should be

Relevant values should
be identified but trade-
offs among them should

Objective | (onsequences of secondary be left to clients.
Technician | 4j4ernative policies. considerations. Keep Objective advice
distance from clients; promotes good in the
select institutional long run.
clients whenever
possible.
Analysis rarely produces | Clients provide analysts Select clients with
definitive conclusions. with legitimacy. Loyalty compatible value
Client’s Take advantage of should be given in systems; use long-term
Advocate ambiguity to advice return for access to relationships to change
clients’ positions. privileged information clients’ conceptions of
and to political good.
processes.
Analysis rarely produces | Clients provide an Analysis should be an
Issue definitiv_e conclgsiqns. opportunity for instrument for progress
Advocate Emphasize ambiguity advocacy. Select them toward one’ conception
and excluded values opportunistically; of the good society.

when analysis does not
support advocacy.

change clients to further
personal policy agenda.

at least in the long run, by consistently providing unbiased advice, even when it does
not lead to the selection of personally favored policies.

The client’s advocate places primary emphasis on his or her responsibility to the
client. He or she believes that analysts derive their legitimacy as participants in the
formation of public policy from their clients, who hold elected or appointed office or
who represent organized political interests. In return for access, clients deserve profes-
sional behavior that includes loyalty and confidentiality. Like physicians, analysts
should “do no harm” to their clients; like attorneys, they should vigorously promote
their clients’ interests.

To some extent the client’s advocate views analytical integrity in the same way
attorneys view their responsibility in an adversarial system. Analysts have a primary
responsibility never to mislead their clients through false statements or purposeful
omissions. Once clients have been fully informed, however, analysts may publicly
interpret their analyses in the best possible light for their clients. Because analysis
rarely produces definitive conclusions, analysts can emphasize the possible rather
than the most likely when doing so favors their clients. The client’s advocate believes
that analytical integrity prohibits lying, but it requires neither full disclosure of infor-
mation nor public correction of misstatements by clients.
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Clients” advocates must relegate their policy preferences to a secondary posi-
tion once they make commitments to clients. Therefore, their selection of clients
matters greatly. When analysts and clients share similar worldviews, less potential
exists for situations to arise that require analysts to help promote policies that are
inconsistent with their own conceptions of the good society. Upon discovering that
their clients hold very different worldviews, analysts may nevertheless continue
such relationships if they believe that they will be able to make their clients’ out-
looks more like their own over periods of extended service. Indeed, they may
believe that they have a responsibility to try to change their clients’ beliefs before
switching to new clients.

Issue advocates believe that analysis should be an instrument for making progress
toward their conception of the good society. They focus on values inherent in policy
outcomes rather than on values, like analytical integrity and responsibility to the
client, associated with the actual conduct of analysis. They see themselves as intrinsi-
cally legitimate players in the policy process. They may also see themselves as cham-
pions for groups or interests, such as the environment, the poor, or the victims of
crime, that they believe suffer from underrepresentation in the political process.

Issue advocates select clients opportunistically. Clients unable or unwilling to
promote the advocates’ personal policy agendas should be abandoned for clients who
can and will. Analysts owe their clients only those duties spelled out in the contractual
arrangements defining the relationships; loyalty to one’s conception of the good soci-
ety should take priority over loyalty to any particular client.

Like the client’s advocate, the issue advocate believes in taking advantage of
analytical uncertainty. When analysis does not support one’s policy preferences, the
issue advocate questions the simplifying assumptions that must inevitably be
employed in dealing with complex issues, or challenges the choice of criteria used to
evaluate alternatives. (The latter will almost always be a possible strategy when one
does not agree with conclusions.) Though issue advocates desire the respect of other
analysts, especially when it contributes to effectiveness, they may be willing to sacri-
fice respect to obtain important policy outcomes.

Value Conflicts

One can imagine each of these extreme roles being ethically acceptable in specific cir-
cumstances. For example, analysts on the White House staff enjoy privileged positions
with respect to information and political access. An important factor in their selection
was, undoubtedly, their perceived loyalty to the president. In accepting these
positions, they were implicitly if not explicitly committing themselves to a high degree
of discretion in confidential matters. Except in the most extreme cases where failure to
act would lead with reasonable certainty to significant violations of human rights or
constitutional trust, honoring confidentiality and otherwise behaving as clients” advo-
cates seem to be ethically defensible. In contrast, a consultant hired by the Nuclear
Regulatory Commission to analyze the risks associated with alternative policies for
nuclear waste disposal might appropriately act as an objective technician, placing
analytical integrity above the political interests of the commission. One might even
argue that the consultant has an ethical duty to speak out publicly if the commission
were to misrepresent the study to obtain a political outcome radically different from
that which would otherwise have resulted.
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In general, however, the analyst need not adopt any of the three roles in its
extreme form. Rather than select one of the three fundamental values as dominant and
sacrificing the other two as circumstances demand, the analyst should attempt to keep
all three under consideration. The ethical problem, then, involves deciding how much
of each value can be sacrificed when conflicts arise.

In any situation the range of ethical behavior will be bounded by the minimal
duties the analyst owes to each of the values. The development of professional ethics,
either collectively or individually, may be viewed as an attempt to discover these min-
imal duties. In the discussion that follows, we consider some of the common situations
in which value conflicts arise and minimal duties must be determined. We begin by
considering the range of actions the analyst has available for responding to severe
conflicts in values.

Responses to Value Conflicts: Voice, Exit, and Disloyalty

The most serious ethical conflicts for policy analysts usually pit responsibility to the
client against other values. A variety of factors complicate ethical judgment: continued
access to the policy issue, the status of current and future employment, the personal
trust of the client, and the analyst’s reputation. Many of these factors involve implica-
tions that go well beyond the particular ethical issue being considered. For example,
loss of employment directly affects the economic and psychological well-being of ana-
lysts and their families, as well as the sort of advice that will be heard on the issue at
hand. It may also affect the advice about similar issues that will be offered in their
organizations in the future. We must be careful, therefore, to look for consequences
beyond the particular issue at stake.

So far we have spoken of the analyst as if he or she were the direct employee of
the client. Some analysts, such as consultants reporting directly to project managers
or political appointees on the personal staffs of administrators and legislators, have
clearly defined persons as clients. Analysts usually have immediate supervisors who
can generally be thought of as clients. These supervisors, however, often operate in
organizational hierarchies and, therefore, often have their own clients, who will also
be consumers of the analysts” advice. Limiting the definition of the client to the
immediate supervisor would unreasonably absolve analysts from responsibility for
the ultimate use of their products. At the same time, we do not want to hold analysts
accountable for misuse totally beyond their control. For our purposes, we consider
the client to be the highest-ranking superior who receives predictions, evaluations, or
recommendations attributable to the analyst. Thus, an analyst working in a bureau
may have different persons as clients at different times. Sometimes the client will be
the immediate supervisor; other times the client will be a higher-ranking official in
the bureau.

Note that we have purposely adopted a narrow, instrumental conception of the
client. There is some temptation to look for an ultimate client: analysts themselves as
moral persons, the social contract as embodied in the constitution, or the public interest
as reflected in national laws.? To do so, however, would assume away the essence of the

SMany writers have chosen to approach professional ethics with the question: Who is the real client!
See, for example, E. S. Quade, Analysis for Public Decisions (New York: American Elsevier, 1975), 273-75.
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professional role. Instead, we see personal morality, the constitution, and laws as the
sources of other values that often conflict with responsibility to client.®

What are the possible courses of action for analysts when demands by their
clients come in conflict with their sense of analytical integrity or their conception of
the good society? We can begin to answer this question by considering the concepts of
voice and exit developed by Albert O. Hirschman. In his book Exit, Voice, and Loyalty,
Hirschman explores how people can react when they are dissatisfied with the organi-
zations in which they participate.” They may exercise voice by working to change the
organization from within, or they may simply exit, leaving the organization for
another. For example, parents dissatisfied with the quality of education provided by
their local school district might exercise voice by attending school board meetings or
by standing for election to the board. Alternatively, they may put their children in
private schools or move to another community with a better school district. In
Hirschman’s framework, loyalty helps determine how much voice is exercised before
exit is chosen. Attachment to the community and commitment to public education, for
example, will influence parents’ choice between voice and exit.

We find it useful to use Hirschman’s concepts of voice and exit and to add a third
concept, disloyalty. An action is disloyal when it undercuts the political position or
policy preferences of the client. Note that we thus abandon Hirschman’s use of loyalty.
Rather than being a contributing factor to the choice between voice and exit, we spec-
ify loyalty as another dimension of action.

Analysts can exercise various combinations of voice, exit, and disloyalty when
they confront value conflicts. The logical possibilities are presented in Figure 3.1,
where voice, exit, and disloyalty are represented by circles. Actions involving more
than one of the dimensjons are represented by intersections of circles. For example,
we label voice alone as “protest,” whereas “leak” combines protest with disloyalty.
We specify seven different actions for purposes of discussion.

Consider the following situation: you work in a government agency as a policy
analyst. You have just been assigned the job of developing an implementation strategy
for a policy that you believe is bad. After careful deliberation, you decide that the pol-
icy is sufficiently bad that you feel it would be morally wrong for you simply to follow
orders. Under what conditions might you feel ethically justified in choosing each of
the actions listed in Figure 3.1?

You might try to change the policy through protest within the agency. You would
probably begin by informally discussing your objections to the policy with your super-
visor. If your supervisor lacks either the inclination or the authority to reverse the
policy, then you might next make your objections formally through memoranda to
your supervisor, your supervisor’s supervisor, and so forth, until you reach the lowest-
ranking official with authority to change the policy. At the same time, you might speak
out against the policy at staff meetings whenever you have the opportunity. You might
also request that the assignment be given to someone else, not only because you would
feel morally absolved if someone else did it, but because the request helps to emphasize

¢John A. Rohr argues that public officials have a responsibility to inform their actions by studying the
constitutional aspects of their duties through relevant court opinions and the substantive aspects through
legislative histories. John A. Rohr, “Ethics for the Senior Executive Service,” Administration and Society 12(2)
1980, 203-16; and Ethics for Bureaucrats: An Essay on Law and Values (New York: Marcel Dekker, 1978).

7Albert O. Hisrchman, Exit, Voice, and Loyalty (Cambridge, MA: Harvard University Press, 1970).
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Protest

Speak out
until
silenced

Resign
and
disclose

Sabotage

DISLOYALTY

Figure 3.1 Alternative Responses to Value Conflicts

the intensity of your objections. At some point, however, you will have exhausted all
the avenues of protest within the agency that are recognized as legitimate.

Although you remained loyal to the agency, your protest probably involved
personal costs: the time and energy needed to express your opinions, the personal
offense of your superiors, perhaps the loss of influence over the policy in dispute, and
the potential loss of influence over other issues in the future. If you were successful in
reversing the policy, then at least you can take comfort in having disposed of your
ethical problem. If you were unsuccessful, then you must make a further assessment
by comparing the values you can achieve by remaining loyal to the agency with the
values you give up by participating in the implementation of the bad policy.

A very different approach would be to resign when asked to prepare the imple-
mentation strategy.® You decide that contributing to implementation would be sc
ethically objectionable that it justifies your leaving the agency. Your personal costs

8For an overview of the practical and ethical issues, see ]. Patrick Dobel, “The Ethics of Resigning,”
Journal of Policy Analysis and Management 18(2) 1999, 245-63.
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will depend largely on your employment opportunities outside the agency. If you
are highly skilled and have a good reputation, then it may be possible for you to
move directly to a comparable position. If you are less skilled and not well regarded
in the professional network, then you may face unemployment or underemploy-
ment for a time.

But what are the ethical implications of your action? Only if your skills were
essential to implementation would resigning stop the bad policy. If the policy goes for-
ward, then the ethical value of your resignation is questionable. Although you were
able simultaneously to remain loyal to the agency and to avoid contributing directly to
the implementation, you forfeited whatever influence you might have had within the
agency over the policy. You also may have betrayed the terms of your employment
contract as well as some of the personal trust placed in you by your superiors and
colleagues, and you may have jeopardized other worthy projects within the agency by
withdrawing your contributions. If you believe either that the policy is very bad or
you would have had a good prospect of overturning it from within the agency, then
running away by resigning seems to lack fortitude.

Combining voice with the threat of exit by issuing an ultimatum is likely to be
ethically superior to simply resigning. After employing the various avenues of
protest within the agency, you would inform your superior that if the policy were
not reversed you would resign. Of course, you must be willing to carry out your
threat, as well as bear the costs of greater personal animosity than you would
face from simple resignation. You gain greater leverage in your protest against the
policy, but you lose influence over future decisions if you actually have to execute
your threat.

Beyond your personal decision to resign, there may be a larger social issue at
stake. Why do you find the policy so objectionable while others approve of it? Perhaps
the answer is that you have a better developed ethical sense; you are more principled.
Is it good for society in the long run to have people such as yourself leave important
analytical positions?? On the other hand, the reason for disagreement may be that both
you and your superiors hold morally justifiable values that happen to conflict.
Although we may have some concern about maintaining diversity within our public
agencies, the danger of selective attrition seems less serious when it results from legit-
imate differences of moral opinion rather than from a clash between expediency, say,
and basic principles.

Now consider actions that involve disloyalty to your client. You might leak your
agency’s plans to a journalist, congressman, interest group leader, or other person who
can interfere with them.! You are taking your protest outside the agency, and doing so
surreptitiously. Even if you are not a pure Kantian, anytime you do not act openly and
honestly, you should scrutinize closely the morality of your actions. Further, an important

9For an elaboration of this point, see Dennis F. Thompson, “The Possibility of Administrative Ethics,”
Public Administration Review 45(5) 1985, 555-61.

10In our discussion, leaking refers to the sharing of confidential information with the intention of
undermining the client’s decision or political position. The sharing of confidential information can also be
instrumental in good analysis and to furthering the client’s interest in systems where information is decen-
tralized. Analysts may be able to increase their efficacy by developing relationships with their counterparts
in other organizations—the exchange of information serves as the instrumental basis of the relationships.
For a discussion of the importance of these professional relationships in the U.S. federal government, see
William A. Niskanen, “Economists and Politicians,” Journal of Policy Analysis and Management 5(2) 1986,
234-44. Even when the analyst believes that the revelation is instrumental to the client’s interests, however,
there remains the ethical issue of whether the analyst should take it upon himself to break the confidence.
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moral tenet is that one take responsibility for one’s actions.!! By acting covertly, you hope
to stop the bad policy without suffering any adverse personal consequences from your
opposition beyond the moral harm you have done to yourself by betraying the trust of
your client and by acting dishonestly.

You should not view the violation of confidentiality, by the way, solely asa
betrayal of personal trust. Confidentiality often contributes to organizational effective-
ness. The expectation of confidentiality encourages decision makers to seek advice
beyond their closest and most trusted advisers and to consider potentially desirable
alternatives that would attract political opposition if discussed publicly.!? Your deci-
sion to violate confidentiality has implications not just for your client but also for the
expectations others have about the confidentiality they will enjoy when considering
good as well as bad policies.

You can at least avoid the dishonesty by speaking out publicly. One possibility is
that you resign and disclose your former client’s plans to potential opponents. Although
you are being honest and taking responsibility for your actions, disclosure, by violating
the confidentiality you owe to your client, is still disloyal. You also forfeit the opportu-
nity of continuing your protest within the agency. Another possibility is that you spenk
out until silenced. Such whistle-blowing, keeps you in your agency for at least a while
Your agency will probably move quickly to exclude you from access to additional infor-
mation that might be politically damaging. You must expect that eventually you will be
fired, or, if you enjoy civil service protection, exiled to some less responsible assignment
that you will ultimately wish to leave.!? Therefore, your approach combines voice and
disloyalty with eventual exit.

When is whistle-blowing likely to be ethically justified? Peter French proposes
four necessary conditions: first, you must exhaust all channels of protest within your
agency before bringing your objections to the attention of the media, interest groups, or
other units in the government. Second, you must determine that “procedural, policy,
moral, or legal bounds have been violated.” Third, you must be convinced that the
violation will “have demonstrable harmful immediate effects upon the country, state, or
citizens.” Fourth, you must be able to support specific accusations with “unequivocal
evidence.”14

French’s conditions limit justifiable whistle-blowing to fairly exceptional circum-
stances. We might question whether they should all be viewed as necessary. For exam-
ple, if great harm were at stake, we might view whistle-blowing as ethical even if the
evidence brought forward falls short of unequivocal. We should also recognize that the
conditions call for great judgment on the part of the potential whistle-blower, especially
with respect to anticipating the harmful effects of inaction, and therefore constitute

"'We might think of leaking as a form of civil disobedience, a type of protest often considered ethi-
cally justified. The classification fails, however, because most definitions of civil disobedience include the
requirement that the acts be public. See Amy Gutmann and Dennis F. Thompson, eds., Ethics & Politics
(Chicago: Nelson-Hall, 1984), 79-80. For a thoughtful discussion of personal responsibility in the bureau-
cratic setting, see Dennis F. Thompson, “Moral Responsibility of Public Officials: The Problem of Many
Hands,” American Political Science Review 74(4) 1980, 905-16.

2For a discussion of this point and whistle-blowing, see Sissila Bok, Secrets: On the Ethics of
Concealment and Revelation (New York: Pantheon, 1982), 175, 210-29.

13Whistle-blowing is likely to be personally and professional costly. Federal programs intended to
provide financial compensation to whistle-blowers may not fully compensate these costs and, further, may
induce socially undesirable behaviors in the organizations covered. See Peter L. Cruise, “Are There Virtues
in Whistleblowing? Perspectives from Health Care Organizations,” Public Administration Quarterly 25(3/4)

2001/2002, 413-35.
Upeter A. French, Ethics in Government (Englewood Cliffs, NJ: Prentice Hall, 1983), 134-37.
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only general guidelines. Nevertheless, they seem appropriately to demand a careful
weighing of all values, including loyalty.

Consider again the appropriateness of leaking. In addition to whatever condi-
tions you believe justify whistle-blowing, you must also have a moral reason for
acting covertly. In some extreme situations, perhaps involving the reporting of crimi-
nal acts in democracies or the supporting of human rights in totalitarian states, you
might feel justified in acting covertly because your life or that of your family would be
jeopardized by open protest. You might also be justified acting covertly if you were
convinced that you could prevent serious harm that might occur in the future by
remaining in your position.

Finally, you might consider sabotage—disloyalty without voice or exit. In design-
ing the implementation plan for the policy you abhor, you might be able to build in
some subtle flaw that would likely force your agency to abandon implementation at
some point. For example, you might select a pilot site in the district of a powerful
congresswoman who will strongly oppose the policy once it becomes apparent. But
such sabotage is morally suspect not only because it involves covert action but also
because it operates through obstruction rather than persuasion. Only the most
extreme conditions, including all those needed to justify leaking plus the absence of
any reasonable avenues for protest, justify sabotage. It is hard to imagine situations in
democratic regimes that produce these conditions.

Some Examples of Value Conflicts

Clients, because they have political interests related to their own policy preferences,
the missions of their agencies, or their own personal advancement, may refuse to
accept the truthful reports of their analysts. In some situations clients may put pres-
sure on analysts to “cook up” different conclusions or recommendations. In other
situations the clients may simply misrepresent their analysts’ results to other partici-
pants in the decision-making process. What are the minimal duties of analysts in these
situations?

Demands for Cooked Results. Most analysts desire at least the option to act as
objective technicians. Faced with the task of evaluating alternative courses of action,
they want the freedom to make reasonable assumptions, apply appropriate tech-
niques, report their best estimates, and make logical recommendations. Unfortunately,
clients sometimes hold strong beliefs that lead them to reject their analysts” findings,
not on the basis of method but solely on the basis of conclusions. If the client simply
ignores the analysis, then the analyst will undoubtedly be disappointed but generally
faces no great ethical problem—the analyst is simply one source of advice and not the
final arbiter of truth. The ethical problem arises when the client, perhaps feeling the
need for analytical support in the political fray, demands that the analyst alter
the work to reach a different conclusion. Should the analyst ever agree to “cook” the
analysis so that it better supports the client’s position?

A purist would argue that analytical integrity requires refusal; issue an ultima-
tum and resign if necessary. Can less than complete refusal ever be ethical?

We should keep in mind that, because analysis involves prediction, analysts rarely
enjoy complete confidence in their conclusions. Careful analysts check the sensitivity of
their results to changes in critical assumptions and convey the level of confidence they
have in their conclusions to their clients. We can imagine analysts developing plausible
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ranges of results. For example, although the analyst believes that the cost of some pro-
gram is likely to be close to $10 million, the most conservative assumptions might lead
to an estimate of $15 million and the most optimistic assumptions to an estimate of
$5 million. After making the range and best estimate clear to the client, would it be
ethical for the analyst to prepare a version of the analysis for public distribution that
used only the most optimistic assumptions?

Analysts who view themselves as clients” advocates might feel comfortable
preparing the optimistic analysis for public use; those who see themselves as issue
advocates might also if they share their clients’ policy preferences. After all, analysis is
only one of many political resources, and it rarely encompasses all the relevant values,
For analysts viewing themselves as objective technicians, however, the question is
more difficult. Limiting the analysis to optimistic assumptions violates their concep-
tion of analytical integrity: in honest analysis, the assumptions drive the results rather
than vice versa. Nevertheless, objective technicians may feel justified in going along if
they are confident that their clients” political opponents will draw attention to the
slanted assumptions.!® When objective technicians believe that the aggregate of analy-
sis reaching the political forum will be balanced, their acquiescence appears less
serious in terms of ethics and more serious in terms of professional reputation.

Indeed, if we focus solely on consequences, might not analysts have a responsi-
bility to slant their analysis to counter the slanted analyses of others? Imagine that the
person making the final decision lacks either the time or the expertise to evaluate the
technical validity of the analyses that are presented. Instead, the decision maker gives
the results of each analysis equal weight. In our example, the final decision would
be based on the average of the cost estimates presented by the various analysts. If one
analyst gives a pessimistic estimate and another gives a realistic estimate, then the
final decision will be biased toward the pessimistic. If the second analyst gives an
optimistic estimate instead, then the final decision may be less biased. The broader
consequences of compromising the procedural value of analytical integrity, however,
may be to increase the professional acceptability of slanted analyses, and thus make it
less likely that analysts will adopt the role of neutral technician in the future. Perhaps
attacking the methodology of the slanted analysis directly rather than counter slant-
ing, even if less effective for the issue at hand, would be better in the long run from the
perspective of the social role of the professional policy analyst.

Misrepresentation of Results. Analysts have less ethical room in which to
maneuver when their clients try to force them out of the range of the plausible.
Defense of analytical integrity would seem generally to require protest backed up
with the threat of resignation. The analysts” predicament, however, becomes much
more complicated when their clients do not actually try to force them to cook up
results but, rather, misrepresent what they have already done.

An analyst facing such misrepresentation is in a position similar to that of the
defense attorney in a criminal case in which the client insists on being given the
opportunity to commit perjury as a witness. By actively participating in the perjury,
the attorney would be clearly violating his or her responsibility as an officer of the

5More generally, this example suggests that the appropriate role for the analyst will depend on the
policy environment. In closed fora where the analysis is most likely to be decisive, the role of neutral tech-
nician seems most socially appropriate. In more open fora where all interests are analytically represented,
advocacy may be the most socially appropriate role. For a development of this line of argument, see Hank
C. Jenkins-Smith, Democratic Politics and Policy Analysis (Pacific Grove, CA: Brooks/Cole, 1990), 92-121.
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court. A more interesting problem arises if the client switches attorneys, conceals the
truth, and then commits the perjury. Hearing of the testimony, the first attorney knows
that perjury has been committed. Must he or she inform the court? One value at stake
is the integrity of judicial fact-finding. Another is the confidentiality of the communi-
cation between defendant and attorney that encourages defendants to be truthful so
that their attorneys can give them the most vigorous defense. Although there seems to
be a consensus in the U.S. legal profession that actually participating in perjury is
unethical, there does not appear to be a consensus about the resgonsibility of attor-
neys when they know that former clients are committing perjury.!

Confidentiality probably plays a more important social role in the relationship
between defense attorney and defendant than between analyst and client. The former
contributes to a system of justice that rarely convicts or punishes the innocent; the lat-
ter to more inquisitive and open public officials. Further, the public official’s obliga-
tion to honesty arises from a public trust as well as private virtue so that public
dishonesty, unjustified by other overriding values, lessens the force of confidentiality.
Therefore, the analyst’s ethical burden seems to go beyond refusal to participate
actively in the misrepresentation of the analysis.

Before taking any action, however, the analyst should be certain that the misrep-
resentation is intentional. Usually this involves confronting the client privately. Upon
hearing the analyst’s concern, the client may voluntarily correct the misrepresentation
through private communication with relevant political actors or other remedial action.
The client might also convince the analyst that some other value, such as national
security, justifies the misrepresentation. If the analyst becomes convinced, however,
that the misrepresentation is both intenfional and unjustified, then the next step (fol-
lowing the guidelines for whistle-blowing) should be to determine the amount of
direct harm that will result if the misrepresentation is left unchallenged. If little direct
harm is likely to result, then resignation alone may be ethically acceptable. If the direct
harm appears substantial, then the analyst bears a responsibility to inform the relevant
political actors as well.

Ethical Code or Ethos?

Professions often develop ethical codes to guide the behavior of their members. The
codes typically provide guidelines for dealing with the most common ethical predica-
ments faced by practitioners. The guidelines usually reflect a consensus of beliefs held
by members of professional organizations.!” Established and dominant professional
organizations with homogeneous memberships enjoy the best prospects for developing
ethical codes that provide extensive and detailed guidance.!® Although a professional

16For general background, see Phillip E. Johnson, Criminal Law (St. Paul, MN: West, 1980), 119-32.

7For empirical assessments of the degree of consensus over what constitutes ethical behavior within
two policy-related professions, see Elizabeth Howe and Jerome Kaufman, “The Ethics of Contemporary
American Planners,” Journal of the American Planning Association 45(3) 1979, 243-55; and James S. Bowman,
“Ethics in Government: A National Survey of Public Administrators,” Public Administration Review 50(3)
1990, 345-53.

18The American Society for Public Administration adopted a general set of moral principles that
evolved into a code of ethics for members in 1984. The code, which was revised in 1994, can be found on the
back cover of Public Administration Review. It provides specific admonitions relevant to policy analysts
under five general headings: Serve the Public Interest, Respect the Constitution and the Law, Demonstrate
Personal Integrity, Promote Ethical Organizations, and Strive for Professional Excellence.
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organization for policy analysts exists (the Association for Public Policy Analysis and
Management), it is young, still relatively small, and seeks to serve a very diverse mem-
bership with strong ties to other, more established, professions. Not surprisingly, it has
not yet tried to develop an ethical code. Even when it becomes more established, the
great diversity of its members and the organizational contexts in which they work
suggest the difficulty of developing a code that directly addresses a wide range of
circumstances.!®

Students of the policy sciences, however, have suggested some general guide-
lines that deserve consideration. For example, Yehezkel Dror proposes that policy
scientists not work for clients who they believe have goals that contradict the basic
values of democracy and human rights, and that they should resign rather than con-
tribute to the realization of goals with which they fundamentally disagree.?’
Obviously, the analyst who chooses only clients with similar worldviews and value
systems is less likely to face conflicts between the values of responsibility to client and
adherence to one’s conception of good than the analyst who is less selective.
Unfortunately, analysts often find themselves in situations where selectivity is imprac-
tical. All analysts face the problem of inferring the values and goals of potential clients
from limited information; in addition, analysts employed in government agencies
may find themselves working for new clients when administrations change. We have
already discussed the reasons why resignation is not always the most ethical response
to value conflicts between analysts and clients.

Most of Dror’s other proposals seem relevant to policy analysis. For example, he
proposes that clients deserve complete honesty, including explicated assumptions and
uncensored alternatives, and that analysts should not use their access to information
and influence with clients to further their own private interests. But these sorts of
admonitions would follow from the moral system most of us would accept as private
persons. In fact, some would argue that the moral obligations in most professions are
not strongly differentiated from those of the nonprofessional.?! A reasonable approach
to professional ethics for policy analysts, therefore, may be to recognize responsibility
to the client and analytical integrity as values that belong in the general hierarchy of
values governing moral behavior.

Rather than wait for a code of ethics, perhaps we should, as Mark Lilla argues,
work toward an ethos for the new profession of policy analysis.?? As teachers and
practitioners of policy analysis, we should explicitly recognize our obligations to pro-
tect the basic rights of others, to support our democratic processes as expressed in our
constitutions, and to promote analytical and personal integrity.2 These values should
generally dominate our responsibility to the client in our ethical evaluations.
Nevertheless, we should show considerable tolerance for the ways our clients choose
to resolve difficult value conflicts, and we should maintain a realistic modesty about
the predictive power of our analyses.

¥9For a discussion of some of the problems of developing an ethical code, see Guy Benveniste, “Ona
Code of Ethics for Policy Experts,” Journal of Policy Analysis and Management 3(4) 1984, 561-72, which deals
with the conduct of scientists and others who provide expert advice on policy questions.

20Yehezkel Dror, Designs of Policy Science (New York: American Elsevier, 1971), 119.

2See, for example, Alan H. Goldman, The Moral Foundations of Professional Ethics (Totowa, NJ:
Rowman and Littlefield, 1980).

2Mark T. Lilla, “Ethos, ‘Ethics,” and Public Service,” Public Interest (63) 1981, 3-17.

235ee J. Patrick Dobel, “Integrity in the Public Service,” Public Administration Review 50(3) 1990,

354-66, for a discussion of commitments to regime accountability, personal responsibility, and prudenceas '

moral resources for exercising discretion.
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or Discussion

1. Imagine that you are a policy analyst working as a budget analyst for your state’s
department of education. You have made what you believe to be a fairly accurate
prediction of the cost of a statewide class-size reduction program for elementary
schools. You just discovered that your supervisor is planning to testify before a
committee of the state assembly that the cost would be less than half of what you
predicted. What factors would you consider in deciding on an ethical course of
action?
Imagine that you are an analyst in a public agency. Think of a scenario in which
you would feel compelled to resign. Avoid extreme scenarios; instead, think of a
situation that would just push you over the edge. (Thanks to Philip Ryan, “Ethics

and Resignation: A Classroom Exercise,” Journal of Policy Analysis and Management
22(2) 2003, 313-18.) ' '
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Efficiency
and the Idealized
Competitive Model

C ollective action enables society to produce, distribute, and consume a great
variety and abundance of goods. Most collective action arises from voluntary
agreements among people—within families, private organizations, and exchange
relationships. The policy analyst, however, deals primarily with collective action
involving the legitimate coercive powers of government: public policy encour-
ages, discourages, prohibits, or prescribes private actions. Beginning with the
premise that individuals generally act in their own best interest, or at least what
they perceive as their self-interest, policy analysts bear the burden of providing
rationales for any governmental interference with private choice. The burden
applies to the evaluation of existing policies as well as new initiatives. It is an
essential element, if not the first step, in any analysis, and will often provide the
best initial insight into complex situations.

Our approach to classifying rationales for public policy begins with the
concept of a perfectly competitive economy. One of the fundamental bodies of
theory in modern economics deals with the properties of idealized economies
involving large numbers of profit-maximizing firms and utility-maximizing
consumers. Under certain assumptions, the self-motivated behaviors of these
economic actors lead to patterns of production and consumption that are effi-
cient in the special sense that it would not be possible to change the patterns in
such a way so as to make some person better off without making some other
person worse off.

»—  Economists recognize several commonly occurring circumstances of private

choice, referred to as market failures, that violate the basic assumptions of the
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idealized competitive economy and, therefore, interfere with efficiency in production
or consumption. The traditional market failures, which we discuss in Chapter 5, pro-
vide widely accepted rationales for such public policies as the provision of goods and
the regulation of markets by government agencies. Economists, until recently, have
paid less attention, however, to the plausibility of some of the more fundamental
assumptions about the behavior of consumers. For example, economic models usu-
ally treat the preferences of consumers as unchanging. Is this reasonable? Do
consumers always make the right calculations when faced with decisions involving
such complexities as risk? Negative answers to these questions, which we consider in
Chapter 6, may also provide rationales for public policies.

Of course, efficiency is not the only social value. Human dignity, distributional
equity, economic opportunity, and political participation are values that deserve con-
sideration along with efficiency. On occasion, public decision makers or ourselves as
members of society, may wish to give up some economic efficiency to protect human
life, make the final distribution of goods more equitable, or promote fairness in the
distribution process. As analysts, we have a responsibility to address these multiple
values and the potential conflicts among them. We discuss distributional and other
values as rationales for public policies in Chapter 7.

The Efficiency Benchmark: The Competitive
Economy

Imagine a world where each person derives utility (one’s perception of one’s own
well-being) from personally consuming various quantities of all possible goods,
including things, services, and leisure. We can think of each person as having a utility
function that converts the list of quantities of the goods consumed info a utility index
such that higher numbers imply greater well-being. We make several basic assump-
tions. First, other things equal, the more of any good a person has, the greater that
person’s utility. (We can incorporate unpleasant things such as pollution within this
framework by thinking of them as “goods” that decrease utility or result in disutility.)
And, second, additional units of the same good give ever-smaller increases in utility;
in other words, they result in declining marginal utility.

Now make the following assumptions about the production of goods: Firms
attempt to maximize profits by buying factor inputs (such as labor, land, capital,
and materials) to produce goods for sale. The technology available to firms for con-
verting factor inputs to final goods is such that, at best, an additional unit of output
would require af least as many units of inputs to produce as the preceding unit; in
other words, it becomes more costly in terms of resources to produce each addi-
tional unit of the good. Firms behave competitively in the sense that they believe
that they cannot change the prices of factor inputs or products by their individual
actions.

Each person has a budget derived from selling labor and his or her initial
endowments of the other factor inputs, such as capital and land. People maximize
their well-being by using their incomes to purchase the combinations of goods that
give them the greatest utility.

In this simple world, a set of prices arises that distributes factor inputs to firms
and goods to persons in such a way that it would not be possible for anyone to find a
reallocation that would make at least one person better off without making at least one
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person worse off.! Economists refer to such a distribution as being Pareto efficient. It is
a concept with great intuitive appeal: wouldn’t, and shouldn’t, we be dissatisfied with
an existing distribution if we could find an alternative distribution that would make
someone better off without making anyone else worse off? Although we would need
other criteria for choosing between two distributions that were each Pareto efficient,
we should, unless we are malevolent, always want to make Pareto-improving moves
from inefficient distributions to efficient ones.

Figure 4.1 illustrates the concept of Pareto efficiency involving the allocation of
$1,000 between two people. Assume that the two people will receive any mutually
agreed-upon amounts of money that sum to no more than $1,000. The vertical axis
represents the allocation to person 1 and the horizontal axis represents the allocation to
person 2. An allocation of all of the money to person 1 would appear as the point on the
vertical axis at $1,000; an allocation of all of the money to person 2 would appear as the
point on the horizontal axis at $1,000. The line connecting these two points, which we
call the potential Pareto frontier, represents all the possible allocations to the two

$1,000

($800, $200)

Pareto Frontier

Allocation to Person 1

($100, $900)

$100 F-----

$200 $1,000
Allocation to Person 2

Status quo: Point ($100, $200)
Potential Pareto Frontier: Line segment connecting ($1,000, $0) and ($0, $1,000)
Pareto Frontier: Line segment connecting ($800, $200) and ($100, $900)

Figure 4.1 Pareto and Potential Pareto Efficiency

IFor the history of general equilibrium theory, see E. Roy Weintraub, “On the Existence of 2
Competitive Equilibrium: 1930-1954,” Journal of Economic Literature 21(1) 1983, 1-39.
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persons that sum exactly to $1,000. Any point on this line or inside the triangle it forms
with the axes would be a technically feasible allocation because it gives shares that
sum to no more than $1,000.

The potential Pareto frontier indicates all the points that fully allocate the
$1,000. Any allocation that does not use up the entire $1,000 cannot be Pareto effi-
cient, because it would be possible to make one of the persons better off by giving
her the remaining amount without making the other person worse off. The actual
Pareto frontier depends on the allocations that the two people receive if they reach
no agreement. If they each receive nothing in the event they reach no agreement,

~ then the potential Pareto frontier is the actual Pareto frontier in that any point on it
would make at least one of the persons better off without making the other person
worse off.

Now imagine that, if these two people reach no agreement about an allocation,
person 1 receives $100 and person 2 receives $200. This point ($100, $200) can be thought
of as the status quo point—it indicates how much each person gets in the absence of an
agreement. The introduction of the status quo point reduces the Pareto frontier to the
line segment between ($100, $900) and ($800, $200). Only moves to this segment of the
potential Pareto frontier actually guarantee that each person is no worse off than
under the status quo.

Note that whether a particular point on the potential Pareto frontier is actually
Pareto efficient depends on the default allocations that comprise the status quo. More
generally, Pareto efficiency in an economy depends on the initial endowments of
resources to individuals.

The idealized competitive economy is an example of a general equilibrium model—
it finds the prices of factor inputs and goods that clear all markets in the sense that the
quantity demanded exactly equals the quantity supplied. Although general equilib-
rium models can sometimes be usefully applied to policy problems, limitations in data
and problems of tractability usually lead policy analysts to evaluate policies in one
market at a time.? Fortunately, a well-developed body of theory enables us to assess
economic efficiency in the context of a single market.

Market Efficiency: The Meaning of Social Surplus

We need a yardstick for measuring changes in efficiency. Social surplus, which mea-
sures the net benefits consumers and producers receive from participation in markets,
serves as an appropriate yardstick. In the context of the ideally competitive economy,
the Pareto-efficient allocation of goods also maximizes social surplus. When we look
across markets, the set of prices and quantities that give the greatest social surplus is
usually Pareto efficient. Moreover, differences in social surplus between alternative
market allocations approximate the corresponding sum of differences in individual
welfares. As social surplus is the sum of consumer surplus and producer surplus, we con-
sider each in turn.

2For a review of the use of general equilibrium models in education, see Thomas J. Nechyba, "What
Can Be (and What Has Been) Learned from General Equilibrium Simulation Models of School Finance?"
National Tax Journal 54(2) 2003, 387-414.
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Consumer Surplus: Demand Schedules as Marginal
Valuations

Imagine that you have the last five tickets to the World Cup Soccer final match. You
walk into a room and announce to those present that you own all the remaining tickefs
to the event and that you will sell these tickets in the following manner: Starting witha
high stated price, say, $500, you will keep lowering it until someone agrees to purchase
a ticket. You will continue lowering the stated price until all five tickets are claimed.
(An auction such as this with declining prices is known as a Dutch auction; in contrast,
an auction with ascending prices is known as an English auction.) Each person in the
room decides the maximum amount that he or she is willing to pay for a ticket. If this
maximum amount must be paid, then each person will be indifferent between buying
and not buying the ticket. Figure 4.2 displays the valuations for the persons in descend-
ing order from left to right. Although the stated prices begin at $500, the first accep-
tance is at $200. The purchaser obviously values this ticket at least at $200. Value in this
context means the maximum amount the person is willing to pay, given his or her |

$200

$180

$160

$140

$120

$100 | +$80 | +$60 | +$40 | +$20 | = $300 surplus
$100 f---—|---1 e e e B i

Valuations

$50

0 1 2 3 4 5 6
World Cup Tickets

Figure 4.2 Consumer Values and Surpluses
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budget and other consumption opportunities. You now continue offering successively
lower stated prices until you sell a second ticket, which a second person accepts at $180,
the second-highest valuation. Repeating this process, you sell the remaining three tick-
ets at $160, $140, and $120, respectively.

You were happy as a seller to get each person to pay the amount that he or she
valued the ticket. If, instead, you had announced prices until you found one (specifi-
cally, $100) such that exactly five people wanted to buy tickets, then some of the pur-
chasers would get tickets at a price substantially lower than the maximum amounts
that they would have been willing to pay. For example, the person with the highest
valuation would have been willing to pay $200 but only has to pay your set price of
$100. The difference between the person’s dollar valuation of the ticket and the price
that he or she actually pays ($200 — $100) is the surplus value that the person gains
from the transaction. In a similar way, the person with the second-highest surplus
gains $80 ($180 — $100). The remaining three purchasers receive surpluses of $60
($160 — $100), $40 ($140 — $100), and $20 ($120 — $100). Adding the surpluses realized
by these five purchasers yields a measure of the consumer surplus in this market for
World Cup tickets of $300.

The staircase in Figure 4.2 is sometimes called a marginal valuation schedule
because it indicates how much successive units of a good are valued by consumers in
a market. If, instead of seeing how much would be bid for successive units of the good,
we stated various prices and observed how many units would be purchased at each
price, then we would obtain the same staircase but recognize it as a demand schedule. Of
course, we would also get a demand schedule by allowing individuals to purchase
more than one unit at the stated prices. If we had been able to measure our good in
small enough divisible units, or if demanded quantities were very large, then the stair-
case would smooth out to become a curve.

How do we move from this conceptualization of consumer surplus to its mea-
surement in actual markets? We make use of demand schedules, which can be esti-
mated from observing market behavior.

Line D in Figure 4.3 represents a person’s demand schedule for some good, X.
(Later we will interpret the curve as the demand schedule for all persons with access to
the market.) Note that this consumer values all units less than choke price, P_, the price
that “chokes off” demand. The horizontal line drawn at P, indicates that she can pur-
chase as many units of the good as she wishes at the constant price P,. At price P; she
purchases a quantity Q. Suppose, however, she purchased less than (,; then she would
find that she could make herself better off by purchasing a little more because she would
value additional consumption more than its cost to her. (The demand schedule lies
above price for quantities less than (J;.) Suppose, on the other hand, she purchased more
than (J,, then she would find that she could make herself better off by purchasing a little
less because she would value the savings more than the lost consumption. At given
price P, the quantity Q, is an equilibrium because the consumer does not want to move
to an alternative quantity. The area of the triangle under the demand schedule but above
the price line, P a P, represents her consumer surplus from purchasing Q, units of
the good at price P,

Changes in consumer surplus are often the basis for measuring the relative effi-
ciencies of alternative policies. For example, how does consumer surplus change in
Figure 4.3 if a government policy increases price from P, to P;? The new consumer
surplus is the area of triangle P bP;, which is smaller than the area of triangle P 4P, by
the area of the trapezoid inscribed by P,baP, (the shaded region). We interpret the area
of the rectangle P,bcP, as the additional amount the consumer must pay for the units
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Figure 4.3 Changes in Consumer Surplus

of the good that she continues to purchase and the area of the triangle abc as the sur-
plus the consumer gives up by reducing consumption from Q, to Q;.

As an example of a government policy that raises price, imagine the imposition
of an excise (commodity) tax on each unit of the good in the amount of the difference
between P, and P,. Then the area of rectangle P,bcP, corresponds to the revenue
raised by the tax, which, conceivably, could be rebated to the consumer to offset
exactly that part of the consumer surplus lost. The consumer would still suffer the loss
of the area of triangle abc. Because there are no revenues or benefits to offset this
reduction in consumer surplus, economists define this loss in surplus due to a reduc
tion in consumption as the deadweight loss of the tax. The deadweight loss indicates
that the equilibrium price and quantity under the tax are not Pareto efficient—if it
were possible, the consumer would be better off simply giving the tax collector a
lump-sum payment equal to the area of P,baP,, in return for removal of the excise tax |
and its associated deadweight loss. ‘

The loss of consumer surplus shown in Figure 4.3 approximates the most
commonly used theoretical measure of changes in individual welfare: compensating
variation. The compensating variation of a price change is the amount by which the
consumer’s budget would have to be changed so that he or she would have the same
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utility after the price change as before. It thus serves as a dollar measure, or money
metric, for changes in welfare. If the demand schedule represented in Figure 4.3 were
derived by observing how the consumer varied purchases as a function of price, hold-
ing utility constant at its initial level (it thus would be what we call a constant-utility
demand schedule), then the consumer surplus change would exactly equal the compen-
sating variation.

Figure 4.4 illustrates how compensating variation can be interpreted as a
money metric, or proxy, for utility. The vertical axis measures expenditures by a per-
son on all goods other than good X; the horizontal axis measures how many units of
X she consumes. Suppose initially that she has a budget, B, but that she is not
allowed to purchase any units of X, say, because X is manufactured in another coun-
try and imports of it are prohibited. She will, therefore, spend all of B on other
goods. The indifference curve I indicates all the combinations of expenditures on
other goods and units of X that would give her the same utility as spending B on
other goods and consuming no units of X. Now imagine that the import ban is lifted
so that she can purchase units of X at price P,. She can now choose any point on the
line connecting B with the point on the horizontal axis indicating how many units of
X she could purchase if she spent zero on other goods, B/P,. Once this new budget
line is available, she will maximize her utility by selecting a point on the highest fea-
sible indifference I;, by purchasing x; units of X and spending her remaining budget
on other goods. Once X is available, it would be possible to return her to her initial
level of utility by reducing her initial budget by the distance between B and C on the

o
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Money Spent on All Other Goods
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Figure 44 Money Metrics for Utility
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vertical axis. This amount is her compensating variation associated with the avail-
ability of X at price P,. It is a dollar value, or money metric, for how much value she
places on being able to consume X.

Instead of asking how much money we could take away to make the person as
well off after introduction of imports of X as before, we could ask how much money
we would have to give her if X were not available so that she is as well off as she
would be with imports of X. This amount, called equivalent variation, is shown as the
distance between A and B on the vertical axis—if her budget were increased from B to
A, then she could reach indifference curve I; without consuming X.

In practice, we usually work with empirically estimated demand schedules that
hold constant consumers’ income (rather than utility) and all other prices. This constant
income, or Marshallian, demand schedule involves decreases in utility as price rises (and
total consumption falls) and increases in utility as price falls (and total consumption
rises). In comparison with a demand schedule holding utility constant at the initial
level, the Marshallian demand schedule is lower for price increases and higher for
price reductions. Fortunately, as long as either the price change is small or expendi-
tures on the good make up a small part of the consumer’s budget, the two schedules -
are close together and estimates of consumer surplus changes using the Marshallian
demand schedule are close to the compensating variations.>

Now, moving from the individual to society, consider the relationship between
price and the quantity demanded by all consumers. We derive this market demand
schedule by summing the amounts demanded by each of the consumers at each price.
Graphically, this is equivalent to adding horizontally the demand schedules for all the -
individual consumers. The consumer surplus we measure using this market demand
schedule would just equal the sum of the consumer surpluses of all the individual
consumers. It would answer these questions: How much compensation would have to
be given in aggregate to restore all the consumers to their original utility levels aftera
price increase? How much could be taken from consumers in the aggregate to restore
them all to their original utility levels after a price decrease?

Thus, if we can identify a change in price or quantity in a market that would pro-
duce a net positive increase in social surplus, then there is at least the potential for
making a Pareto improvement. After everyone is compensated, there is still something
left over to make someone better off. Of course, the change is not actually Pareto
improving unless everyone is given at least his or her compensating variations from |
the surplus gain.

Our primary use of consumer surplus in Chapter 5 is to illustrate the inefficien-
cies associated with the various market failures. For this purpose, an exclusive focus :
on the potential for Pareto improvement is adequate. In the context of cost-benefit -
analysis, the Kaldor-Hicks compensation principle advocates a similar focus on net
positive changes in social surplus as an indication of the potential for Pareto improve-
ments. When we consider cost-benefit analysis as a tool for evaluating policies in
Chapter 16, we discuss the implications of focusing on potential rather than actual
improvements in the welfare of individuals.

%In any event, the consumer surplus change measured under the Marshallian demand curve will lie
between compensating variation and equivalent variation. For a discussion of the use of consumer surplus
changes as a measure of changes in individual welfare, see Robert D. Willig, “Consumer Surplus without

|
|

Apology,” American Economic Review 66(4) 1976, 589-97. For a more intuitive justification of consumer sur- |

plus, see Arnold C. Harberger, “Three Basic Postulates for Applied Welfare Economics,” Journal of Economic
Literature 9(3) 1971, 785-97.
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Producer Surplus: Background on Pricing

In the ideal competitive model, it is standard to assume that marginal cost of pro-
duction for each firm rises with increases in output beyond equilibrium levels.
Because firms have some fixed costs that must be paid before any production can
occur, the average cost of producing output first falls as the fixed costs are spread
over a larger number of units, then rises as the increasing marginal cost begins to
dominate, because the use of some input, such as labor, becomes less efficient.
Consequently, some output level minimizes the average cost of the firm. The curve
marked AC in Figure 4.5 represents a U-shaped average cost curve for the firm. The
marginal cost curve is labeled MC. Note that the marginal cost curve crosses the aver-
age cost curve at the latter’s lowest point. When marginal cost is lower than average
cost, the latter must be falling. When marginal cost is higher than average cost, the
latter must be rising. Only when marginal cost equals average cost does average cost
remain unchanged. This is easily grasped by thinking about your average score for a
series of examinations—only a new score above your current average can raise your
average.

The total cost of producing some level of output, say, Jg, can be calculated in
one of two ways. First, because average cost is simply total cost divided by the quan-
tity of output, multiplying average cost at this quantity (ACg in Figure 4.5) by Qg
yields total cost as given by the area of rectangle AC;bQ0. Second, recalling that
marginal cost tells us how much it costs to increase output by one additional unit,
we can approximate total cost by adding up the marginal costs of producing succes-
sive units from the first all the way up to Q.. The smaller our units of measure, the

Marginal Cost (MC), Average Cost (AC), and Price (P)

Output Level per Unit of Time

Figure 4.5 Average and Marginal Cost Curves
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closer will be the sum of their associated marginal costs to the total cost of producing
Qg. In the limiting case of infinitesimally small units, the area under the marginal
cost curve (MC in Figure 4.5) from zero to Q¢ exactly equals total cost. (Those famil-
iar with calculus will recognize marginal cost as the derivative of total cost, so that
integrating marginal cost over the output range yields total cost; this integration is
equivalent to taking the area under the marginal cost curve between zero and the
output level.)

Now imagine that the market price for the good produced by the firm is Pg. The
firm would maximize its profits by producing Q, the quantity at which marginal cost
equals price. Because average cost is less than price at output level Q, the firm would
enjoy a profit equal to the area of rectangle P, abACg. Profit equals total revenue minus
total cost. (Total revenue equals price, Py, times quantity, (Jg, or the area of rectangle
PaQ.0; the total cost of producing output level (). is the area of rectangle AC;bQ.0)
In the competitive model, profit would be distributed to persons according to their ini-
tial endowments of ownership. But these shares of profits would signal to others that
profits could be made simply by copying the technology and inputs used by the firm.
As more firms enter the industry, however, total output of the good would rise and,
therefore, price would fall. At the same time the new firms would bid up the price of
inputs so that the entire marginal and average cost curves of all the firms would shift
up. Eventually, price would fall to P}, the level at which the new marginal cost equals
the new average cost. At P; profits fall to zero, thus removing any incentive to enter
the industry.

With no constraints on the number of identical firms that can arise to produce
each good, the Pareto-efficient equilibrium in the idealized competitive model is char-
acterized by zero profits for all firms. (Note that we are referring to economic profits,
not accounting profits. Economic profit is total revenue minus payments at competitive
market prices to all factors of production, including an implicit rental price for capital
owned by the firm. Accounting profit is simply revenue minus expenditures.) If the |
firm does not make an explicit payment to shareholders for the capital it uses, then
accounting profits may be greater than zero even when economic profits are zero. To
avoid confusion, economists refer to economic profits as rents, which are defined as
any payments in excess of the minimum amounts needed to cover the cost of supply,
Rents can occur in markets for inputs such as land and capital as well as in product
markets.

In the real economic world, unlike our ideal competitive model, firms cannot be |
instantaneously replicated; at any time some firms may thus enjoy rents. These rents,
however, attract new firms to the industry, so that over the long run we expect rents to |
disappear. Only if some circumstance prevents the entry of new firms will the rents
persist. Therefore, we expect the dynamic process of profit seeking to move the econ-
omy toward the competitive ideal.

To understand better the concept of rent, it is useful to contrast pricing ina |
monopolistic industry with one that is competitive. To begin, consider the case of an
industry with a single firm that does not have to worry about future competition.
This monopoly firm sees the entire demand schedule for the good, labeled D in
Figure 4.6. It also sees a marginal revenue curve (MR), which indicates how much rev-
enue increases for each additional unit offered to the market. The marginal revenue
curve lies below the demand schedule because each additional unit offered lowers
the equilibrium price not just for the last but for all units sold. For example, imagine
that increasing supply from 9 to 10 units decreases the market price from $100/unit to
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Average Cost (AC), Marginal Cost (MC),
Marginal Revenue (MR), and Price (D)

Quantity/Time

Competitive Pricing  Monopoly Pricing

Consumer Surplus: P.ce Pae
Total Revenue: P.cQ0 P,,a0,0
Total Cost: AC.dQ0 AC,b0,0
Rent: P.cdAC, PabAC,,
Deadweight Loss: 0 acf

Figure 46 Monopoly Pricing, Rents, and Deadweight Loss

$99 /unit. Revenue increases by $90 (10 times $99 minus 9 times $100). The height of
the marginal revenue curve above 10 units is thus $90, which is less than the height of
the demand schedule, $99. As long as marginal revenue exceeds marginal cost (MC),
profits can be increased by expanding output. The profit-maximizing level of output
occurs when marginal cost equals marginal revenue (where MC intersects MR). In
Figure 4.6, this output level for the monopoly firm, Q, , results in a market price, P,
and profits equal to the area of rectangle P, abAC_: total revenue (P, times Q, ) minus
total cost (AC,, times Q, ).

In contrast to the case of monopoly, consider the production decisions of one of
the firms in a competitive industry. Because it provides a small part of the total indus-
try supply, it ignores the effects of its supply on market price and, therefore, equates
marginal cost with price (the intersection of MC and D), yielding price P and profits
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P~cdAC.. The difference in profit between monopoly and competitive pricing is the
monopoly rent, a type of economic rent.

Remembering that the profits of the firm go to persons, we should take accoun;
of these rents in our consideration of economic efficiency. A dollar of consumer sur-
plus (compensating variation) is equivalent to a dollar of distributed economic profit’
If we set the price and quantity to maximize the sum of consumer surplus and ren,
then we will generate the largest possible dollar value in the market, creating the
prerequisite for a Pareto-efficient allocation.

The largest sum of consumer surplus and rent results when price equals mar|
ginal cost. A comparison in Figure 4.6 of the sums of consumer surplus and rent
between the competitive and monopoly pricing cases illustrates this general proposi
tion. The sum in the monopoly case, where marginal cost equals marginal revenue
(MC = MR), is the area between the demand schedule and the marginal cost curve
from quantity zero to Q,,. The sum in the competitive case, where marginal cost equals
price (MC = P), is the area between the demand schedule and the marginal cost curve,
from quantity zero to Q.. Obviously, the sum of consumer surplus and rent under
competitive pricing exceeds that under monopoly pricing by the shaded area between
the demand schedule and the marginal cost curve from Q,, to Q.. This difference, the
area of triangle acf, is the deadweight loss caused by monopoly pricing. That this area
is the deadweight loss follows directly from the observation that the marginal benefit
(D) exceeds the marginal cost (MC) for each unit produced in expanding output from |

Q,, to Qe

Producer Surplus: Measurement with Supply Schedules

We usually deal with markets in which many firms offer supply. Therefore, we
desire some way of conveniently summing the rents that accrue to all the firms sup-
plying the market. Our approach parallels the one we used to estimate compensat-
ing variations. First, we introduce the concept of a supply schedule. Second, we
show how the supply schedule can be used to measure the sum of rents to all firms'
supplying the market. ‘

Imagine constructing a schedule indicating the number of units of a good that
firms offer at each of various prices. Figure 4.7 shows the common case of firms facing .
increasing marginal costs. Firms offer a total quantity Q, at price P,. As price increases, |
firms offer successively greater quantities, yielding an upward-sloping supply schedulr. |
The schedule results from the horizontal summation of the marginal cost curves of the
firms. (For example, refer MC in Figure 4.5.) Each point on the supply curve tells us |
how much it would cost to produce another unit of the good. If we add up these mar-
ginal amounts one unit at a time, beginning with quantity equal to zero and ending at
the quantity supplied, then we arrive at the total cost of producing that quantity.
Graphically, this total cost equals the area under the supply curve from quantity zero
to the quantity supplied.

Suppose the market price is P, so that the quantity supplied is Q5. Then the total
cost of producing Q, is the area P, aQ,0. The total revenue to the firms, however,
equals price times quantity, given by the area of rectangle P;aQ; 0. The difference
between total revenue and total cost equals the total rent accruing to the firms. This
difference, called producer surplus, is measured by the total shaded area in Figure 47
inscribed by Pja P;.
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Figure 4.7 A Supply Schedule and Producer Surplus

Producer surplus need not be divided equally among firms. Some firms may
have unique advantages that allow them to produce at lower cost than other firms,
even though all firms must sell at the same price. For instance, a fortunate farmer with
very productive land may be able to realize a rent at the market price, while another
farmer on marginal land just covers total cost. Because the quantity of very productive
land is limited, both farmers face rising marginal costs that they equate with market
price to determine output levels. The general point is that unique resources—such as
especially productive land, exceptional athletic talent, easy-to-extract minerals—can
earn rents even in competitive markets. Excess payments to such unique resources are
usually referred to as scarcity rents. Unlike monopoly, scarcity rents do not necessarily
imply economic inefficiency.

Changes in producer surplus represent changes in rents. For example, if we want
to know the reduction in rents that would result from a fall in price from P, to P,, then
we compute the change in producer surplus in the market. In Figure 4.7 the reduction
in rents equals the dark shaded area P5abP,, the reduction in producer surplus.

Social Surplus

We now have the basic tools for analyzing efficiency in specific markets. A necessary
condition for Pareto efficiency is that it should not be possible to increase the sum of
compensating variations and rents through any reallocation of factor inputs or final
products. We have shown how changes in consumer surplus measure the sum of
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Figure 4.8 Inefficiencies Resulting from Deviations from the Competitive
Equilibrium

compensating variations and how changes in producer surplus measure changes in
rents. The sum of consumer and producer surpluses in all markets is defined as socil
surplus. Changes in social surplus, therefore, measure changes in the sums of comper-
sating variations and rents. For evaluating the efficiency implications of small changes 1
in the price and quantity of any one good, it is usually reasonable to limit analysis to-
changes in social surplus in its market alone.

Figure 4.8 reviews the inefficiencies associated with deviations from the equ1
librium price and quantity in a competitive market in terms of losses of socil
surplus. The efficient competitive equilibrium occurs at price P, and quantity Q,
the point of intersection of the supply (S) and demand (D) schedules. A policy that
increases price to P; involves a loss of social surplus given by the area of triangl|
abc—each forgone unlt between Q; and (), yields marginal value (as given by the,
height of the demand schedule) in excess of marginal cost (as given by the height of
the supply schedule). Consequently, social surplus can be increased by lowering
price so that the quantity supplied and demanded moves closer to Q. A policy that
decreases price to P, involves a loss of social surplus given by the area of triangle
ade—each addltlonal unit supplied and demanded between Q, and Q, yields
marginal cost (as given by the height of the supply schedule) that is in excess of
marginal benefit (as given by the height of the demand schedule). Consequently,
raising price to move the quantity supplied and demanded closer to Q, increases

social surplus.
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aveats: Models and Reality

The general equilibrium model helps us understand a complex world. As is the case
with all models, however, it involves simplifications that may limit its usefulness. It is
worth noting three such limitations.

First, the general equilibrium model is static rather than dynamic. Real
economies constantly evolve with the introduction of new goods, improvement in
technologies, and changes in consumer tastes. An amazing feature of the price sys-
tem is its capacity for conveying information among decentralized producers and
consumers about such changes, which Friedrich Hayek refers to as “the particulars
of time and place.” The equilibria of the competitive framework give us snapshots
rather than videos of the real world. Usually, the snapshot is helpful and not too
misleading. Nevertheless, policy analysts should realize that substantial gains in
social welfare result from innovations that were not, and perhaps could not, have
been anticipated. Policy analysts should be careful not to take too static a view of
markets. Large rents that seem well protected by barriers to entry, for example, may
very well spur innovative substitutes. In discussing each of the market failures in
the next chapter, we consider some of the market responses that may arise to reduce
social welfare losses.

Second, the general equilibrium model can never be complete: modelers simply
do not have enough information to incorporate all goods and services. If they could,
then it would be unlikely they could solve the model for its equilibrium. Our switch-
ing from the general equilibrium model to models of individual markets is a purpose-
ful restriction of the model so that it can be usefully applied. In most applications it is
a reasonable approach, though sometimes goods are such strong complements or
substitutes that it is not reasonable to look at them separately.®

Third, the assumptions of the general equilibrium model are often violated in the
real world. In the two chapters that follow, we consider the most important of these
violations of assumptions. We do so in the context of specific markets, acknowledg'jn%
that doing so may not fully capture all their implications in the wider economy.
Nonetheless, we see this analysis as highly valuable in helping policy analysts get
started in understanding the complexity of the world in which they work.

onclusion

The idealized competitive economy provides a useful conceptual framework for
thinking about efficiency. The tools of applied welfare economics, consumer and pro-
ducer surplus, give us a way of investigating efficiency within specific markets. In the
next chapter, we explicate four situations, the traditional market failures, in which
equilibrium market behavior fails to maximize social surplus.

“F. A. Hayek, “The Use of Knowledge in Society,” American Economic Review 35(4) 1945, 519-30 at 522.

5See Anthony E. Boardman, David H. Greenberg, Aidan R. Vining, and David L. Weimer, Cost—Benefit
Analysis: Concepts and Practice, 3rd ed. (Upper Saddle River, NJ: Pearson Prentice Hall, 2006), Chapter 5.

®R. G. Lipsey and Kelvin Lancaster, “General Theory of the Second Best,” Review of Economic Studies
24(1) 1956-1957, 11-32.
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For Discussion

1. Assume that the world market for crude oil is competitive, with an upward-sloping
supply schedule and a downward-sloping demand schedule. Draw a diagram tha
shows the equilibrium price and quantity. Now imagine that one of the major ol
exporting countries undergoes a revolution that shuts down its oil fields. Drawa
new supply schedule and show the loss in consumer surplus in the world oil market
resulting from the loss of supply. What assumptions are you making about the
demand for crude oil in your measurement of consumer surplus?

2. Now assume that the United States is a net importer of crude oil. Show the impa
of the price increase resulting from the loss of supply to the world market on
social surplus in the U.S. market.




Rationales for Public
Policy

Market Failures

The idealized competitive model produces a Pareto-efficient allocation of
goods. That is, the utility-maximizing behavior of persons and the profit-
maximizing behavior of firms will, through the “invisible hand,” distribute goods
in such a way that no one could be better off without making anyone else worse
off. Pareto efficiency thus arises through voluntary actions without any need for
public policy. Economic reality, however, rarely corresponds perfectly to the
assumptions of the idealized competitive model. In the following sections we dis-
cuss violations of the assumptions that underlie the competitive model. These
violations constitute market failures, that is, situations in which decentralized
behavior does not lead to Pareto efficiency. Traditional market failures are shown
as circumstances in which social surplus is larger under some alternative alloca-
tion to that resulting under the market equilibrium. Public goods, externalities,
natural monopolies, and information asymmetries are the four commonly recog-
nized market failures. They provide the traditional economic rationales for public
participation in private affairs.

71



72

Part II: Conceptual Foundations for Problem Analysis

Public Goods

The term public, or collective, good appears frequently in the literature of polig
analysis and economics. The blanket use of the term, however, obscures impor
tant differences among the variety of public goods in terms of the nature of the
market failure and, consequently, the appropriate public policy response. W
begin with a basic question that should be raised when considering any marke!
failure: Why doesn’t the market allocate this particular good efficiently? The
simplest approach to providing an answer involves contrasting public goods with
private goods.

Two primary characteristics define private goods: rivalry in consumption and
excludability in ownership and use. Rivalrous consumption means that what one
consumes cannot be consumed by another; a perfectly private good is characterized
by complete rivalry in consumption. Excludable ownership means that one has
control over use of the good; a perfectly private good is characterized by complete
excludability. For example, shoes are private goods because when one wears then|
no one else can (rivalrous consumption) and, because when one owns them
one can determine who gets to wear them at any particular time (excludabl
ownership).

Public goods, on the other hand, are, in varying degrees, nonrivalrous in con
sumption, nonexcludable in use, or both. In other words, we consider any good thatis
not purely private to be a public good. A good is nonrivalrous in consumption when
more than one person can derive consumption benefits from some level of supply
the same time. For example, a particular level of national defense is nonrivalrous in
consumption because all citizens benefit from it without reducing the benefits of
others—a new citizen enjoys benefits without reducing the benefits of those already
being defended. (Each person, however, may value the uniformly provided level of
defense differently.) A good is nonexcludable if it is impractical for one person to
maintain exclusive control over its use. For example, species of fish that rang
widely in the ocean are usually nonexcludable in use because they move freely
among regions such that no individual can effectively exclude others from harvest
ing them.

In practice, a third characteristic related to demand, the potential for congestior,
or congestibility, is useful in describing public goods. (The term crowding is often used
interchangeably with congestion.) Levels of demand for a good often determine the
extent to which markets supply public goods at inefficient levels. A good exhibits
congestion if the marginal social cost of consumption exceeds the marginal private cost of
consumption. For example, a considerable number of people may be able to hike in
a wilderness area without interfering with each other’s enjoyment of the experience
(a case of low demand) so that the marginal social cost of consumption equals the
marginal private cost of consumption and there is no congestion. However, a very
large number of hikers may reduce each other’s enjoyment of the wildernes
experience (a case of high demand) such that the marginal social cost of consumption
exceeds the marginal private cost of consumption and, therefore, the wilderness is
congested. The key point to recognize is that some goods may only be nonrivalrous
over some range of usage, but at some higher level of use, consumers begin to impose
costs on each other. Later we interpret the divergence between social and private
marginal costs as an externality.
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Excludability and Property Rights

Excludability implies that some individual can exclude others from use of the good. In
most public policy contexts in developed democracies, power to exclude others from
use of a good is dependent on property rights granted and enforced by the state and
its (judicial) organs. Property rights are relationships among people concerning the use
of things.! These relationships involve claims by rights holders that impose duties on
others. In contrast to political systems in which institutional arrangements create and
enforce property rights, there are anarchic, or Hobbesian, situations with no govern-
ment and no constraining norms or conventions where physical force alone deter-
mines the power to exclude.

Property rights to a good can be partitioned in multiple ways beyond what we
think of as simple ownership.? For example, a farmer may have a property right that
allows using water from a river only during specific months of the year. However, for the
purposes of a discussion of excludability, we treat goods as being controlled or “owned”
by a single actor. Effective property rights are characterized by clear and complete alloca-
tion of claims and high levels of compliance by those who owe the corresponding duties.
In this context, where the claim is to exclusive use of the good, compliance simply means
accepting exclusion. De jure property rights, which are granted by the state, are typically
clear though sometimes incomplete. These de jure property rights, however, may be
attenuated, or in some cases superseded, by extra-legal behaviors such as trespass, squat-
ting, poaching, or custom. Behaviors such as these may give rise to de facto property
rights, the claims that actually receive compliance from duty bearers. Sometimes de jure
property rights do not exist because changes in technology or relative prices create new
goods that fall outside of existing allocations. For example, advances in medical technol-
ogy have made stem cells valuable, but the right to their use is yet unclear.? Note that de
facto property rights may or may not present excludability problems, though often they
involve substantial costs to the claimants if they must employ physical protection sys-
tems, vigilance, stealth, or retaliation to enforce them. If these costs become too high, then
individuals may abandon attempts to exclude others from use of the good. In these cases,
the good is effectively nonexcludable.

Nonrivalrous Goods

As we concluded in our discussion of efficient pricing, the production of a private
good, involving rivalrous consumption, will be in equilibrium at a level where price
equals marginal cost (P = MC). On the demand side, the marginal benefits consumers
receive from additional consumption must equal price (MB = P) in equilibrium.
Therefore, marginal benefits equal marginal cost (MB = MC). Essentially the same
principle applies to nonrivalrous goods. Because all consumers receive marginal
benefits from the additional unit of the nonrivalrous good, however, it should be

!Por a seminal discussion of property rights, see Eirik Purubotn and Svetozar Pejovich, “Property
Rights and Economic Theory: A Survey of Recent Literature,” Journal of Economic Literature 10(4) 1972,
1137-62. For a review of property right issues, see David L. Weimer, ed., The Political Economy of Property
Rights: Institutional Change and Credibility in the Reform of Centrally Planned Economies (New York: Cambridge
University Press, 1997), 1-19.

2Yoram Barzel, Economic Analysis of Property Rights (New York: Cambridge University Press, 1989).

3See, Patti Waldmeir, “The Next Frontier: The Courtroom,” Scientific American 293(1) 2005, 17.
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produced if the sum of all individual consumers’ marginal benefits exceeds the
marginal cost of producing it. Only when output is increased to the point where the
sum of the marginal benefits equals the marginal cost of production is the quantity
produced efficient.

The sum of marginal benefits for any level of output of a purely nonrivalrous
public good (whether excludable or not) is obtained by vertically summing the mar-
ginal benefit schedules (demand schedules) of all individuals at that output level!
Repeating the process at each output level yields the entire social, or aggregate,
marginal benefit schedule. This process contrasts with the derivation of the social
marginal benefit schedule for a private good: individual marginal benefit schedules
(demand schedules) are added horizontally because each unit produced can only be
consumed by one person.

Figure 5.1 illustrates the different approaches. Panel (a) represents the demand for
a rivalrous good; panel (b) the demand for a nonrivalrous good. In both cases the
demand schedules of the individual consumers, Jack and Jill, for the good appear as
D) and D,, respectively. The market demand for the rivalrous good, the downward-
slopmg dark line, results from the horizontal addition of individual demands D, and
D, at each price. For example, at price P, Jack demands (; and Jill demands (), so that
the total quantlty demanded is ( (equal to Q; + Q,). Repeating this horizontal addlhon
at each price yields the entire market demand schedule. Note that at higher prices,
above P, Jack’s choke price, only Jill is willing to purchase units of the good, so that the
market demand schedule follows her demand schedule. If there were more consumers
in this market, then the quantities they demanded at each price would also be included
to obtain the market demand schedule.

Panel (b) presents the parallel situation for the nonrivalrous good, with the
caveat that we are unlikely to be able to observe individual demand schedules for
public goods (for reasons we discuss below). Here, the social marginal benefit at Q;
(MB4 corresponding to the point on Dg above (J) is the sum of the marginal benefits
enjoyed by Jack (MB, corresponding to the point on D; above ;) and Jill (MB, corre-
sponding to the point on D, above (J;). The social marginal valuation at this point is
obtained by summing the amounts that Jack and Jill would be willing to pay for the
marginal unit at (). The entire social marginal valuation schedule (MBj) is obtained
by summing Jack and Jill’s marginal valuations at each quantity. Note that for quant-
ties larger than Q_, Jack places no value on additional units so that the social demand
(social marginal benefit) schedule corresponds to the demand schedule of Jill.

Notice that in this example the upward-sloping supply schedule indicates that
higher output levels have higher marginal costs (a brighter streetlight costs more to
operate than a dimmer one); it is only the marginal cost of consumption that is equal,
and zero, for each person (they can each look at what is illuminated by the light with-
out interfering with the other). In other words, there are zero marginal social costs of
consumption but positive marginal costs of production at each level of supply.

A crucial distinction between rivalrous and nonrivalrous goods is that the valuations of
individual consumers cannot directly tell us how much of the nonrivalrous good should be
provided—only the sum of the valuations can tell us that. Once an output level has been
chosen, every person must consume it. Therefore, the various values different persons
place on the chosen output level are not revealed by their purchases as they would be

“Paul A. Samuelson, “Diagrammatic Exposition of a Theory of Public Expenditure,” Review of
Economics and Statistics 37(4) 1955, 350-56.
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in a market for a rivalrous good. Thus, price neither serves as an allocative mechanism nor
reveals marginal benefits as it does for a rivalrous good.

Why wouldn't individuals supply the level of output that equates marginal
cost with the sum of individual marginal benefits as they would in a market fora
rivalrous good? Return to panel (b) of Figure 5.1. There, the supply schedule for the
good, labeled S, indicates the social marginal cost of producing various levels of the
good. If Jill, who has demand D, for the nonrivalrous good makes her own decision,
she will purchase a quantity Q,, where her own marginal benefit schedule crosses
the supply schedule, which is less than the socially optimal quantity, Q,, which
equates social marginal benefit with social marginal cost. Jack, who has demand
(D,), would purchase Q, units of the good if he were the only demander in the mar-
ket. But if Jack knew that Jill would make a purchase, he would not find it in his own
self-interest to purchase any of the nonrivalrous good because, as the marginal ben-
efit schedules are drawn, Jill’s purchase quantity would exceed the amount that Jack
would want to purchase on his own. He would have an incentive to free-ride on Jill's
consumption, which he gets to enjoy because of nonrivalry. In other words, once Jill
purchases Q, units, Jack would not find it in his personal interest to purchase any
additional units on his own because each unit he purchases gives him less individ-
ual benefit than its price.

A market could still generate the optimal amount of the nonrivalrous good if all
consumers would honestly reveal their marginal valuations. (Notice that one of the
great advantages of the market for rivalrous goods is that consumers automatically
reveal their marginal valuations with their purchases.) Consumers do not normally have
an incentive to reveal honestly their marginal valuations, however, when they cannot be
excluded from consumption of the good.

Congestibility: The Role of Demand

An economically relevant classification of public goods requires attention to more
than their physical characteristics. At some level of demand, consumption of a good
by one person may raise the marginal costs other persons face in consuming the
good, so that the marginal social cost of consumption exceeds the marginal private
cost. Later we will define the divergence between social and private costs as an exter-
nality. In the context of congestion, or crowding, we are dealing with a particular type
of externality—an externality of consumption inflicted only on other consumers of
the good. :

Whether or not a particular good is congested at any particular time depends on
the level of demand for the good at that time. Changes in technology, population,
income, or relative prices can shift demand from levels that do not involve externali-
ties of consumption to levels that do. For example, a road that could accommodate
1,000 vehicles per day without traffic delays might sustain substantial traffic delaysin
accommodating 2,000 vehicles. In some cases, seasonal or even daily shifts in demand
may change the externalities of consumption, making a good more or less congested.
For example, drivers may face substantial traffic delays during rush hour but no
delays during midday.

We must be careful to distinguish between the marginal social cost of consump-
tion and the marginal cost of production. A purely nonrivalrous and noncongestible
good exhibits zero marginal costs of consumption. Yet increments of the good (unless
they occur naturally) require various factor inputs to produce. For instance, one waj
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to increase the level of defense is to increase readiness, say, by shooting off more
ammunition in practice. But it takes labor, machines, and materials to produce and
shoot the ammunition, things that could be used to produce other goods instead.
Thus, the marginal cost of production of defense is not zero; the marginal cost of con-
sumption is likely to be zero, however, for a given level of supply.

Some care is required in thinking about congestion in cases in which supply
cannot be added in arbitrarily small units. Many goods that display nonrivalry in
consumption also display lumpiness in supply. For example, one cannot simply add
small units of physical capacity to an existing bridge. To provide additional units of
capacity, one must typically either build a new bridge or double-deck the existing
one. Either approach provides a large addition to capacity. But this lumpiness is irrel-
evant to the determination of the relevance of congestion. The important considera-
tion is whether or not the external costs of consumption are positive at the available
level of supply. :

To summarize, three characteristics determine the specific nature of the public
good (and hence the nature of the inefficiency that would result solely from market
supply): the degree of rivalry in consumption; the extent of excludability, or
exclusiveness, in use; and the existence of congestion. The presence of nonrivalry,
nonexcludability, or congestion arising from changes in levels of demand can lead to
the failure of markets to achieve Pareto efficiency. The presence of either nonrivalry
or nonexcludability is a necessary condition for the existence of a public good mar-
ket failure.

A Classification of Public Goods

Figure 5.2 presents the basic taxonomy of public goods with the rivalrous/nonrivalrous
distinction labeling the columns and the excludability/nonexcludability distinction
labeling the rows. Additionally, the diagonals within the cells separate cases where
congestion is relevant (congested) from those cases where congestion is not relevant
(uncongested). By the way, note that the definitions of public goods that we provide
differ starkly from a common usage of the term public good to describe any good pro-
vided by government. In fact, governments, and indeed markets, provide both public and
private goods as defined in this taxonomy.

Rivalry, Excludability: Private Goods. The northwest (NW) cell defines
private goods, characterized by both rivalry in consumption and excludability in
use: shoes, books, bread, and the other things we commonly purchase and own. In
the absence of congestion or other market failures, the self-interested actions of con-
sumers and firms elicit and allocate these goods efficiently so that government inter-
vention would have to be justified by some rationale other than the promotion of
efficiency.

When the private good is congested (that is, it exhibits externalities of con-
sumption), market supply is generally not efficient. (In competitive markets the
marginal social cost of the good equals not just the price—the marginal cost of
production—but the sum of price and the marginal social costs of consumption.)
Rather than consider such situations as public goods market failures, it is more
common to treat them under the general heading of externality market failures.
Consequently, we postpone consideration of category NW2 in Figure 5.2 to our
discussion of externalities.
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Figure 5.2 A Classification of Goods: Private and Public

Nonrivalry, Excludability: Toll Goods. The northeast cell (NE) includes those
goods characterized by nonrivalry in consumption and excludability. Such goods are
often referred to as toll goods. Prominent examples include bridges and roads that,
once built, can carry significant levels of traffic without crowding. Other examples
include goods that occur naturally such as wilderness areas and lakes. Because exclu-
sion is in many cases economically feasible, a private supplier might actually come
forward to provide the good. For example, an enterprising individual might decide to
build a bridge and charge a crossing toll that would generate a stream of revenue more
than adequate to cover the cost of construction—hence, the label toll good. Clearly,
in these situations the problem is not supply, per se. Rather, the problem is twofold.
First, the private supplier may not efficiently price the facility that is provided.
Second, the private supplier may not provide the correct facility size to maximize
social surplus [Q. in Figure 5.1(b)].

With respect to the pricing problem, first consider the case of nonrivalrousness
and no congestion (NE1), one in which we can be certain that the private supplier will
not charge the efficient price, which is zero. In the absence of congestion, the social
marginal cost of consumption is zero, so that any positive price inappropriately dis-
courages use of the bridge. The shaded triangular area abc in panel (a) of Figure 53
represents the deadweight loss that results from a positive price (or toll) P, with the
demand schedule for crossings given by D. From the diagram we can see that any
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positive price would involve some welfare loss. The reason is that if a positive price is
charged, some individuals who, from the social perspective, should cross the bridge
will be discouraged from doing so. Why? Because those individuals who would
receive marginal benefits in excess of, or equal to, the marginal social cost of con-
sumption should cross. As the marginal social cost of consumption is zero (that is, lies
along the horizontal axis), any individual who would derive any positive benefit from
crossing should cross. Those who obtain positive marginal benefits less than the price,
however, would not choose to cross. The resulting deadweight loss may seem
nebulous—the lost consumer surplus of the trips that will not take place because of
the toll—but it represents a misallocation of resources that, if corrected, could lead to a
Pareto improvement.

The analysis just presented is complicated if the good displays congestion over
some range of demand (NE2). Return to the bridge example. We assumed that capac-
ity exceeded demand—but this need not be the case. Consumption is typically
uncongested up to some level of demand, but as additional people use the good, the
marginal social costs of consumption become positive. Goods such as bridges, roads,
and parks are potentially subject to congestion because of physical capacity con-
straints. Whether or not they are actually congested depends on demand as well as
capacity. Panel (b) of Figure 5.3 shows the marginal social costs of consumption for
goods that are congested. At low demand levels (for example, D, ), the marginal cost
of consumption is zero (in other words, consumption is uncongested), but at high
levels of demand (for example, Dp), consumption at a zero toll imposes marginal
costs on all users of the good. Line segments 0f, f¢, and gh trace out the marginal
social cost of consumption for the good over the range of possible consumption.
Notice that these costs are imposed by the marginal consumer, not by the good itself.
In the case of the bridge, for instance, the costs appear as the additional time it takes
all users to cross the bridge. If additional users crowd onto the bridge, then quite
concejvably marginal costs could become almost infinite: gridlock prevents anyone
from crossing the bridge until some users withdraw. The economically efficient price
is shown in panel (b) as P ..

Let us take a closer look at the incentives that lead to socially inefficient
crowding. Suppose that there are 999 automobiles on the bridge experiencing an
average crossing time of ten minutes. You are considering whether your auto
should be number 1,000 on the bridge. Given the capacity of the bridge, your trip
will generate congestion—everyone crossing the bridge, including yourself, will be
slowed down by one minute. In other words, the average crossing time of the users
rises by one minute to 11 minutes. Your personal calculus is that you will cross if
your marginal benefits from crossing exceed your marginal costs. In this case your
cost is 11 minutes (the new average consumption cost of 11 minutes for the group of
users). If you decide to cross, however, the marginal social costs of your decision
will be 1,010 minutes (the 11 minutes you bear plus the 999 additional minutes your
use inflicts on the other users). Thus, from the social perspective, if everyone places
the same value on time as you, then you should cross only if the benefits that you
receive from crossing exceed the cost of 1,010 minutes of delay!

In practice, nonrivalrous, excludable public goods that exhibit congestion
involve quite complex pricing problems; however, the basic principle follows readily
from the above discussion. Let us assume that the congestion occurs at regular time
periods as demand shifts over times of the day (roads at rush hour, for instance) or
seasons of the year. Efficient allocation requires that the price charged from users of the
good equal the marginal costs imposed on other users during each period of the day,
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implying a zero price during uncongested periods (more generally, price should equal
the marginal cost of production in the absence of congestion) and some positive price
during congested periods (the so-called peak-load price).

Many toll goods are produced by private firms. The firms must pay the cost of
producing the goods with revenues from user fees. That is, the stream of revenues
from the fees must cover the cost of construction and operation. To generate the
necessary revenues, firms must usually set the tolls above the marginal social costs
of consumption. Indeed, as profit maximizers, they set tolls at levels that maximize
their rent [the area of rectangle P,2Q,0 in Figure 5.3 (a)], based on the demand
schedule they face. Thus, market failure results because the fees exclude users who
would obtain higher marginal benefits than the marginal social costs that they
impose. The magnitude of the forgone net benefits determines the seriousness of
the market failure.

The problem of inefficient scale arises in the case of private supply because firms
seeking to maximize profits anticipate charging tolls that restrict demand to levels that
can be accommodated by smaller facilities. The result is that the facilities built are too
small from a social perspective. Further, the choice of facility size determines the level
of demand at which congestion becomes relevant.

Nonrivalry, Nonexcludability: Pure and Ambient Public Goods. We now
turn to those goods that exhibit nonrivalrous consumption and where exclusion is
not feasible—the southeast (SE) quadrant of Figure 5.2. When these goods are
uncongested, they are pure public goods. The classic examples of such public goods
are defense and lighthouses. One of the most important public goods in modern
societies is the generally available stock of information that is valuable in produc-
tion or consumption. With certain exceptions, to be discussed below, pure public
goods will not be supplied at all by markets because of the inability of private providers
to exclude those who do not pay for them. Contrast this with the NE quadrant,
where there is likely to be market provision, but at a price that results in dead-
weight losses.

The number of persons who may potentially benefit from a pure public good can
vary enormously, depending on the good: ranging from a particular streetlight, with
only a few individuals benefitting to national defense, where all members of the polity
presumably benefit. Because benefits normally vary spatially or geographically (that
is, benefits decline monotonically as one moves away from a particular point on the
map), we commonly distinguish among local, regional, national, international, and
even global public goods.> While this is a convenient way of grouping persons who
receive benefits, it is only one of many potential ways. For example, persons who
place positive values on wilderness areas in the Sierras may be spread all over North
America—indeed, all over the world. Some, or even most, of those who actually reside
in the Sierras may not be included in this category because their private interests
depend upon commercial or agricultural development of the area rather than upon
preservation.

We have already touched briefly on the major problem in the SE quadrant.
People who would actually receive some level of positive benefits, if the good is

5For an interesting discussion and classification of global public goods in health, see Todd Sandler
and Daniel G. Arce, “A Conceptual Framework for Understanding Global and Transnational Public Goods
for Health,” Fiscal Studies 23(2) 2002, 195-222.



82

Part II: Conceptual Foundations for Problem Analysis

provided, often do not have an incentive to reveal honestly the magnitude of these
benefits: if contributions for a public good are to be based on benefit levels, then individu-
als generally have an incentive to understate their benefit levels; if contributions are not
tied to benefit levels, then individuals may have an incentive to overstate their ben-
efit levels to obtain a larger supply. Typically, the larger number of beneficiaries, the
less likely is any individual to reveal his or her preferences. In such situations, pri-
vate supply is unlikely. As Mancur Olson has pointed out, however, two specific
situations can result in market supply of pure public goods.® He labels these situa-
tions the privileged group and the intermediate group cases.

The privileged group case is illustrated in Figure 5.4, where three consumers
receive benefits from the good according to their marginal benefit schedules. For
example, the three might be owners of recreational facilities in a valley and the good
might be spraying to control mosquitoes. The marginal benefit schedule of person3
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Deadweight loss from underprovision: abc

Figure 5.4 Private Provision of a Public Good: Privileged Group

8Mancur Olson, The Logic of Collective Action (Cambridge, MA: Harvard University Press, 1973}
43-52.
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(Ds) is high relative to the marginal benefit schedules of persons 1 and 2. (By rela-
tively high, we mean that at any quantity, person 3 places a much higher marginal
value on having an additional unit than do the other two persons.) In fact, it is suffi-
ciently high that person 3 will be willing to purchase (), of the good if the other two
persons purchase none. (Person 3’s demand schedule intersects with the supply
schedule at quantity (;.) Of course, once person 3 purchases Q,, neither person 1 nor
person 2 will be willing to make additional purchases. In effect, they free-ride on
person 3’s high demand. (We can speak of person 3’s marginal benefit schedule as a
demand schedule because she will act as if the good were private, revealing her
demand at various prices.) Despite the provision of Q, units of the public good,
compared to the socially efficient level Q, social surplus is lower by the area of
triangle abe.

In this case the demand of person 3 makes up such a large fraction of total
demand that the amount purchased (Q5) is fairly close to the economically efficient
level (Qy). In this sense, the three persons form a privileged group. Even when no one
person has a sufficiently high demand to make a group privileged, however, some pro-
vision of the good may result if the group is sufficiently small so that members can
negotiate directly among themselves. We recognize such a group as “intermediate”
between privileged and unprivileged: two or more members may, for whatever rea-
sons, voluntarily join together to provide some of the good, although usually at less
than the economically efficient level. Intermediate groups are generally small, or at
least have a small number of members who account for a large fraction of total
demand.

The situation just described closely resembles a positive externality (benefits
accruing to third parties to market transactions), which we discuss in detail in the next
section. Clearly, if person 1 and person 2 did not agree to finance jointly the public good
at the efficient level (Q,), they would nevertheless receive benefits from Q,, the
amount purchased by person 3. Through the purchase of Q,, person 3 receives the
private consumer surplus benefit given by the area of triangle P;bd and confers an
external (to herself) consumer surplus benefit of area bced on the other group mem-
bers. For analytical convenience, however, we maintain a distinction between public
goods and positive externalities. We restrict the definition of an externality to those
situations where provision of a good necessarily requires the joint production of a
private good and a public good. We reserve the public good classification for those
cases where there is no joint production. So, for example, mosquito control poses a
public good problem, while chemical waste produced as a by-product of manufactur-
ing poses an externality problem.

In many situations large numbers of individuals would benefit from the provi-
sion of a public good where no small group receives a disproportionate share of total
benefits. Such cases of large numbers raise the free-rider problem with a vengeance. In
situations involving large numbers, each person’s demand is extremely small relative
to total demand and to the cost of provision. The rational individual compares his
individual marginal benefits and costs. Take as an example national defense. The logic
is likely to be as follows: my monetary contribution to the financing of national
defense will be infinitesimal; therefore, if I do not contribute and everyone else does,
the level of defense provided, from which I cannot be effectively excluded, will be
essentially the same as if I did contribute. On the other hand, if I contribute and others
do not, national defense will not be provided anyway. Either way I am better off not
contributing. (As we will discuss shortly, free-riding arises in other contexts besides
the market provision of public goods; it can also occur when attempts are made to
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supply the economically efficient quantity of the public good through public sector
mechanisms.)

To summarize, then, the free-rider problem exists in the large-numbers case
because it is usually impossible to get persons to reveal their true demand (marginal
benefit) schedules for the good (it is even difficult to talk of individual demand sched-
ules in this context because they are not generally observable). Even though all would
potentially benefit if all persons agreed to contribute to the financing of the good so
that their average contributions (in effect, the price they each paid per unit supplied)
just equaled their marginal benefits, self-interest in terms of personal costs and bene-
fits discourages honest participation.

The concept of free-riding plays an important role in the theory of public goods.
There has been considerable debate among economists about the practical significance
of free-riding. Both observational and experimental evidence, however, suggest that
free-riding occurs, but perhaps not to the level predicted by theory.” John Ledyard, in
a summary of the experimental literature, concludes: “(1) In one-shot trials and in the
initial stages of finitely repeated trials, subjects generally provide contributions
halfway between the Pareto-efficient level and the free-riding level, (2) contributions
decline with repetition, and (3) face-to-face communication improves the rate of con-
tribution.”® Another survey concludes that higher individual marginal per capita
returns from the public good raises contributions, but free-riding problems tend to be
worse in larger groups than in smaller groups.”’ In the context of relatively small
groups that permit face-to-face contact, such as neighborhood associations, social
pressure maa/ be brought to bear, ensuring that failure to contribute is an unpleasant
experience.!¥ More generally, we would expect a variety of voluntary organizations
with less individual anonymity to arise to combat free-riding. There has also been con-
siderable theoretical interest in pricing mechanisms that encourage people to reveal
their preferences truthfully, though they have as yet been little used in practice.!

Thus far we have not considered the issue of congestion in the SE quadrant in
Figure 5.2. Some goods are simply not congestible and can be placed to the left of the
diagonal (SE1) within the SE quadrant. For instance, mosquito control, a local public
good, involves nonexcludability, nonrivalry in consumption, and noncongestibility;
no matter how many people are added to the area, the effectiveness of the eradication
remains the same. Similarly, national defense, a national or international public goed,
in general is not subject to congestion. In contrast, nature lovers may experience disu-
tility when they meet more than a few other hikers in a wilderness area.

We label nonrivalrous and nonexcludable goods that exhibit congestion, and
thus are appropriately placed into SE2, as ambient public goods with consumption

7See, for example, Linda Goetz, T. F. Glover, and B. Biswas, “The Effects of Group Size and Income on
Contributions to the Corporation for Public Broadcasting,” Public Choice 77(20) 1993, 407-14. For a review of
the experimental evidence, see Robert C. Mitchell and Richard T. Carson, Using Surveys to Value Public
Goods: The Contingent Valuation Method (Washington, DC: Resources for the Future, 1989), 133-49.

8John Ledyard, “Public Goods: A Survey of Experimental Research,” in John H. Kagel and AlvinE
Roth, eds., The Handbook of Experimiental Economics (Princeton, NJ: Princeton University Press, 1995), 111-%
at 121. For “real-world” evidence, see Marco Haan and Peter Kooreman, “Free Riding and the Provision of
Candy Bars,” Journal of Public Economics 83(2) 2002, 277-91.

“Douglas D. Davis and Charles A. Holt, Experimental Economics (Princeton, NJ: Princeton University
Press, 1993), 332-33.

10Thomas S. McCaleb and Richard E. Wagner, “The Experimental Search for Free Riders: Some
Reflections and Observations,” Public Choice, 47(3) 1985, 479-90.

'For an overview of demand revelation mechanisms, see Dennis C. Mueller, Public Choice I1 (New
York: Cambridge University Press, 1995), 124-34.
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externalities. Air and large bodies of water are prime examples of public goods that are
exogenously provided by nature. For all practical purposes, consumption (use) of
these goods is nonrivalrous—more than one person can use the same unit for such
purposes as disposing of pollutants.!? In other words, consumption of the resource
(via pollution) typically imposes no Pareto-relevant impact until some threshold, or
ambient-carrying capacity, has been crossed. Exclusion in many market contexts is
impossible, or at least extremely costly, because access to the resources is possible from
many different locations. For example, pollutants can be discharged into an air shed
from any location under it (or even upwind of it!).

Relatively few goods fall into category SE2. The reason is that as congestion sets
in, it often becomes economically feasible to exclude users so that goods that might
otherwise be in SE2 are better placed in NE2 instead. For example, to return to wilder-
ness hiking: once the density of hikers becomes very large, it may become economi-
cally feasible for a private owner to issue passes that can be enforced by spot checks.
Wilderness in this context is an ambient public good only over the range of use
between the onset of crowding and the reaching of a density where the pass system
becomes economically feasible. The efficiency problems associated with many of the
goods that do fall into category SE2 can alternatively be viewed as market failures
due to externalities. So, for example, the carrying capacity of a body of water can be
viewed as an ambient public good that suffers from overconsumption. Alternatively,
and more conventionally, the pollution that the body of water receives can be viewed
as an externality of some other good that is overproduced.

Rivalry, Nonexcludability: Open Access, Common Property Resources, and
Free Goods. Consider goods in the SW quadrant, where consumption is rivalrous,
but where exclusion is not economically feasible; in other words, there is open access to
the good. We should stress that in this quadrant we are dealing with goods that are
rivalrous in consumption. Trees, fish, bison, oil, and pastureland are all rivalrous in
consumption: if I take the hide from a bison, for instance, that particular hide is no
longer available for you to take. Specifically, open access means that anyone who can
seize units of the good controls their use. We normally use the term open access to
describe unrestricted entry of new users. However, the same kind of property right
problem arises with unrestricted use by a fixed number of individuals who already
have access. Yet, in these circumstances it is often plausible to talk in terms of owner-
ship in the sense that a fixed number of users may share collective property rights to
the good. These owners may still engage in open effort. Nonetheless, holding the prop-
erty rights gives them an incentive and possibly the means to reduce or eliminate
overconsumption.

No immediate market failure appears in those cases in which the good is natu-
rally occurring and where supply exceeds demand at zero price. As anyone can take
these goods without interfering with anyone else’s use, we refer to them as free goods
(SW1). Thus, although they are theoretically rivalrous in consumption, from an effi-
ciency perspective they are not because of the excess supply.

120ther sorts of consumption may be rivalrous. For example, taking water from a river for irrigation is
rivalrous. If congested, then the water should be treated as a common property resource (SW2 in Figure 5.2)
rather than as an ambient public good. The same river, however, might be nonrivalrous with respect to its
capacity to carry away wastes. See Robert H. Haveman, “Common Property, Congestion, and Environmental
Pollution,” Quarterly Journal of Economics 87(2) 1973, 278-87.
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In situations in which demand is higher so that there is no excess supply at zero
price, we have what is usually referred to as an open-access resource (SW2). When access
is limited to a defined group of potential users (in other words, entry is restricted), and
the users own the good in common, there is common property ownership. The distinction
between open-access and common property situations requires some elaboration. In
the case of common property, the limiting of access to a defined set of persons opens
the possibility of self-governance among them that reduces or eliminates open-effort
inefficiencies.!3 In the case of open access, however, the threat of new entrants effec-
tively eliminates the possibility of self-governance. Even in cases of common property,
individually rational behavior by members of the defined group can lead to ineffi
ciency in a way that may end up being indistinguishable from open access—in such
cases common property results in a common property resource problem. Consequently,
although much of the following discussion is framed in terms of open access, it is gen-
erally relevant to common property and open effort as well (recall this is the problem
illustrated in Chapter 1).

Market failure arises in the open-access case from the “infeasibility” of exclusion.
Why the quotation marks? Because, as we will see, open-access problems often occur
in situations in which institutional features rather than the inherent nature of the
goods make exclusion infeasible. For example, in most countries oil does not suffer
from open access because their governments have adopted laws that keep and enforce
exclusive property rights to subsurface resources for the governments themselves. In
the United States, however, oil has often suffered from the open access problem
because of the “rule of capture,” a legal doctrine that gives most subsurface rights to
the owner of the surface property. When different people own separate pieces of prop-
erty over the same pool of oil, the rule of capture prevents exclusion. Unless all the
owners agree to treat their combined property as a unit, the common reservoir of ol
will be extracted too quickly.

Nonexcludability leads to economically inefficient overconsumption of rivalrous
goods. It can also lead to underinvestment in preserving the stock of goods or to over-
investment in capital used to capture the good.!* Naturally occurring resources are
especially susceptible to the open-access problem. Persons with access to the resource
realize that what they do not consume will be consumed by someone else. Each per-
son, therefore, has an incentive to consume the resource at a faster rate than if he or she
had exclusive ownership. For instance, deforestation often results when a population
relies on a forest as a source of firewood. Further, the availability of underpriced fire-
wood does not give users the appropriate incentive to invest in stoves that use less
wood, and the fact that anyone can cut and gather wood discourages individuals from
replanting or nurturing trees.

Figure 5.5 illustrates the efficiency losses associated with overconsumption
when there is open access to a resource. The marginal social benefit schedule
(MSB) represents the horizontal summation (remember, we are dealing witha
rivalrous good) of all the demand schedules of individuals. The economically effi
cient level of consumption, Q,, results when marginal social cost (MSC) equals
marginal social benefit (MSC = MSB). Each individual, however, takes account of

13Gary D. Libecap, Contracting for Property Rights (New York: Cambridge University Press, 1989); and
Elinor Ostrom, Governing the Commons: The Evolution of Institutions for Collective Action (New York

Cambridge University Press, 1990).
14See Michael B. Wallace, “Managing Resources That Are Common Property: From Kathmandu to

Capitol Hill,” Journal of Policy Analysis and Management 2(2) 1983, 220-37.
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Figure 5.5 Overconsumption of Open Access Resources

only the costs that he or she directly bears, that is, marginal private costs (MPC).
This private marginal cost turns out to be the average cost for all demanders (ASC)
if marginal social cost is borne equally (that is, averaged) among consumers. With
everyone rationally treating average group cost as their marginal cost, equilibrium
consumption will be at Q ,, which is greater than the economically efficient level
Qp- The shaded triangle abc measures the loss in social surplus that results from the
overconsumption.

An example may help clarify why individuals in open-access and open-effort
(common property) situations have an incentive to respond to marginal private cost
rather than marginal social cost. Imagine that you are in a restaurant with a group of
ten people who have agreed to split the bill evenly. If you were paying your own tab,
then you would not order the fancy dessert costing $10 unless you expected to get at
least $10 worth of value from eating it. But because the actual cost to you of the dessert
will be $1 (the average increase in your bill, and for the bills of everyone else in the
group—$10 divided by ten people), you would be rational (ignoring calories, your
remaining stomach capacity, and social pressure) to order it as long as it would give
you at least one more dollar in value. You might continue ordering desserts until the
value you placed on one more fell to $1, your marginal private cost and the group
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average cost. In other words, your out-of-pocket cost for an additional dessert is the
increment to your bill. It is the cost of the dessert split equally among the members of
the group, or the average cost for members of the group. But this result is clearly inef-
ficient because you and everyone else in the group could be made better off if you
refrained from ordering the last dessert in return for a payment from the others of any
amount between $1 (your marginal private cost) and $9 (the difference between the
marginal social cost and your marginal private cost). Remember that the problem
arises here because you have access to items on the menu at below their real social (in
this case, group) cost.

Note two things about this example. First, as the number of people in the group
is restricted to ten, this is an open-effort rather than open-access situation in that mem-
bership in the group is closed. However, remember that we initially defined open-
access broadly as including “unrestricted use by those who already have access.” If
anyone could freely join the group and join in the tab splitting, then it would be a pure
open-access situation. As group size increases, the divergence between marginal pri-
vate and marginal group (social) costs increases, so that over-ordering increases.
Second, in this example, overordering is mitigated by the fact that participants must
consume the food at the table. If the participants could take doggie bags, or even resel
ordered food, then the incentives to over order would be even greater. Natural
resource extractors, who typically sell seized units rather than consume them, are thus
like those who are able to use doggie bags.

Modeling common property as a game between two potential users makes
clear how individual incentives lead to overexploitation from a social perspective.
Imagine that two ranchers have access to a grass land. Each must decide how many
head of cattle to graze on the grassland not knowing how many head the other will
graze. For simplicity, imagine that the choices are either 50 or 100 head of cattle.
These choices are the strategies available to the ranchers in this game. Each pair of
strategies, shown as the cells in Figure 5.6, yields pairs of payoffs to the two ranchers
given as (payoff to rancher 1, payoff to rancher 2). If each chooses to graze 50 head,
then each earns a profit of $1,000 because the total herd size of 100 can be accommo-
dated by the field. If each chooses to graze 100 head, then each earns a profit of only
$700 because the total herd size is much too large for the field so that the cattle gain
too little weight. If rancher 1 grazes 100 head and rancher 2 grazes 50 head, then
rancher 1 earns a profit of $1,200 and rancher 2 a profit of only $600. If rancher 1 grazes
50 and rancher 2 grazes 100, then it is rancher 2 who earns the $1,200 and rancher 1 the
$600. In these strategy combinations, the herd size is too big for the field, but the lost
weight per head does not offset the advantage to the more aggressive rancher of
grazing the extra 50 head.

Rancher 2
50 Head 100 Head

50 Head | ($1,000, $1,000) (8600, $1,200)

Rancher 1

100 Head ($1,200, $600) ($700, $700)

Figure 5.6 Choice of Herd Size as a Prisoner’s Dilemma
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A prediction of behavior in a game is the Nash equilibrium. In a two-person game, a
pair of strategies is a Nash equilibrium if, given the strategy of the other player, neither player
wishes to change strategies. In the game at hand, it is clear that each rancher restricting
his herd size to 50 head is not a Nash equilibrium: each could raise his profit from
$1,000 to $1,200 by switching to 100 head. But if one switched to 100 head, the other
could raise his profits from $600 to $700 by also switching. Only when both choose 100
head would neither player have an incentive to move back to 50 head. Thus, the only
Nash equilibrium in this game is for both to choose herds of 100 head. That this equi-
librium is Pareto inefficient is clear—each would be made better off if they chose herds
of 50 head.

Games with similar structure, called prisoner’s dilemmas, are widely used by
social scientists to model problems of cooperation.'® They are called noncooperative
games because of the assumption that the players cannot make binding commitments
to strategies before they must be chosen. If it were possible to make binding commit-
ments, then we could imagine the ranchers cooperating by agreeing to limit their herd
sizes to 50 head before strategies are chosen. As this game is only played one time, it is
called a single-play game. One could imagine that the ranchers faced the problem of
choosing herd sizes each year. It might then be reasonable to model their interaction as
a repeated game consisting of successive plays of the single-play, or stage, game. If the
repeated game consists of an infinite, or uncertain, number of repetitions, and players
give sufficient weight to future payoffs relative to current payoffs, then cooperative
equilibria may emerge that involve each repeatedly choosing strategies that would not
be equilibria in the stage game. (We return to these ideas when we discuss corporate
culture and leadership in Chapter 12.)

Natural resources (both renewable and nonrenewable) have the potential for
yielding scarcity rents, or returns in excess of the cost of production. With open
access or open effort, these rents may be completely dissipated. In Figure 5.5, for
instance, consumption at the economically efficient level O, would yield rent equal
to the area of rectangle Pyad AC,. The economically efficient harvesting of salmon, for
example, requires catch limits that keep the market price above the marginal costs of
harvesting. In the absence of exclusion, however, these rents may well be completely
dissipated.'® (At consumption level Q , in Figure 5.5, there is no rent.) The reason is
that fishers will continue to enter the industry (and those already in it will fish more
intensively) as long as marginal private benefits, the rents they can capture, exceed
the marginal private costs. Just as in the restaurant example, each fisher will ignore
the marginal costs that his behavior imposes on other fishers. If every fisher is
equally efficient, then his marginal private cost equals the average cost for the fish-
ers as a group.

The question of how rent should be distributed is usually one of the most con-
tentious issues in public policy. For example, how should the catch limits for salmon
be divided among commercial, sport, and Native fishers? Nevertheless, from the per-
spective of economic efficiency someone should receive the scarcity rent rather than
allowing it to be wasted. Indeed, economic efficiency as measured by reductions in the

15For introductions to game theory, see James D. Morrow, Game Theory for Political Scientists
(Princeton, NJ: Princeton University Press, 1994); and Martin J. Osborne and Ariel Rubenstein, A Course in
Game Theory (Cambridge, MA: MIT Press, 1994).

163ee, for example, L. G. Anderson, The Economics of Fishery Management (Baltimore, MD: Johns
Hopkins University Press, 1977).
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dissipation of rent was one of the goals of the regulatory alternatives for the British
Columbia salmon fishery analyzed in Chapter 1.

Note that demand for a resource may be sufficiently low so that it remains
uncongested at zero price. Increases in demand, however, may push the resource from
a free good (SW1) to an open-access good (SW2). A number of free goods, including
such resources as buffalo, forests, aquifer water, and rangeland, have been historically
important in North America. Typically, however, the free goods eventually disap-
peared as demand increased and excess supply was eliminated.!” Open access often
led to rapid depletion and, in some cases, near destruction of the resource before effec-
tive exclusion was achieved. For example, open access permitted destruction of the
Michigan, Wisconsin, and Minnesota pine forests.’® Nonexcludability continues to be
at the heart of many water use problems in the western United States.!® When animal
populations are treated as open-access resources, the final result of overconsumption
may be species extinction; such a result has already occurred with certain birds and
other animals with valuable organs or fur.

Thus far we have not specified the meaning of “feasible” exclusion. Many of the
goods we have given as examples appear not to be inherently nonexcludable. Indeed,
one of the most famous historical examples of open-access resource—sheep and cattle
grazing on the medieval English pasture—was “solved,” willy-nilly, without overt
government intervention, by the enclosure movement, which secured property rights
for estate holders. Similar enclosures appear to be currently taking place on tribal, his-
torically open-access, lands in parts of Africa.

It is useful to dichotomize open-access and common property problems into
those that are structural (where aspects of the goods preclude economically feasible
exclusion mechanisms) and those that are institutional (where economically efficient
exclusion mechanisms are feasible but the distribution of property rights precludes
their implementation). The averaging of restaurant bills, which we previously
discussed, serves as an excellent illustration of an institutional common property
problem. We can imagine an obvious exclusion mechanism that we know from
experience is economically feasible: separate bills for everyone. Institutional com-
mon property resource problems are usually not fundamentally market failures.
Rather, they are most often due to the failure of government to allocate enforceable
property rights (again the type of situation explored in the salmon fishery example
in Chapter 1).

Typically, the crucial factor in making a distinction between structural and
institutional problems is whether or not the good displays spatial stationarity. Trees are
spatially stationary, salmon are not, and bodies of water may or may not be. When
resources are spatially stationary, their ownership can be attached to the ownership of
land. Owners of the land are usually able to monitor effectively all aspects of their
property rights and, consequently, ensure exclusive use. Given exclusion, common
property resources become private resources that will be used in an economically

In the case of the buffalo, the opening of the railroad facilitated the hunting and transportation of
hides at much lower costs, so that what had previously been a free good became an open-access resource.
See John Hanner, “Government Response to the Buffalo Hide Trade, 1871-1883,” Journal of Law and
Economics 24(2) 1981, 239-71.

18Andrew Dana and John Baden, “The New Resource Economics: Toward an Ideological Synthesis,”
Policy Studies Journal 14(2) 1985, 233-43.

9B Delworth Gardner, “Institutional Impediments to Efficient Water Allocation,” Policy Studies
Review 5(2) 1985, 353-63; William Blomquist and Elinor Ostrom, “Institutional Capacity and the Resolution
of a Commons Dilemma,” Policy Studies Review 5(2) 1985, 283-93.
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efficient manner. Without spatial stationarity, ownership of land is not a good proxy
for low monitoring costs and the viability of enforcing exclusion. It does not necessar-
ily follow that the open-access or common property problem could not be dealt with
by some form of private ownership, but it does suggest that ownership of a defined
piece of land or water will not be adequate to ensure exclusion. Allocating fishing
rights to specific water acreage where the fish stock moves over considerable dis-
tances, or associating the rights to oil extraction to ownership of land when the oil
pool extends under a large number of parcels, illustrate the difficulty of creating effec-
tive property rights for nonstationary resources.

In summary, a stationary good may have common property resource characteris-
tics simply because its ownership is not well defined, perhaps because of the historical
accident that at one time supply exceeded demand at zero price. Nonstationary goods
generally require more complex policy interventions to achieve efficiency because the
linking of property rights to landownership will not serve as an effective proxy for
exclusive resource ownership of the resource.

Reprise of Public Goods

Returning to Figure 5.2, we summarize the efficiency implications of the various
types of market failures involving public goods. To reprise, the major problem with
toll goods (NE quadrant—nonrivalry, excludability) is underconsumption arising
from economically inefficient pricing rather than a lack of supply per se.
Congestion usually further complicates these problems by introducing the need for
variable pricing to achieve efficiency. In the case of pure and ambient public goods
(SE quadrant—nonrivalry, nonexcludability), the pervasiveness of free-riding gen-
erally leads to no market supply at all. In specific circumstances (a privileged or
intermediate group in which one or a few persons account for a large fraction of
demand), however, there may be some, and perhaps even nearly efficient, market
supply. In the case of open access resources (SW quadrant—rivalry, nonexcludabil-
ity), inefficiency results because individuals do not equate marginal social costs
with marginal benefits but, rather, marginal private costs with marginal benefits.
Hence, they inefficiently overconsume and inefficiently underinvest in enhancing
open-access resources.

Externalities

An externality is any valued impact (positive or negative) resulting from any action
(whether related to production or consumption) that affects someone who did not
fully consent to it through participation in voluntary exchange. Price changes in com-
petitive markets are not relevant externalities because buyers and sellers are engaging
voluntarily in exchange. We have already encountered a variety of externalities in our
discussion of public goods: private supply of nonrivalrous goods by privileged and
intermediate groups (a positive externality) and the divergence between marginal
private and marginal social costs in the use of congested resources (a negative exter-
nality). We reserve the label externality problem for those situations in which the good
conveying the valued impact on nonconsenting parties is the by-product of either the
production or consumption of some good.
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As is the case with open-access resources and ambient public goods, external:
ity problems involve attenuated property rights because either the rights to exclu-
sive use are incompletely specified or the costs of enforcing the rights are high
relative to the benefits. Secure and enforceable property rights often permit private
transactions to eliminate the economic inefficiency associated with an externality by
opening up the possibility for markets in the external effect. Indeed, one can think of
an externality problem as a missing market. We return to this point after discussinga
few examples.

Common examples of negative externalities include the air and water pollu-
tion generated by firms in their production activities, the cigarette smoke that non-
smokers must still breathe in public places in some countries, and the unsightliness
generated by a dilapidated house in a well-kept neighborhood. Persons who suffer
these externalities place different values on them. For instance, you may really fear
the health consequences of second-hand cigarette smoke, but I may be too old to
worry about it. Whereas I would be willing to pay only a small cost to avoid sitting
near a smoker, say, waiting an extra ten minutes for a restaurant table in the non-
smoking section, you might be willing to pay considerably more, say, waiting thirty
minutes or leaving the restaurant altogether. Note that we can think of placinga
value on these externalities in the same way we do for the goods we voluntarily
consume.

Common examples of positive externalities include vaccinations that reduce
everyone’s risk of infectious disease (so-called herd immunity) and the benefits that
neighbors receive from a homeowner’s flower garden and nicely painted house. An
important category of positive externality arises in the context of communication net-
works. One more person connecting to a Web-based digital music exchange provides
marginal social benefits that exceed marginal private benefits because everyone
already on the network has one more interface for potential exchange.?® Such positive
externalities are usually referred to as network, or adoption, externalities.

Externalities can arise in either production or consumption. Production exter-
nalities affect either firms (producer-to-producer externalities) or consumers
(producer-to-consumer externalities); consumption externalities may also affect the
activities of firms (consumer-to-producer externalities) or those of other consumers
(consumer-to-consumer externalities). In this context, the category of consumers that
are the recipients of externalities includes everyone in society. Table 5.1 provides sim-
ple examples of each type of externality. (Keep in mind that sometimes the same
activity may constitute a positive externality for some but a negative externality for
others.) Classifying a situation that potentially involves an externality is often a good
way to begin considering its efficiency implications, distributional impacts, and,
most important, possible remedies.

Efficiency Losses of Negative and Positive Externalities

Figure 5.7 illustrates the resource allocation effects of a negative externality in produc
tion. In the presence of a negative externality, firms will produce too much of the pr-
vate good that generates the externality. The market supply schedule for the private

20For an analysis of network externalities, see Hal R. Varian, Intermediate Economics: A Moder?
Approach (New York: W.W. Norton and Co., 1999), 606-12.
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Table 5.1 Examples of Externalities

Positive Negative
Producer- Recreational facilities attracting Toxic chemical pollution
to- people who give custom harming downstream
Producer to nearby businesses commercial fishing
Producer- Private timber forests providing Air pollution from factories
to- scenic benefits to nature lovers harming lungs of people living
Consumer nearby
Consumer- | Immunization of persons against Cigarette smoke from one
to- contagious disease helping person reducing enjoyment of
Consumer reduce risk to others meal by another
Consumer- | Unsolicited letters from Game hunters disturbing
to- consumers providing information | domestic farm animals
Producer on product quality

Price

Quantity/Time

Social Surplus at g, relative to Qg

Consumer surplus from private good:
Producer surplus of firms producing private good: smaller by (PycdP, — abd)
Losses to third parties bearing externality:
Social surplus:

larger by PycaP,

larger by abce
smaller by ace

Figure 5.7 Overproduction with a Negative Externality
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good, MPC, indicates the marginal costs borne directly by the firms producing it. For
example, if the private good were electricity, MPC would represent the marginal
amounts firms have to pay for the coal, labor, and other things that show up in their
ledgers. But MPC does not reflect the negative impacts of the pollution that results
from burning the coal. If somehow we could find out how much each person in soci-
ety would be willing to pay to avoid the pollution at each output level, then we could
add these amounts to the marginal costs actually seen by the firms to derive a supply
schedule that reflected total social marginal costs. We represent this more inclusive
supply schedule as MSC.

Economic efficiency requires that social marginal benefits and social marginal
costs be equal at the selected output level; this occurs at quantity Q,, where marginal
social cost (MSC) and demand (D) intersect. But because firms do not consider the
external costs of their output, they choose output level Q, at the intersection of MP(
and D. Relative to output level Q,, consumers of the private good being produced
gain surplus equal to area PycaP, (because they get quantity (), at price P, rather than
quantity Q, at price P;) and producers lose surplus equal to area PycdP, minus area
abd (the first area captures the effect of the lower price, the second the effect of
greater output). Those who bear the external costs, however, suffer a loss given by
the area abce (the area between the market and social supply curves over the output
difference; remember, the vertical distance between the supply curves represents the
external marginal cost). The net loss in social surplus is the area of triangle ace, the
algebraic sum of the surplus differences for the consumers and producers of the pri
vate good and the bearers of the externality. (This net social surplus loss is simpl
the deadweight loss due to the overproduction—the area between MSC and D from
Qo to Q,.) In other words, Pareto efficiency requires a reduction in output from the
equilibrium level in the market (Q,) to the level at which marginal social costs equal
marginal social benefits (Q,).

Turning to positive externalities, we can think of the private good generating
benefits that cannot be captured by the producer. For example, firms that plant trees
for future harvesting may provide a scenic benefit for which they receive no compen
sation. In Figure 5.8 we illustrate the demand schedule for the private good (trees for
future harvest) as D, which also gives the marginal private benefits (MPB). At each
forest size, however, the social marginal benefit schedule would equal the market
demand plus the amounts that viewers would be willing to pay to have the forest
expanded by another unit. MSB labels the social marginal benefit schedule, which
includes both the private and external marginal benefits. Market equilibrium results at
output level Q,, where the market demand schedule and the supply schedule inter-
sect. But if output were raised to Q,, consumer surplus would increase by area act
(resulting from increased consumption from Q, to (J,) minus area PycbP, (due to the
price rise from P, to Py), and producer surplus would increase by area PyabP,. The net
increase in social surplus, therefore, would be area abd. Again, we see that in the case
of an externality, we can find a reallocation that increases social surplus and thereby

offers the possibility of an increase in efficiency.

Market Responses to Externalities

Will the market always fail to provide an efficient output level in the presence of exter
nalities? Just as pure public goods will sometimes be provided at efficient, or nearly
efficient, levels through voluntary private agreements within intermediate groups, s0
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Consumer surplus: smaller by (acd — PycbP,)
Producer surplus: smaller by PyabPF,
Social surplus: smaller by abd

Figure 5.8 Underproduction with a Positive Externality

too may private actions counter the inefficiency associated with externalities. The
relevance of such private responses was first pointed out by Ronald Coase in a semi-
nal article on the externality problem.?! He argued that in situations in which property
rights are clearly defined and costless to enforce, and utility is linear in wealth, costless
bargaining among participants will lead to an economically efficient level of external
effect. Of course, the distribution of costs and benefits resulting from the bargaining
depends on who owns the property rights.

Before exploring the issue further, we must stress a very restrictive assumption
of Coase’s model that limits its applicability to many actual externality situations.
Namely, Coase assumes zero transaction costs in the exercise of property rights.?? In
many real-world situations, transaction costs are high usually because those produc-
ing and experiencing the externality are numerous. With large numbers of actors, the

ZIRonald Coase, “The Problem of Social Cost,” Journal of Law and Economics, 3(1) 1960, 1-44.

22For a conceptual discussion of transaction costs taking account of bargaining, see Douglas
D. Heckathorn and Steven M. Maser, “Bargaining and the Sources of Transaction Costs: The Case of
Government Regulation,” Journal of Law, Economics, and Organization 3(1) 1987, 69-98.
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bargaining that produces the Coasian outcome becomes impossible because of the
high costs of coordination in the face of opportunities for a free ride.

Nevertheless, Coase’s insight is valuable. He pointed out that in the case of small
numbers (he assumes one source and one recipient of the externality), the allocation of
property rights alone would lead to a negotiated (that is, private) outcome that is eco-
nomically efficient in the sense of maximizing the total profits of the parties.
Assuming that individuals make decisions based on the dollar value rather than the
utility value of external effects, efficiency results whether a complete property rightis
given to the externality generator (one bears no liability for damages caused by one’s
externality) or to the recipient of the externality (one bears full liability for damages
caused by one’s externality). Either rule should lead to a bargain being reached at the
same level of externality; only the distribution of wealth will vary, depending on
which rule has force. Assuming that individuals maximize utility rather than net
wealth, however, opens the possibility for different allocations under different prop-
erty rights assignments.?3

A moment’s thought should suggest why large numbers will make a Coasian
solution unlikely. Bargaining would have to involve many parties, some of whom
would have an incentive to engage in strategic behavior. For example, in the case ofa
polluter with no liability for damages, those experiencing the pollution may fear free
riding by others. In addition, firms may engage in opportunistic behavior, threatening
to generate more pollution to induce payments. Under full liability, individuals would
have an incentive to overstate the harm they suffer. Other things equal, we expect that
the greater the number of parties experiencing the externality, the greater will be the
costs of monitoring damage claims.

Nevertheless, private cooperation appears effective in some situations. For
instance, neighborhood associations sometimes do agree on mutually restrictive
covenants, and individual neighbors occasionally do reach contractual agreements on
such matters as light easements (which deal with the externalities of the shadows cast
by buildings).

Moreover, there is an important case where Coase-like solutions do arise, even
with large numbers of parties—namely, where (1) property rights become implicitly
established by usage; (2) the value of the externality (whether positive or negative) is
captured by (more technically, “capitalized into”) land values; (3) considerable time has
passed such that the initial stock of external parties has “rolled over”; and (4) external-
ity levels remain stable. The relevance of these conditions can best be explained withan
example. Suppose that a factory has been polluting the surrounding area for many
years without anyone challenging its owner’s right to do so. It is probable that the
pollution will result in lower property values.?* Residents who bought before the
pollution was anticipated will have to sell their houses for less—reflecting the impactot
the pollution. New homeowners, however, will not bear any Pareto-relevant externa-
ity, because the negative impact of the pollution will be capitalized into house prices.
The lower prices of the houses will reflect the market’s (negative) valuation of the
pollution. In other words, through the house price it is possible to get a proxy dollar

2For a discussion of this point and an overview of Coase, see Thrainn Eggertsson, Economic Behavior
and Institutions (New York: Cambridge University Press, 1990), 101-10.

%Indeed, changes in property values provide a basis for empirically estimating the social costs of
externalities. For example, with respect to air pollution, see V. Kerry Smith and Ju-Chin Huang, “Can
Markets Value Air Quality? A Meta-Analysis of Hedonic Property Value Models,” Journal of Politicl
Econonty 103(1) 1995, 209-27.




Chapter 5: Rationales for Public Policy: Market Failures 97

measure of the disutility of pollution. Notice that a second generation of homeowners
(that is, those who bought houses after the pollution was known and capitalized into
prices) would receive a bonus if the existing allocation of property rights were changed
so that the factory had to compensate current homeowners for existing levels of pollu-
tion. Of course, if there are unexpected changes in the level of pollution (or new infor-
mation about the harmful impacts of the pollution—see our discussion of information
asymmetry below), there will be, in effect, new (either positive or negative) impacts; in
these situations, considerable argument is likely to occur over who has rights to com-
pensation for the changes.

{atural Monopoly

Natural monopoly occurs when average cost declines over the relevant range of
demand. Note that this definition is in terms of both cost and demand conditions. In
the case of natural monopoly, a single firm can produce the output at lower cost than
any other market arrangement, including competition.

Although the cost-and-demand conditions establish the existence of a natural
monopoly situation, the price elasticity of demand determines whether or not the natural
monopoly has important implications for public policy. The price elasticity of demand
measures how responsive consumers are to price changes. Specifically, the price elas-
ticity of demand is defined as the percentage change in the quantity demanded that
results from a 1 percent change in price.?’ If the absolute value of the price elasticity of
demand is less than one (a 1 percent change in price leads to less than a 1 percent
reduction in the quantity demanded), then we say that demand is inelastic and an
increase in price will increase total revenue. A good is unlikely to have inelastic
demand if there are other products that, while not exactly the same, are close substi-
tutes. In such circumstances, the availability of substitutes greatly limits the economic
inefficiency associated with natural monopoly. For example, although local cable in
some television markets may have the cost-and-demand characteristics of natural
monopolies, many substitute products, including over-the-air television, satellite TV
providers, and DVD players, may prevent cable television companies from realizing
large monopoly rents in their local markets.

We should also keep in mind that, although we stated the basic definition of nat-
ural monopoly in static terms, markets in the real world are dynamic. Technological
change may lead to different cost characteristics, or high prices may bring on close or
even superior substitutes. The result may be the elimination of natural monopoly or
the supplanting of one natural monopoly technology by another.?® For example, espe-
cially in developing countries, cellular phones are direct substitutes for land-line
phones, providing competition for traditional telephone systems.

PMathematically, if the demand schedule is continuous, the price elasticity of demand at some quan-
tity equals the slope of the demand schedule at that quantity times the ratio of quantity to price. For exam-
ple, with linear demand schedule, Q = a - bP, the slope of the demand schedule (the derivative dQ/dP) is —b.
Therefore, the price elasticity of demand is e = —bP/Q. Note that the elasticity of a linear demand schedule
varies with quantity.

%For an example of a case study that finds that technological change significantly reduced
economies of scale and eliminated natural monopoly, see Stephen M. Law and James F. Nolan, “Measuring
the Impact of Regulation: A Study of Canadian Basic Cable Television,” Review of Industrial Organization
21(3) 2002, 231-49.
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Allocative Inefficiency under Natural Monopoly

We show a cost structure leading to natural monopoly in Figure 5.9. Marginal cost
(MC) is shown as constant over the range of output. Fixed cost (FC), which is not
shown in the figure, must be incurred before any output can be supplied. Because
of the fixed cost, average cost (AC) starts higher than marginal cost and falls toward
it as the output level increases. (AC = FC/Q + MC, where Q is the output level)
Although marginal cost is shown as constant, the same analysis would apply even
if marginal cost were rising or falling, provided that it remains small relative to
fixed cost.

Figure 5.9 shows the divergence between the firm’s profit-maximizing behav-
ior and economic efficiency. Let us first consider the economically efficient price and

ac=£C L yc

Q
FC= PACefPO

Price and Average Cost

Quantity/Time

Monopoly Pricing Efficient Pricing Average Cost Pricing

(P) (Po) (Fac)

Consumer surplus: P,cd Poad Pyced

Total revenue: P00 PyaQy0 PyceQac0
Total cost: FC+ Pyb0Q,0 FC + PyaQy0 FC+ PyfQuc0
Producer surplus: P,cbPy—FC -FC 0
Social surplus: Pydch — FC Pyad - FC Pyced
Net social surplus loss of monopoly pricing relative to efficient pricing: abc

Net social surplus loss of average cost pricing relative to efficient pricing: aef

Figure 5.9 Social Surplus Loss from Natural Monopoly
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output. Efficiency requires, as we discussed in the previous chapter, that price be set
equal to marginal cost (P = MC). Because marginal cost is below-average cost, the
economically efficient output level Q, results in the firm suffering a loss equal to FC.
Obviously, the firm would not choose this output level on its own. Instead, it would
maximize profits by selecting output level Q,, which equates marginal revenue to
marginal cost (MR = MC). At output level Q, , the market price will be P, and prof-
its equal to the area of rectangle P, cbP, — FC will result. Relative to output level Q,,
consumer surplus is lower by the area of P _caP,, but the profit of the firm is larger
by P_cbP,. The net loss in social surplus due to the underproduction equals the area
of the shaded triangle abc, the deadweight loss to consumers. (As noted in our
discussion of Figure 4.5, units of forgone output would have offered marginal bene-
fits in excess of marginal costs—a total loss equal to the area between the marginal
benefit, or demand schedule, and the marginal cost curve. Again, in Figure 5.9, this
loss is the area of triangle abc.)

Suppose that public policy forced the natural monopolist to price at the econom-
ically efficient level (P). The monopolist would suffer a loss of FC. Consequently, the
monopolist would go out of business in the absence of a subsidy to offset the loss.
Notice the dilemma presented by natural monopoly: forcing the monopolist to price effi-
ciently drives it out of business; allowing the monopolist to set price to maximize profits results
in deadweight loss.

Briefly consider what would happen if the firm were forced by public policy to
price at average, rather than marginal, cost; that is, if the firm priced at P, and pro-
duced Q . in Figure 5.9. Clearly, under these circumstances the firm can survive
because its costs are now being just covered. (Note that FC equals P ,-¢fP,.) Although
the deadweight loss under average cost pricing is much lower than under monopoly
pricing (area aef versus area abc), it is not eliminated. Therefore, average cost pricing rep-
resents a compromise to the natural monopoly dilemma.

Restraints When Markets Are Contestable

We can imagine circumstances in which the natural monopoly firm might, in fact, be
forced to price at average cost because of the threat of competition from potential
entrants. The crucial requirement is that entry to, and exit from, the industry be rela-
tively easy. Whether or not the firm has in-place capital that has no alternative use,
capital whose costs are sunk, usually determines the viability of potential entry and
exit. If the established natural monopoly has a large stock of productive capital that
cannot be sold for use in other industries, it will be difficult for other firms to compete
because they must first incur cost to catch up with the established firm’s capital
advantage. The in-place capital serves as a barrier to entry; the greater the replace-
ment cost of such capital, the higher the barrier to entry. For example, once a petro-
leum pipeline is built between two cities, its scrap value is likely to be substantially
less than the costs a potential competitor would face in building a second pipeline.
The greater is the difference, the greater is the ability of the established firm to fight
off an entry attempt with temporarily lower prices. Of course, keep in mind that the
ability of the firm to charge above the marginal cost level will be influenced by the
marginal costs of alternative transportation modes, such as truck and rail, which can
serve as substitutes.

Much economic research considers industries with low barriers to entry and
decreasing average costs, which, because of the threat of potential entry, are said to be
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in contestable markets.?” We expect markets that are contestable to exhibit pricing closer
to the efficient level. One of the most important debates in the literature arising from
the contestable market framework concerns the empirical significance of in-place cap-
ital as effective barriers to entry.?® Most natural monopolies appear to enjoy large
advantages in in-place capital, raising the question of whether they should be viewed
as being in contestable markets.

As we have seen, the “naturalness” of a monopoly is determined by the presence
of decreasing average cost over the relevant range of output. In many situations it
appears that average cost declines over considerable ranges of output but then flattens
out. In other words, initial economies of scale are exhausted as output increases. Whal
happens if demand shifts to the right (for example, with population increases) such |
that the demand curve intersects the flat portion of the average cost curve? There may
be considerable room for competition under these circumstances. Figure 5.10 illus-
trates such a situation. If demand is only D, (the “classic” natural monopoly), only one
firm can survive in the market. If demand shifts outward beyond D, to, say, D, twoar
more firms may be able to survive because each can operate on the flat portion of the
average cost curve.

Simply because two firms could survive at D, does not mean that two competing
firms will actually emerge as demand expands. If the original natural monopoly fim
expands as demand moves out, it may be able to forestall new entrants and capture al
of the market. Nevertheless, we are again reminded of the importance of looking
beyond the static view.

When considering natural monopoly from a policy perspective, we often find
that legal and regulatory boundaries do not correspond to the boundaries delineating
natural monopoly goods. Most discussion of industrial issues tends to be within the
framework of product “sectors,” such as the electric and the telephone industries.
Unfortunately, the economic boundaries of natural monopolies are not likely to
conform to these neat sectoral boundaries. Historically, regulation has often not recog:
nized this unpleasant fact. In addition, the existence, or extent, of a natural monopoly
can change as production technology or demand changes.

The telecommunications industry illustrates these definitional problems. In
1982, the U.S. Justice Department and AT&T agreed on a plan for the breakup of the
corporation. The agreement called for a division into two parts: the part that could be
expected to be workably contestable and the part that had strong natural monopoly
elements. Both long-distance services (contestable) and equipment manufacture and
supply (competitive) were largely deregulated, while local telephone exchanges wer
deemed to be regional natural monopolies.”” Similar problems with sectorl

27William ]. Baumol, John C. Panzar, and Robert D. Willig, Contestable Markets and the Theoryif
Industry Structure (New York: Harcourt Brace Jovanovich, 1982); and William ]. Baumol, “Contestable
Markets: An Uprising in the Theory of Industry Structure,” American Economic Review 72(1) 1982, 1-15. Fora
discussion of imperfect contestability, see Steven A. Morrison and Clifford Winston, “’Empirical Implications
and Tests of the Contestability Hypothesis,” Journal of Law and Economics 30(1) 1987, 53-66.

2For evidence that the U.S. Postal Service, for example, may have few natural monopoly characteris
tics, see Alan L. Sorkin, The Econtomics of the Postal Service (Lexington, MA: Lexington Books, 1980), Chapter#
and Leonard Waverman, “Pricing Principles: How Should Postal Rates Be Set?” in Perspectives on Posil
Services Issues, Roger Sherman, ed. (Washington, DC: American Enterprise Institute, 1980), 7-26.

29Kenneth Robinson, “Maximizing the Public Benefits of the AT&T Breakup,” Journal of Politl
Analysis and Management 5(3) 1986, 572-97. For discussion of technological change that eroded the naturd
monopoly characteristics of telephone services, see Irwin Manley, Telecommunications America: Markets witl:
out Boundaries (Westport, CT: Quorum, 1984).
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Figure 5.10 Shifting Demand and Multiple Firm Survival

definitions have not been well recognized in other contexts, however. For example,
electricity generation and transmission have typically been treated as part of an elec-
trical utility natural monopoly, although the evidence suggests that in many circum-
stances only transmission has the required cost and demand characteristics to be
considered a natural monopoly.®? (Running multiple sets of transmission lines across
the countryside would generally be inefficient; having multiple firms generating elec-
tricity would not be.)

Another dimension, apart from the sectoral, where the problem of defining
natural monopoly arises is the spatial. Over what spatial area does the natural monop-
oly exist? Almost all natural monopoly regulation corresponds to existing city, county,
state, and federal boundaries; but the economic reality of a natural monopoly knows
no such bounds—it is purely an empirical question how far (spatially) the natural
monopoly extends. Again, the appropriate spatial boundaries of a natural monopoly
can change with changes in technology.

%0For the case against treating any aspects of the electric industry as a natural monopoly, see Robert

EV. Poole, Jr., Unnatural Monopolies: The Case for Deregulating Public Utilities (Lexington, MA: Lexington
ooks, 1985).
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X-Inefficiency Resulting from Limited Competition

Thus far we have described the potential social costs of natural monopoly, whetheril
prices to either maximize profits or cover cost, in terms of deadweight loss caused by
allocational inefficiency. The social costs, however, may be larger because natural
monopolies do not face as strong incentives as competitive firms to operate at mini
mum cost. One of the greatest advantages of a competitive market is that it forces
firms to keep their costs down; in other words, the whole average and marginal cost
curves are as low as they can possibly be. In the absence of competition, firms may
be able to survive without operating at minimum cost. Harvey Leibenstein coined the
phrase X-inefficiency to describe the situation in which a monopoly does not achieve
the minimum costs that are technically feasible.3! (As we shall see, X-inefficiency is
not fully descriptive because transfers as well as technical inefficiencies are often
involved.) One also sometimes finds the terms cost inefficiency, operating inefficiency, or
productive inefficiency to describe the same phenomenon.

In Figure 5.11 we incorporate X-inefficiency into the basic analysis of monopoly
pricing. But ignore X-inefficiency for the moment. The deadweight loss associated
with a profit-maximizing natural monopoly is the darkly shaded triangular area al
(already discussed in Figure 5.9). If we take X-inefficiency into account, however, the

Price

Observed MC

P
0 8 | Minimum MC
[
|
! D
0 me Qm QO
Quantity/Time
Social surplus loss from efficient monopoly: abc

Minimum social surplus loss from inefficient monopoly:  aeg
Maximum social surplus loss from inefficient monopoly: aeg +MC,,,fgPo

Figure 5.11 X-Inefficiency under Natural Monopoly

31Gee Harvey J. Leibenstein, Beyond Economic Man (Cambridge, MA: Harvard University Press, 1976)
and Roger S. Frantz, X-Efficiency: Theory, Evidence and Applications (Boston, MA: Kluwer, 1988).
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minimum possible marginal cost curve is lower than that observed from the behavior
of the firm. The actual deadweight loss, therefore, is at least equal to the larger trian-
gular aeg—the additional loss of cbeg results because output is Q,,, rather than Q, .

Some or all of the very lightly shaded area MC,, fgP, represents unnecessary cost
that should be counted as either producer surplus or deadweight loss. If marginal
costs are higher than the minimum because the managers of the firms employ more
real resources such as hiring workers who stand idle, then the area MC,  f¢P, should
be thought of as a social surplus loss. If, on the other hand, costs are higher because the
managers pay themselves and their workers higher than necessary wages, we should
consider this area as rent—it represents unnecessary payments rather than the misuse
of real resources.?? If, however, potential employees and managers spend time or
other resources attempting to secure the rent (say, by enduring periods of unemploy-
ment while waiting for one of the overpaid jobs to open up), then the rent may be
dissipated and thus converted to deadweight loss.

Note that in the case of an unregulated natural monopoly, one would not expect
X-inefficiency to occur unless there were a divergence of information and interests
between owners of the firm and its managers. We put this type of problem into the
perspective of agency theory in our discussion of government failures in Chapter 8.

In summary, natural monopoly inherently involves the problem of undersupply
by the market. The extent of undersupply depends on the particular cost-and-demand
conditions facing the monopolist and the extent to which the market can be contested.
Natural monopoly may involve additional social surplus losses because the absence of
competition permits production at greater than minimum cost to persist.

iformation Asymmetry

Please note that we do not use the title “information costs” or “imperfect information”
in this section. The reason is that information is involved in market failure in at least
two distinct ways. First, information itself has public good characteristics.
Consumption of information is nonrivalrous—one person’s consumption does not
interfere with another’s; the relevant analytical question is primarily whether exclu-
sion is possible. Thus, in the context of lack of supply of public goods we are interested
in the production and consumption of information itself. Second, and the subject of
our discussion here, there may be situations in which the amount of information about
the characteristics of a good varies in relevant ways across persons. The buyer
and the seller in a market transaction, for example, may have different information
about the quality of the good being traded. Similarly, there may be differences in
the amount of information relating to the attributes of an externality between the gen-
erator of the externality and the affected party. Workers, for instance, may not be as
well informed about the health risks of industrial chemicals as their employers. Notice
that in the information asymmetry context we are not primarily interested in information as a
good, but in differences in the information that relevant parties have about any good. We thus
distinguish between information as a good (the public good case) and information
about a good’s attributes as distributed between buyer and seller or between externality
generator and affected party (the information asymmetry case).

2For evidence that unions are successful in capturing some of this rent in the presence of monopoly,
see Thomas Karier, “Unions and Monopoly Power,” Review of Economics and Statistics 67(1) 1985, 34—42.
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Inefficiency Due to Information Asymmetry

Figure 5.12 illustrates the potential social surplus loss associated with information
asymmetry.®® D, represents the quantities of some good that a consumer would pur
chase at various prices in the absence of perfect information about its quality. It can,
therefore, be thought of as the consumer’s uninformed demand schedule. D, repre
sents the consumer’s informed demand schedule—the amounts of the good that
would be purchased at various prices if the consumer were perfectly informed about
its quality. The quantity actually purchased by the uninformed consumer is deter-
mined by the intersection of D;; with the supply schedule, S. This amount, Q,; s
greater than (Q;, the amount that the consumer would have purchased if fully
informed about the quality of the good. The darkly shaded area abc equals the dead-
weight loss in consumer surplus resulting from the overconsumption. (For each unit
purchased beyond (), the consumer pays more than its marginal value as measured

Price

Quantity/Time

Uninformed consumption: Qu
Informed consumption: 0O
Deadweight loss if uninformed: abc

Extra producer rent if uninformed: PybaP;

Figure 5.12 Consumer Surplus Loss from Uninformed Demand

33This analysis was introduced by Sam Peltzman, “An Evaluation of Consumer Protection
Legislation: The 1962 Drug Amendments,” Journal of Political Economy 81(5) 1973, 1049-91. For a discussion
of the empirical problems in using this approach when some consumers overestimate and others underesli
mate the quality of some good, see Thomas McGuire, Richard Nelson, and Thomas Spavins, “An Evaluation
of Consumer Protection Legislation: The 1962 Drug Amendments: A Comument,” Journal of Political Ecoroiy
83(3) 1975, 655-61.
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by the height of the informed demand schedule.) This excess consumption also results
in a higher equilibrium price (P;), which transfers surplus equal to the area P baP,
from the consumer to the producer of the good. Figure 5.12 signals the presence of
information asymmetry if the producer could have informed the consumer about the
true quality of the good at a cost less than the deadweight loss in consumer surplus
resulting when the consumer remains uninformed. More generally, we have market
failure due to information asymmetry when the producer does not supply the amount of infor-
mation that maximizes the difference between the reduction in deadweight loss and the cost of
providing the information.

The same sort of reasoning would apply if the consumer underestimated rather
than overestimated the quality of the good. The consumer would suffer a deadweight
loss resulting from consuming less than ;. The incentives that the producer faces to pro-
vide the information, however, can be quite different in the two cases. In the case where
the consumer overestimates quality, providing information results in a lower price and,
therefore, a smaller transfer of surplus from the consumer to the producer, an apparent
disincentive to provide the information. In the case where the consumer underestimates
quality, providing information results in a higher price that increases producer surplus;
the prospect of this gain may encourage the producer to supply information. As we dis-
cuss later, however, this incentive to provide information can be muted if producers are
unable to get consumers to distinguish their products from those of competitors.

Diagnosing Information Asymmetry

Our first task in deciding when information asymmetry is likely to lead to market
failure is to classify goods into useful categories. Economists have generally
divided goods into two categories: search goods and experience goods.3* A good is a
search good if consumers can determine its characteristics with certainty prior to
purchase. For example, a chair in stock in a store is a search good because con-
sumers can judge its quality through inspection prior to purchase. A good is an
experience good if consumers can determine its characteristics only after purchase;
examples include meals, hairstyling, concerts, legal services, and used automobiles.
We add a third category, which we call post-experience goods, to distinguish those
goods for which it is difficult for consumers to determine quality even after they
have begun consumption. For example, people may fail to associate adverse health
effects with drugs that they are consuming. Experience goods and post-experience
goods differ primarily in terms of how effectively consumers can learn about qual-
ity through consumption. After some period of consumption, the quality of the
experience goods generally becomes apparent; in contrast, continued consumption
does not necessarily reveal to consumers the quality of the post-experience good.3

Within these three categories, a number of other factors help determine whether
information asymmetry is likely to lead to serious market failure. The effectiveness of
any information-gathering strategy, other things equal, generally depends on the
variance in the quality of units of a good (heterogeneity) and the frequency with which
consumers make purchases. The potential costs of the information asymmetry to

34The distinction between search and experience goods was introduced by Philip Nelson,
“Information and Consumer Behavior,” Journal of Political Economy 78(2) 1970, 311-29.

%See Aidan R. Vining and David L. Weimer, “Information Asymmetry Favoring Sellers: A Policy
Framework,” Policy Sciences 21(4) 1988, 281-303.
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consumers depend on the extent to which they perceive the full price of the good,
including imputed costs of harm from use.3® The cost of searching for candidate pur
chases and the full price determine how expensive and potentially beneficial it is for
consumers to gather information.

Search Goods. Searching can be thought of as a sampling process in which
consumers incur costs to inspect units of a good. A consumer pays a cost Cg to seea
particular combination of price and quality. If the price exceeds the consumer'’s mar
ginal value for the good, no purchase is made and the consumer either again pays(;
to see another combination of price and quality or stops sampling. If the consumer’s
marginal valuation exceeds price, then the consumer either makes a purchase or pays
Cs again in expectation of finding a more favorable good in terms of the excess of
marginal value over price. When Cj is zero, the consumer will find it advantageous o
take a large sample and discover the complete distribution of available price and qua
ity combinations so that the pre-search information asymmetry disappears. For larger
C,, however, the consumer will take smaller samples, other things equal, so that infor
mation asymmetry may remain. Additionally, because the range in price for a given
quality is likely to be positively correlated with price, optimal sample sizes will be
smaller the larger the ratio of C; to expected price.

The more heterogeneous the available combinations of price and quality, the
more likely that the consumer will fail to discover a more favorable choice for any
given sample size. In contrast, even small samples will eliminate information asym-
metry if the price and quality combinations are highly homogeneous. Once consumes
realize that nearly identical units are offered at the same price, the optimal sample siz
falls to one.

Going beyond a static view, the frequency of purchase becomes important in
determining whether information asymmetry remains. If the frequency of purchase
high relative to the rate at which the underlying distribution of combinations of price and qui
ity changes, then consumers accumulate information over time that reduces the magnitude of
the information asymmetry. If the frequency of purchase is low relative to the rate of
change in the underlying distribution, then accumulated information will not neces
sarily lead to reductions in information asymmetry. In either case, however, frequent
purchasers may become more experienced searchers so that C; falls and larger
samples become efficient.

Thus, if search costs are small relative to the expected purchase price or the
distribution of price and quality combinations is fairly homogeneous or the frequency
of purchase is high relative to the rate of change in the distribution of price and quak
ity combinations, then information asymmetry is unlikely to lead to significant ineff-
ciency. In the case where search costs are high relative to the expected purchase price,
distribution of price and quality combinations is very heterogencous, and the frequency of pur-
chase is relatively low, information asymmetry may lead to significant inefficiency. However,
if it is possible for producers to distinguish their products by brand, they havean
incentive to undertake informative advertising that reduces search costs for

36A formal specification of the concept of full price is provided by Walter Oi, “The Economics of
Product Safety,” Bell Journal of Economics and Management Science 4(1) 1973, 3-28. He considers the situatiot
in which a consumer buys X units of a good at price P per unit. If the probability that any one unit is defec
tive is 1 — q, then, on average, the consumer expects Z = gX good units. If each bad unit inflicts on averag
damage equal to W, then the expected total cost of purchase is C = PX + W(X — Z), which implies a full pric¢
per good unit of P* = C/Z = P/g + W(I - g)/g.
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consumers. When brands are difficult to establish, as in the case of, say, farm produce,
retailers may act as agents for consumers by advertising prices and qualities. Because
the veracity of such advertising can be readily determined by consumers through
inspection of the goods, and because retailers and firms offering brand name products
have an incentive to maintain favorable reputations, we expect the advertising gener-
ally to convey accurate and useful information. Reputation is likely to be especially
important in emerging electronic commerce markets because consumers cannot
directly examine goods before purchasing them. For example, one recent study found
that sellers” reputation had a statistically significant, albeit small, positive impact on
price for an Internet auction good.?”

In summary, search goods rarely involve information asymmetry that leads to
significant and persistent inefficiency. When inefficiency does occur, it takes the form
of consumers’ forgoing purchases that they would have preferred to ones that they
nevertheless found beneficial. From the perspective of public policy, intervention in
markets for search goods can rarely be justified on efficiency grounds.

Experience Goods: Primary Markets. Consumers can determine the quality of
experience goods with certainty only through consumption. To sample, they must
bear the search costs, C;, and the full price, P* (the purchase price plus the expected
loss of failure or damage collateral with consumption).® The full price of consuming a
meal at an unfamiliar restaurant, for instance, is the sum of purchase price (deter-
mined from the menu) and the expected cost of any adverse health effects (ranging
from indigestion to poisoning) from the meal being defective. Of course, even when
the expected collateral loss is zero, prior to consumption, the marginal value that the
consumer places on the meal is not known with certainty.

In contrast to search goods, where, holding search costs constant, consumers
optimally take larger samples for more expensive goods, they optimally take smaller
samples for more expensive experience goods. Indeed, for all but the very inexpensive
experience goods, we expect sampling (equivalent to the frequency of purchase for
experience goods) to be governed primarily by durability. For example, sampling to
find desirable restaurants will generally be more frequent than sampling to find good
used automobiles.

As is the case with search goods, the more heterogeneous the quality of an experience
good, the greater is the potential for inefficiency due to information asymmetry. The
consumption of an experience good, however, may involve more than simply forgoing
a more favorable purchase of the good. Once consumption reveals quality, the con-
sumer may discover that the good provides less marginal value than its price and
therefore regret having made the purchase regardless of the availability of alternative
units of the good. The realized marginal value may actually be negative if consumption
causes harm.

Learning from the consumption of experience goods varies in effectiveness. If
the quality of the good is homogeneous and stable, then learning is complete after the
first consumption—consumers know how much marginal value they will derive from

37Mikhail I. Melnik and James Alm, “Does a Seller’s Ecommerce Reputation Matter? Evidence from
eBay Auctions,” Journal of Industrial Economics 50(3) 2002, 337-49.

38[n our discussion of information asymmetry, we assume that consumers cannot sue producers for
damages (in other words, they do not enjoy a property right to safety.) As we discuss in Chapter 10, under
framework regulation, tort and contract law often reduce the inefficiency of information asymmetry by
deterring parties from withholding relevant information in market transactions.
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their next purchase, including the expected loss from product failure or collatera
damage. If the quality is heterogeneous or unstable, then learning proceeds more
slowly. Unless consumers can segment the good into more homogeneous groupings,
say, by brands or reputations of sellers, learning may result only in better ex ante est-
mates of the mean and variance of their ex post marginal valuations. When consumers
can segment the good into stable and homogeneous groupings, repeated sampling
helps them discover their most preferred sources of the good in terms of the mean and
variance of quality. For example, national motel chains with reputations for standard-
ized management practices may provide travelers with a low-variance alternative to
independent motels in unfamiliar locales.

When can informative advertising play an important role in reducing informa-
tion asymmetry? Generally, informative advertising can be effective when consumers
correctly believe that sellers have a stake in maintaining reputations for providing reli
able information. A seller who invests heavily in developing a brand name witha
favorable reputation is more likely to provide accurate and useful information thanan
unknown firm selling a new product or an individual owner selling a house or used
automobile.

When consumers perceive that sellers do not have a stake in maintaining a good
reputation, and the marginal cost of supply rises with quality, then a “lemons” prob-
lem may arise: consumers perceive a full price based on average quality so that only
sellers of lower than average quality goods can make a profit and survive in the market,
In the extreme, producers offer only goods of low quality.*?

When reliability is an important element of quality, firms may offer warranties
that promise to compensate consumers for a portion of replacement costs, collater
damage, or both. The warranties thus provide consumers with insurance against low
quality: higher purchase prices include an implicit insurance premium, and the poter
tial loss from product failure is reduced. The quality of a warranty may itself be uncer
tain, however, if consumers do not know how readily firms honor their promises.
Further, firms may find it impractical to offer extensive warranties in situations where
it is costly to monitor the care taken by consumers. Nevertheless, warranties arez
common device for reducing the consequences of information asymmetry for
experience goods.

Experience Goods: The Role of Secondary Markets. Producers and con-
sumers often turn to private third parties to help remedy information asymmetry
problems. Certification services, agents, subscription services, and loss control by
insurers are the most common market responses that arise.

Certification services “guarantee” minimum quality standards in processes or
products. Professional associations, for instance, often set minimum standards of
training or experience for their members—the board-certified specialties in medicine
are examples. Perhaps closer to most people’s experience, the Better Business Bureau

39The “lemons” argument originated with George Akerlof, “The Market for Lemons,” Quarterly
Journal tgf Economics 84(3) 1970, 488-500.

“0Economists have considered the role of expenditures to establish reputation as a means for higl
quality producers to distinguish themselves. See, for instance, Benjamin Klein and Keith B. Leffler, “Tre
Role of Market Forces in Assuring Contractual Performance,” Journal of Political Economy 89(4) 1981, 615;41?
and Paul Milgrom and John Roberts, “Price and Advertising Signals of Product Quality,” Journal of Politictl
Econonty 94(4) 1986, 796-821.
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requires members to adhere to a code of fair business practices. Underwriters
Laboratories test lproducts against minimum fire safety standards before giving its
seal of approval.#! When such services establish their own credibility, they help pro-
ducers to distinguish their goods satisfying the minimum standards from goods that
do not.

Agents often sell advice about the qualities of expensive, infrequently pur-
chased, heterogeneous goods. These agents combine expertise with learning from
being participants in a large number of transactions between different pairs of buy-
ers and sellers. For example, most people do not frequently purchase houses, which
are expensive and heterogeneous in quality. Because owners typically enjoy an
informational advantage by virtue of their experiences living in their houses,
prospective buyers often turn to engineers and architects to help assess structural
integrity. Art and antique dealers, jewelers, and general contractors provide similar
services.

The problem of excluding nonpaying users’ limits the supply of agents for goods
that are homogeneous because one consumer can easily pass along information that
the agent provides to prospective purchasers of similar units of the good. Inexpensive
goods are unlikely to provide an adequate incentive for consumers to pay for the
advice of agents. (Note that the full price is the relevant measure: one might very well
be willing to pay for a visit to a doctor to get advice about a drug with a low purchase
price but a high potential for harm to one’s health.) Finally, agents are less likely to be
relatively attractive for goods with high frequencies of purchase because consumers
can often learn effectively on their own.

Consumers often rely on the experiences of friends and relatives to gather infor-
mation about the quality of branded products. They may also be willing to pay for
published information about such products. But such subscription services, which
have public good characteristics, are likely to be undersupplied from the perspective
of economic efficiency because nonsubscribers can often free-ride on subscribers by
interrogating them and by borrowing their magazines. (The very existence of sub-
scription services such as Consumer Reports suggests that a large number of consumers
see the marginal costs of mooching or using a library as higher than the subscription

rice.)

P Insurers sometimes provide information to consumers as part of their efforts to
limit losses. For example, health maintenance organizations, which provide medical
insurance, often publish newsletters that warn members of potentially dangerous and
unhealthy goods such as diet products and tanning salons. Casualty insurers may
signal warnings through their premiums as well as through direct information. Fire
insurance underwriters, for instance, set premiums based on the types of equipment
that businesses plan to use; they also often inspect commercial properties to warn
proprietors of dangerous equipment and inform them about additions that could
reduce their risks of fire.

Experience Goods: Summary. By their very nature, experience goods offer the
potential for serious inefficiency caused by information asymmetry. Secondary markets,
however, limit the inefficiency for many experience goods by facilitating consumer
learning and providing incentives for the revelation of product quality. Nevertheless,

#For an overview of private organizations that set quality standards, see Ross E. Cheit, Setting Safety
Standards: Regulation in the Public and Private Sectors (Berkeley: University of California Press, 1990).
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problems are likely to remain in two sets of circumstances: first, when quality is highly
heterogeneous, branding is ineffective, and agents are either unavailable or expensive
relative to the full price of the good; and second, where the distribution of quality is
unstable, so that consumers and agents have difficulty learning effectively. In these
fairly limited circumstances, market failure may justify public intervention on efficiency
grounds.

Post-Experience Goods. Consumption does not perfectly reveal the true qua-
ity of post-experience goods 42 Quality remains uncertain because the individual cor
sumer has difficulty recognizing the causality between consumption and some of ifs
effects. For example, consumers may not recognize that the fumes of a cleaning prod-
uct increase their risks of liver cancer because they do not expect the product to have
such an effect. Often, the effects of consumption only appear after delay so that con-
sumers do not connect them with the product. Young smokers, for instance, may fully
appreciate the addictive power of tobacco only after they are addicted although t he
manufacturer did know, or should have reasonably known of this effect. Beyond
drugs, many medical services appear to be post-experience goods because patients
often cannot clearly link the state of their health to the treatments that they haye
received.

In some cases it is extremely difficult to distinguish between the lack of supplyof
a public good (the research to find out about the long-term effects of a product) and
information asymmetry. An example is DES, a drug that increases the risk of cancerin
mature daughters of women who used it during pregnancy. Many other drugs require
extended periods before all their effects are manifested. Did the seller know, or could
be reasonably expected to know, of the effect at the time of sale? If so, then it isan
information asymmetry problem.

In terms of our earlier discussion, the consumer of a post-experience good may
not have sufficient knowledge of the product to form reasonable estimates of its ful
price even after repeated consumption. In other words, whereas experience goods
involve risk (known contingencies with known probabilities of occurrence), post
experience goods involve uncertainty (unknown contingencies or unknown probabit
ities of occurrence). Further, repeated consumption of a post-experience good does not
necessarily lead to accurate conversion of uncertainty to risk.

Obviously, the potential for substantial and persistent inefficiency due t
information asymmetry is greater for post-experience goods than for experience
goods. Generally, frequent purchases are not effective in eliminating informatios
asymmetry for post-experience goods. In contrast to the case of experience goods, infor-
mation asymmetry can persist for an extended period for even homogeneous post-
experience goods.

Turning to private responses to the information asymmetry inherent in the pr-
mary markets for post-experience goods, we expect secondary markets in general to
be less effective than they are for experience goods because of learning problems.
Nevertheless, secondary markets can play important roles. For example, consider the

40ur category of post-expenence goods shares characteristics with Arrow’s “trust goods” and cif:
tures Darby and Karni’s “credence qualities.” Kenneth J. Arrow, “Uncertainty and the Welfare Economics®!
Medical Care,” American Economic Review 53(5) 1963, 941-73; and Michael R. Darby and Edi Karni, "Fiee
Competition and the Optimal Amount of Fraud,” Journal of Law and Economics 16(1) 1973, 67-88.
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services that are or have been privately offered to provide information about
pharmaceuticals. The Medical Letter on Drugs and Therapeutics, one of the few medical
periodicals that covers its costs through subscriptions rather than advertising,
provides independent assessments of all new drugs approved by the FDA. Many
hospitals, and some insurers, have formulary committees that review information
about drugs for participating physicians. Between 1929 and 1955, the American
Medical Association ran a seal of acceptance program that subjected all products
advertised in the Journal of the American Medical Association to committee review. The
National Formulary and the United States Pharmacopoeia were early attempts at stan-
dardizing pharmaceutical products. Of course, most of these information sources are
directed at physicians and pharmacists who commonly serve as agents for consumers
of therapeutic drugs. Although their learning from direct observation may not be
effective, they can often determine whether advertising claims for products are based
on reasonable scientific evidence.

Reprise of Information Asymmetry

The potential for inefficiency due to information asymmetry between buyers and sellers
can be found in many markets. There is some evidence that Web-based, or e-commerce,
markets are particularly prone to information asymmetry on some dimensions; for
example, consumers cannot touch or feel goods and are, therefore, less likely to be able
to assess directly their quality.%® The potential is rarely great for search goods, often great
for experience goods, and usually great for post-experience goods. The extent to which
the potential is actually realized, however, depends largely on whether public goods
problems hinder the operation of secondary market mechanisms that provide corrective
information. Thus, market failure is most likely in situations where information
asymmetry in primary markets occurs in combination with public goods problems in
secondary markets.

Rl .
-onclusion

Traditional market failures involve circumstances in which the “invisible hand” fails
to produce Pareto efficiency. They thus indicate possibilities for improving the
efficiency of market outcomes through collective action. Along with the pursuit of
distributional values, which we consider in Chapter 7, they constitute the most
commonly advanced rationales for public policy. However, other, less easily accom-
modated, discrepancies between the competitive framework and the real world also
suggest opportunities for advancing efficiency through collective action. These
discrepancies, the subject of the next chapter, provide additional rationales for
public policy.

For discussions of this issue, see Severin Borenstein and Garth Saloner, “Economics and Electronic
Commerce,” Journal of Economic Perspectives 15(1) 2001, 3-12; and James V. Koch and Richard ]. Cebula,
“Price, Quality, and Service on the Internet: Sense and Nonsense,” Contertporary Economic Policy 20(1) 2002,
25-37.
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For Discussion

1.

Suppose that you and two friends are going to share a house. You have to decide ‘
whether each of you will purchase your own groceries and cook your own meals,
or whether you will purchase groceries and cook meals as a group. What factors
might make you more or less likely to choose the group option? Would you be
more or less likely to choose it if there were five in the group rather than three?
Consider a developing country with a single railroad between the primary por
and the most populous city. Under what conditions might the railroad have nat
ural monopoly characteristics?

Under what conditions is the market for vaccination against a communicable dis
ease likely to be inefficient?

Show the social surplus loss in a situation in which a consumer’s uninformed
demand schedule lies below her informed demand schedule.



Rationales
for Public Policy

Other Limitations of the
Competitive Framework

Although the four traditional market failures (public goods, externalities, nat-
ural monopolies, and information asymmetries) represent violations of the ideal
competitive model, we nevertheless were able to illustrate their efficiency conse-
quences with the basic concepts of producer and consumer surplus. The conse-
quences of relaxing other assumptions of the competitive model, however, cannot
be so easily analyzed with the standard tools of microeconomics. This in no way
reduces their importance. They often serve as rationales, albeit implicitly, for pub-
lic policies.

We begin by considering two of the most fundamental assumptions of the
competitive model: first, participants in markets behave competitively, and sec-
ond, individual preferences can be taken as fixed, exogenous, and fully rational.
We next look at the assumptions that must be made to extend the basic competi-
tive model to uncertain and multiperiod worlds. We then consider the assumption
that the economy can costlessly move from one equilibrium to another when cir-
cumstances change. Finally, we address briefly the role of macroeconomic policy
in managing aggregate economic activity.

113
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Thin Markets: Few Sellers or Few Buyers

Participants in markets behave competitively when they act as if their individual deci-
sions do not affect prices. In other words, they take prices as given. It is reasonable to
assume competitive behavior when no seller accounts for a noticeable fraction of sup-
ply and no buyer accounts for a noticeable fraction of demand, which is usually the
case when there are many buyers and many sellers. In thin markets, markets with
either few sellers or few buyers, imperfect competition can lead to prices that differ
from the competitive equilibrium and hence result in Pareto-inefficient allocations of
inputs and goods.

We have already considered one important example of noncompetitive
behavior: natural monopoly. In the case of natural monopoly, declining average
cost over the relevant range of demand makes supply by more than one firm ineffi-
cient. Yet, the single firm, if allowed to maximize its profits, will produce too little
output from the perspective of economic efficiency. Whether or not a firm is a nat-
ural monopoly, it can at least temporarily command monopoly rents when it is the
only firm supplyinﬁg a market. The monopoly rents, however, will attract other
firms to the market.’ Unless technological, cost, or other barriers block the entry of
new firms, the monopoly will eventually lose its power to set price and command
rents.

Noncompetitive behavior can also occur on the demand side of the market. In
the case of pure monopsony, a single buyer faces competitive suppliers and, therefore,
can influence price by choosing purchase levels. When supply is not competitive, the
monopsonist may be able to extract some of the rents that would otherwise go to sup-
pliers. The resulting allocation of rents, however, will not necessarily be more efficient
than that without the exercise of monopsony power.

Intermediate between cases of perfect competition and monopoly is oligopoly. In
an oligopolistic industry, two or more firms account for a significant fraction of
output. (A common rule of thumb is that when the four-firm concentration ratio, the
percentage of industry sales by the four leading firms, reaches about 40 percent, the
leading firms begin to realize their mutual dependence.?) The belief that oligopoly
often leads to monopoly pricing, either through collusive agreements to limit output
(cartelization) or through cutthroat competition to drive firms from the industry to
obtain an actual monopoly, has motivated much of antitrust law. A full evaluation of
antitrust policy requires a critical review of the various models of oligopoly, a task
beyond the scope of this text.? It is sufficient for our purposes to note that imperfect
competition often serves as a rationale for public intervention.

1Of course, firms are always looking for opportunities to price above competitive levels. An extensive
business strategy literature analyzes the ways in which firms can create and preserve rents. See, for exam-
ple, David A. Besanko, David Dranove, Mark Shanley, and Scott Schaefer, Economics of Strategy, 4th ed.
(New York: John Wiley & Sons, 2007).

2F. M. Scherer, Industrial Pricing: Theory and Evidence (Chicago: Rand McNally, 1970), Some
economists have argued that high concentration, per se, does not necessarily lead to collusion. For a
review of this argument, see Yale Brozen, Concentration, Mergers, and Public Policy (New York: Macmillan,
1982), 9.
3For an overview, see W. Kip Viscusi, Joseph E. Harrington, Jr., and John M. Vernon, Economics of
Regulation and Antitrust, 4th ed. (Cambridge, MA: MIT Press, 2005). For an advanced treatment, see Jean
Tirole, The Theory of Industrial Organization (Cambridge, MA: MIT Press, 1988).
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The Source and Acceptability of Preferences
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demanded.’ More recently, however, empirical evidence suggesting quantity effects
from advertising has been accumulating for goods, such as tobacco and alcohol, that
have particular relevance to public policy.® In cases in which advertising does appear
to increase market demand, however, we often have no empirical basis for clearly sep-
arating behavior that results from better information about available choices from
behavior that results from changes in preferences. Only the latter potentially involves
economic inefficiency.

Preferences may also change as a result of the consumption of addictive goods.
Repeated use of cocaine and tobacco, for example, may produce physical dependen-
cies that increase the relative importance of these goods in people’s utility functions.
People who are not able to appreciate fully the consequences of the dependency may
overconsume to the detriment of their future happiness. In a sense, we encounter the
sort of information asymmetry that we have already discussed. The addictive sub-
stance is a post-experience good, perhaps with an irreversible consequence—namely,
a change in the person’s utility function.” Thus, public intervention offers at least the
potential for Pareto improvement.®

Utility Interdependence: Other-Regarding Preferences

Going beyond the question of how preferences arise, we next confront the implica-
tions of relaxing the assumption that the utility of individuals depends only on
the goods that they personally consume. Such preferences are self-regarding. Most of us
are also other-regarding in the sense that we do care about the consumption of at least
some others: we give gifts to those we know and donations to charities that help those
we do not know. This sort of altruistic behavior is most obvious in the context of the
family. Parents typically care deeply about the goods their children consume. We can
accommodate this interdependence in the competitive model by taking the house-
hold, rather than the individual, as the consuming unit. As long as we are willing to
think of the household as having a utility function that appropriately reflects the pref-
erences of household members, the competitive equilibrium will be economically effi-
cient. Unfortunately, parents are not always adequately paternal. In cases of abuse, for
instance, most of us would agree that public intervention is justified to ensure that the
utilities of the children are being adequately taken into account in the distribution of
goods (including especially safety).

Interdependence causes much greater conceptual difficulty when utilities
depend not only on the absolute quantities of goods people consume but also on the

SWilliam S. Comanor and Thomas A. Wilson, “The Effect of Advertising on Competition: A Survey,”
Journal of Economic Literature 17(2) 1979, 453-76; Mark S. Albion and Paul W. Farris, The Advertising
Controversy: Evidence on the Economic Effects of Advertising (Boston: Auburn House, 1981).

8For example, see Henry Saffer and Dhaval Dave, “Alcohol Consumption and Alcohol Advertising
Bans,” Applied Economics 34(11) 2002, 1325-34; and Wei Hu, Hai-Yen Sung, and Theodore E. Keeler, “The
State Antismoking Campaign and Industry Response: The Effects of Advertising on Cigarette Consumption
in California,” American Economic Review 85(2) 1995, 85-90.

’Gary S. Becker and Kevin M. Murphy, “A Theory of Rational Addiction,” Journal of Political Econony
96(4) 1988, 675-700.

8For an application to smoking, see David L. Weimer, Aidan R. Vining, and Randall K. Thomas,
“Cost-Benefit Analysis Involving Addictive Goods: Contingent Valuation to Estimate Willingness-to-Pay
for Smoking Cessation,” Health Economics 18(2) 2009, 181-202.
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relative amounts.? In the basic competitive model, increasing the goods available to
one person without decreasing the goods available to anyone else is always a Pareto-
efficient redistribution. The redistribution may not be Pareto improving, however, if
some people care about their relative consumption positions. For instance, if your
happiness depends to some extent on your income being higher than that of your
brother-in-law, then, when your brother-in-law receives a salary increase that puts
his income above yours, you will feel worse off even though your consumption pos-
sibilities have not changed. Although many people undoubtedly do care to some
extent about their relative standings among colleagues, friends, or some other refer-
ence group, the implications of such mterdependence for the economic efficiency of
the competitive economy are as yet unclear. If nothing else, preferences based on rel-
ative consumption limit the straightforward, intuifive interpretation of the Pareto
principle.

Taste for Fairness: Process-Regarding Preferences

In addition to the possibility that 0people are other-regarding in important ways, they
may be process-regarding as well.1¥ People often care not just about the distribution of
goods but also about how the distributions were produced. Both people waiting for
transplant organs and the general public, for example, may have a preference for allo-
cation by medical criteria rather than by celebrity status. Laboratory experiments
involving ultimatum games often suggest the presence of proce;s—regardmg prefer-
ences.!! In ultimatum games, one player proposes a split of a fixed amount of money
and the other player either accepts the split or rejects it. As rejecting the split results in
a zero payment for the proposer and the rejecter, a prediction of the equilibrium if both
players are only self-reoard.ing and do not expect to interact again in the future is that
the proposer offers the smallest possible positive amount and the other player accepis
the proposal. Often, however, the proposer offers substantizlly more than the mini-
mum amouni, and, if offered a very small share, the other player regechs it
Unfortunately, the stakes in these experiments, typically involving m]legﬁ students,
tend to be low, lea ving open the question if process- rega ding preferences would
dominate self-regarding preferences in more rezalistic situations. For example, you
might prefer to reject a split that gives you only §1 out of a possible $10 but not to
xeyec!ra split that gives you enly $1,000 ou{ of a possible $10,00

Some evidence of the existence of relevant process-regarding has been found in
pubhc policy a Fplmcabom For example, a study of attifudes tow: Ard the choice of sites
for nuclear waste repositories in Switzerla nd found that, in addition to expecied

*For a provocaiive discussion of the implicatio this sort @f [imuremiepemxdmm see Robert H.
Framk, Clionsing fe Right Pond: Bumnan Schavicr and e v Shafpis (Wewr York: Oxdiond Umiversity Press,
1%85).

Wasner Ben-Mur and Louls Putterrnan, “Values and Institufions in Eaonomic Amalysis,” in Avmer
Ben-Mur and Lowis Putterman, eds., Ecmremics. Vil il Omgamization (New York: Cambridige University
Prass, 1968), 362

UFgr a review, see Colin Camerer and Richand B Thales, *Ultimatums, Dictatons and Manmers,”
Jomsmal of Ecomonic Perspectives S(2) 1993, 202-19.
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economic impacts and risks, respondents’ perceptions of the acceptability of the rules
for choosing sites affected their willingness to accept facilities near their hometowns.!
Perceived fairness was the major determinant of acceptability.

Legitimacy of Preferences

Are all preferences equally legitimate?13 In the competitive model we treat all prefer-
ences as legitimate, all consumers as sovereign. Almost all would agree, however, that
certain preferences leading to behaviors that directly harm others should not be con-
sidered legitimate from the social perspective. For example, our criminal laws prohibit
us from taking out our anger on others through assault on their persons. Of course, we
can think of this as simply prohibiting one from inflicting involuntary transactions,
which directly violate the Pareto principle, on others.

Our laws and customs, however, also prohibit the exercise of other preferences
that do not seem to harm others directly. For instance, some people get pleasure from
having sexual intercourse with animals, an activity that, if carried out in private with
one’s own animal, would seem not to influence directly the utility of others. Why is it
not, therefore, Pareto inefficient to prohibit bestiality? Although the reason may not be
obvious, in most societies there is a consensus favoring prohibition. Sometimes we can
identify external effects that seem to justify such prohibitions. For example, rationales
presented for restrictions on prostitution include preventing such external effects as
the undermining of family stability, the exploitation of prostitutes by pimps, and the
spread of venereal diseases. Perhaps disease and family stability are also relevant to
the prohibition of bestiality. It may also be, however, that the prohibition rests as much
on some widely shared conception of what behaviors violate human dignity. Of
course, even accepting the undesirability of the behavior, the question still remains as
to whether public restriction or private suasion is more appropriate.

Reprise of Preference Problems

Preferences in the real world are neither as stable nor as simple as assumed in the
competitive model. The extent to which this divergence keeps the economy from
achieving Pareto efficiency remains unclear, however. Yet, while we recognize the
limitations of the standard assumptions, our relatively poor understanding of prefer-
ences should lead us to tread carefully in using perceived problems with them to

justify public policies.

12Bruno S. Frey and Felix Oberholzer-Gee, “Fair Siting Procedures: An Empirical Analysis of Their
Importance and Characteristics,” Journal of Policy Analysis and Management 15(3) 1996, 353-76.

13Peter Brown sees this question, along with ones concerning whose utilities should count and how
much, as providing the basic framework for the consideration of the ethics of substantive public policy; see
Peter G. Brown, “Ethics and Education for the Public Service in a Liberal State,” Journal of Policy Analysis and
Management 6(1) 1986, 56-68. Also see Dale Whittington and Duncan MacRae, Jr., “The Issue of Standing in
Cost-Benefit Analysis,” Journal of Policy Analysis and Management 5(4) 1986, 665-82; S. C. Littlechild and
J. Wiseman, “The Political Economy of Restriction of Choice,” Public Choice 51(2) 1986, 161-72; and Cliff
Walsh, “Individual Rationality and Public Policy: In Search of Merit/Demerit Policies,” Journal of Public
Policy 7(2) 1987, 103-34.
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The Problem of Uncertainty

Without great conceptual difficulty, we can extend the basic competitive model to
incorporate multiple periods and uncertainty. Instead of assuming that people have
utility functions defined over the goods consumed in a single period with complete
certainty, we assume that they have utility functions over all goods in all periods and
under all possible contingencies. In effect, we simply distinguish goods by time of
consumption and “state of nature” (or contingency) as well as by physical characteris-
tics. In a two-period world (this year versus next) with two possible states of nature
(heavy versus light snow), for example, a physical commodity such as rented cross-
country skis enters the utility functions of consumers as four different goods: skis this
year if snow is light, this year if snow is heavy, next year if snow is light, and next year
if snow is heavy. With the crucial assumption that efficient markets exist for all these
goods at the beginning of the first time period, the resulting equilibrium allocation of
goods will be Pareto efficient.1

Awvailability of Insurance

The assumption that efficient markets exist for all goods under all contingencies
means that it must be possible to buy actuarially fair insurance so that each person’s
utility will remain constant no matter what state of nature actually occurs. Insurance is
actuarially fair when the premium exactly equals the expected payout. Of course, to
know the expected payout, one must know the probabilities of each of the possible
contingencies as well as their associated payouts. In standard terminology, risk
involves contingencies with known probabilities, and uncertainty involves contingen-
cies with unknown probabilities.

Do efficient and complete insurance markets exist in the real world? Of course,
insurers must routinely charge something more than the actuarially fair price to cover
their administrative costs. More important, however, two sets of factors limit the range
of contingencies that can be insured at even approximately actuarially fair prices:
characteristics of the contingencies themselves and behavioral responses to the
available insurance. In order to set actuarially fair prices, insurers must know the
probabilities of the covered contingencies. The most common types of casualty insur-
ance protect against contingencies that occur frequently enough to allow reliable esti-
mation of their probabilities from experience. For example, by observing the accident
records of a large number of drivers, insurers can make fairly accurate predictions of
the probability that anyone with specific characteristics (such as sex, age, and driving
environment) will have an accident over the next year. Experience rating of this sort,
however, is not possible, or at least not accurate, for very rare events such as major
earthquakes. Consequently, insurers are unable to offer actuarially fair insurance
against rare events. Further, the price of the insurance they do offer will likely include
a risk premium, which is an addition to the estimated actuarially fair price to reflect
their lack of confidence in the estimates of probabilities.

An additional premium above the actuarially fair price may also be demanded in
situations in which individual risks are not independent, because after pooling, some

14This extension of the basic model is in the spirit of Kenneth J. Arrow and Gerard Debreu, “Existence
of an Equilibrium for a Competitive Economy,” Econemetrica 22(3) 1954, 265-90.
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collective, or social, risk remains.!® If the probability that any one policyholder will
have an accident is independent of the probabilities that other policyholders will also
have accidents, a reasonable assumption with respect to automobile accidents for
instance, then as the number of policyholders gets larger, even though the variance in
total loss increases, the variance in the average loss per policy falls so that smaller risk
premiums per policy are required.!® The convergence between observed frequencies
and underlying probabilities, which is known as the law of large numbers, breaks down
when individual probabilities are not independent. In the absence of independence,
insurers should demand larger risk premiums to guard against the probability that
losses in any period will greatly exceed expected losses. For example, the probabilities
of individual losses from flooding are clearly not independent if all policyholders live
in the same river valley—an insurer would have to hold very large reserves to avoid
bankruptcy in years with floods. In order to build these reserves, however, the insur-
ers would have to price their insurance well above actuarially fair levels.

In all but extreme situations, insurers generally are able to mitigate social risk
through some sort of diversification. For example, insurers may be able to spread cov-
erage over several different floodplains. When geographic diversification is not possi-
ble, insurers may be able to shift some of the risk to reinsurers, who balance it against
other types of risk. If the probability of loss correlates negatively with other risky
holdings, then the total risk held by the reinsurer will fall. Some social risks, however,
such as nuclear war or the presumed melting of the polar icecaps due to the green-
house effect, would involve sufficiently large and widespread negative impacts so that
diversification would not be possible.

Incomplete Insurance Markets: Adverse Selection,
Moral Hazard, and Underinsuring

Turning to the behavioral responses to available insurance, we consider adverse selec-
tion, moral hazard, and underinsuring of irreplaceable commodities.

We have already encountered the concept of adverse selection (of goods) in our
discussion of information asymmetry in goods markets. In the insurance context, it
pertains to insured individuals and arises when insurers cannot costlessly classify
potential policyholders according to risk categories. It therefore involves what is some-
times referred to as hidden information. Within each category some individuals will have
either higher-than-average or lower-than-average probabilities of loss. Those with
higher-than-average probabilities will tend to find the insurance attractive, those with
lower-than-average probabilities will not. As more of the former buy policies and more
of the latter decline to buy, the average for the group must rise. This in turn drives the
insurance price higher above the actuarially fair level for the group as a whole.
Eventually, only those with the highest probabilities choose to remain covered. Insurers
can sometimes limit adverse selection by offering inclusive policies to groups such as

15For a discussion and review of the economics of uncertainty, see J. Hirshleifer and John G. Riley,
“The Analytics of Uncertainty and Information: An Expository Survey,” Journal of Economic Literature 17(4)
1979, 1375-1421. On the limitations of insurance markets, see Richard J. Zeckhauser, “Coverage for
Catastrophic Illness,” Public Policy 21(2) 1973, 149-72; and “Resource Allocation with Probabilistic
Individual Preferences,” American Economic Review 59(2) 1969, 546-52.

161 David Cummins, “Statistical and Financial Models of Insurance Pricing and the Insurance Firm,”
Journal of Risk and Insurance 58(2) 1991, 261-301.
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company employees, for which insurance is only one attraction of membership. In gen-
eral, however, information asymmetries tend to keep the prices of many types of insur-
ance well above actuarially fair levels.!” One rationale for public insurance programs is
that they can be made mandatory so that adverse selection can be avoided.

Moral hazard refers to the reduced incentive that insurees have to prevent com-
pensable losses.'8 If fully insured, then they can make themselves better off, and perhaps
society in the aggregate worse off, by spending less of their own resources on loss
prevention than they would in the absence of insurance.' Actual reductions in loss pro-
tection are more likely the more costly it is for insurers to monitor behavior. It is thus
sometimes referred to as the problem of hidden action. Insurers often try to limit moral
hazard by requiring insurees to pay a fraction of the suffered loss through copayments.

Note that moral hazard can also be useful in understanding increases in risk outside
of conventional insurance markets. For example, consider the implications of changes in
the origination and holding of mortgages during the housing boom that ended in 2007. In
previous times, mortgages were originated by banks that kept them as assets for an
extended period. Consequently, the banks had a strong incentive to avoid mortgages
with high risks of default because they bore the entire risk. However, the introduction of
pools of mortgages as financial instruments created a moral hazard that encouraged
banks and mortgage brokers to originate as many mortgages, including so-called sub-
prime mortgages, as possible because they could earn the origination fees and immedi-
ately pass along all their risk to the pool. As ownership of the pools was dispersed widely,
and the risk of default was low as long as housing prices were rising, monitoring the
quality of mortgages in the pool was a public good problem and undersupplied. This
combination of moral hazard in origination and the public good nature of monitoring set
the stage for a severe financial crisis triggered by declining housing prices.

People may underinsure for contingencies involving the loss of irreplaceable
goods that cannot be exactly replicated. For many plausible utility functions, econom-
ically rational people will only wish to purchase actuarially fair insurance to cover the
monetary part of their losses.”® Thus, in a world filled with irreplaceable goods such as
good health, beloved spouses, and unique works of art, people will not necessarily
choose to purchase adequate insurance to give them constant utility under all contin-
gencies. Of course, in light of the experience rating and moral hazard problems we
have already discussed, insurers might not be willing to offer actuarially fair insur-
ance for all irreplaceable goods anyway. For example, insurers might worry about the
dangers of moral hazard if you claimed that you needed $1 million to compensate
yourself fully for the supposed accidental death of your dog.

17See, for example, Robert Puelz and Arthur Snow, “Evidence on Adverse Selection: Equilibrium
Signaling and Cross-Subsidization in the Insurance Market,” Jourial of Political Economy 102(2) 1994, 59-76.
However, one study could not find evidence of adverse selection in the French insurance market: Pierre-
Andre Chiappori and Bernard Salanie, “Testing for Asymmetric Information in Insurance Markets,” Journal
of Political Economy 108(1) 2000, 56-78.

18For a theoretical treatment of moral hazard, see Isaac Ehrlich and Gary S. Becker, “Market
Insurance, Self-Insurance, and Self-Protection,” Journal of Political Economy 80(4) 1972, 623-48.

"Moral hazard also describes risky actions by the insured to qualify for compensation. See, for exam-
ple, the study of the behavior of air traffic controllers under the Federal Employees Compensation Act by
Michael E. Staten and John R. Umbeck, “Close Encounters in the Skies: A Paradox of Regulatory
Incentives,” Regulation, April/May 1983, 25-31.

2See Philip J. Cook and Daniel A. Graham, “The Demand for Insurance and Protection: The Case of
Irreplaceable Commodities,” Quarterly Journal of Economics 91(1) 1977, 141-56.



122

Part 1I: Conceptual Foundations for Problem Analysis

Subjective Perception of Risk

So far we have assumed that people effectively evaluate and use information to arrive at
rational decisions in situations involving risk. A large body of experimental research in
cognitive psychology and economics, however, suggests that people tend to make sev-
eral systematic errors in assessing probabilities.?! In order to deal economically with a
great variety of information in a complex world, people tend to employ heuristics (rules
of thumb) that sometimes lead to correct decisions but nevertheless involve predictable
biases. For instance, it appears that people often estimate the probabilities of events by
the ease with which instances of occurrence can be brought to mind.Z Recall, however,
depends on a number of factors, such as the personal salience of events, that tend to bias
systematically estimates of relative probabilities. For example, in a study of flood and
earthquake insurance coverage, Howard Kunreuther and colleagues found that know-
ing someone who suffered flood or earthquake loss was the single most important factor
for distinguishing between purchasers and nonpurchasers.??

The growing dissatisfaction among economists with use of the expected utility
hypothesis for predicting individual behavior also raises questions about our under-
standing of the way people make risky choices and hence shakes our confidence
somewhat in the rationality of private behavior involving risk.2* The expected utility
hypothesis states that people choose among alternative actions to maximize the proba-
bility-weighted sum of utilities under each of the possible contingencies. For example,
if a person’s utility, U(w), depends only on his wealth (w), and the probability that his
wealth will be w , is p and the probability that his wealth will be wy is (1 —p), then his
expected utility is pU(w,) + (1 — p)U(wyg). The expected utility hypothesis is consistent
with the competitive model and lies at the heart of most economic analysis of individ-
ual responses to risk. Laboratory experiments have identified several situations in
which the expected utility hypothesis seems to be systematically violated. Although
individuals tend to underestimate the probabilities of very infrequent events, for
instance, they tend to be overly sensitive to small changes in the probabilities of rare
events relative to the predictions of the expected utility hypothesis.?> These findings
have led cognitive psychologists and economists to begin to explore other formula-
tions of behavior under uncertainty.?® As yet, the full implications of the alternative
formulations for our evaluation of economic efficiency remain unclear.

*IFor general overviews, see Amos J. Tversky and Daniel Kahneman, “Judgment under Uncertainty:
Heuristics and Biases,” Science (185) 1974, 1124-31; Daniel Kahneman, Paul Slovic, and Amos Tversky, eds,
Judgment under Uncertainty: Heuristics and Biases (New York: Cambridge University Press, 1982). For an expla-
nation of these misperceptions in terms of Bayesian updating, see W. Kip Viscusi, “Prospective Reference
Theory: Toward an Explanation of the Paradoxes,” Journal of Risk and Uncertainty 2(3) 1989, 235-63.

PTversky and Kahneman call this the freuristic of availability (Ibid., 1127). They also identify the
heuristic of representativeness, which is often used when people have to estimate conditional probabilities
{given some observed characteristics, what is the probability that the object belongs to some class); and the
henristic of anchoring, which refers to the tendency of people not to adjust their initial estimates of probabili-
ties adequately as more information becomes available (Ibid., 1124 and 1128}.

ZHoward. Kunreuther, Disaster Insurance Protection: Public Policy Lessons (New York: John Wiley,
1978), 145-53.

szee Kenneth ). Arrow, “Risk Perception in Psychology and Economics,” Economic Inquiry 20(1) 1982, 1-9.

ZFor an excellent review of these issues, see Mark J. Machina, “’Expected Utility’ Analysis without
the Indespendence Axiom,” Econometrica 50(2) 1982, 277-323.

For a review of variants of the expected utility hypothesis, see Paul J. H. Schoemaker, “The
Expected Utility Model: Its Variants, Purposes, Evidence, and Limitations,” Journal of Economic Literature
20(2) 1982, 529-63. More recently, there have been numerous efforts to develop a broader, more descrip-
tively valid form of expected utility theory. For a brief overview, see Richard A. Chechile and Alan D. .
Cooke, “An Experimental Test of a General Class of Utility Models: Evidence for Context Dependency,”
Joirrnal of Risk and Uncertainty 14(1) 1997, 75-93.
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More General Issues Related to the Rationality
of Decision Making

In discussing uncertainty, we briefly touched on the issue of decision making and
judgment biases that arise in the way people perceive risks. But risk perception is not
the only context in which individuals behave in ways that appear to be inconsistent
with the tenets of classical utility theory. Considerable experimental evidence suggests
that people make very different valuations of gains and losses.

These differences underlie prospect theory. Developed by Daniel Kahneman and
Amos Tversky, prospect theory suggests that individuals deviate from expected util-
ity maximization in the following systematic ways: they value gains and losses from
a reference point, which is, in turn, based on some notion of the status quo (hence this
is sometimes called the status quo effect or, more commonly, the endowment effect).””
Also, they place more weight on losses than on gains—a simultaneous loss and a gain
of the same size would leave an individual worse off. In a context of risky choices,
they are risk averse toward gains and risk seeking toward losses. They prefer a
smaller certain gain to a larger probable gain when the expected values of the two
alternatives are the same, but they exhibit loss aversion in that they prefer a larger

probable loss to a smaller certain loss when the expected value of the two alternatives. -

is the same. ‘
Figure 6.1 illustrates the shape of the utility function assumed by prospect -
theory.

Utility

Losses Gains

Figure 6.1 Utility Function Showing Loss Aversion

27Jack Knetsch argues that the reference point is determined by people’s perception of normalcy. It
often, but not always, reflects the actual status quo, but in public policy contexts it often is not synonymous
with legal entitlement. “Preference States, Fairness, and Choices of Measures to Value Environmental
Changes,” in Max H. Bazerman, David M. Messick, Ann Tenbrusel, and Kimberly A. Wade-Bensoni, eds.,
Environment, Ethics, and Behavior (San Francisco: Lexington Press, 1997).
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Loss aversion is inconsistent with the standard formulations of the competitive
framework. To what extent does it pose a problem for public policy? One answer is
that it does not. Individuals simply value losses more highly than gains; even though
this is inconsistent with a simple utility maximization model, it is not irrational.
Unfortunately, however, many public policy issues can be framed as either a loss or a
gain, especially in the context of political rhetoric, which we discuss in Chapter 8.
Most relevant to our discussion of market failures, however, the asymmetry of gains
and losses undermines the usefulness of the Coase theorem (Chapter 5), even in the
context of small numbers.

More generally, behavioral economics seeks to incorporate the findings of cognitive
psychology into models of economic behavior.?® For example, the standard economic
approach would predict little difference in participation in company savings plans
between those that require employees to opt in (affirmatively make a decision to par-
ticipate) and those that require employees to opt out (affirmatively make a decision not
to participate). Empirical evidence strongly suggests, however, that participation is
much higher in the opt-out plans than in the opt-in plans.?

Reprise of Uncertainty Problems

The foregoing observations about insurance markets and individual responses to risk
suggest that public policies may have potential for increasing economic efficiency in
circumstances involving uncertainty. Public assessments of risks, for example, may be
an appropriate response when people make important systematic errors in their
private assessments, and public insurance may be justified when private coverage is
significantly incomplete. Until we have a better understanding of how individuals
actually deal with uncertainty, however, our evaluation of economic efficiency in cir-
cumstances involving uncertainty must itself remain uncertain.

Intertemporal Allocation: Are Markets Myopic?

As we have already indicated, the competitive model can be extended to the
intertemporal allocation of goods. If we assume that it is possible to make contracts
in the current period for the production and delivery of goods in all future periods
(in other words, forward markets exist for all goods), then the competitive equilib-
rium will be Pareto efficient.3? One “price” that emerges in the intertemporal context
is the social marginal rate of time preference, the rate at which everyone is indifferent

28Matthew Rabin, “Psychology and Economics,” Journal of Economic Literature 36(1) 1998, 11-46;
Jessica L. Cohen and William T. Dickens, “A Foundation for Behavioral Economics,” American Economic
Review 92(2) 2002, 335-38.

PBrigitte C. Madrian and Dennis F. Shea, “The Power of Suggestion: Inertia in 401(k) Participation
and Savings Behavior,” Quarterly Journal of Economics 116(4) 2001, 1149-87. More generally, see Richard H.
Thaler and Cass R. Sunstein, Nudge: Improving Decisions About Health, Wealth, and Happiness (New Haven,
CT: Yale University Press, 2008).

30We can distinguish three types of markets: spot markets encompass transactions involving immedi-
ate delivery of goods, forward markets encompass contracts that specify future delivery at a specified price,
and futures markets are specially organized forward markets in which clearinghouses guarantee the integrity
and liquidity of the contracts.
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between exchanging current for future consumption. For example, if people were
indifferent between giving up 1 unit of current consumption for an additional
1.06 units next year and giving up 1.06 units of consumption next year in return for
an additional unit this year, then they would be exhibiting a marginal rate of time
preference of 0.06. In the ideal competitive equilibrium, the social rate of marginal
time preference will equal the market interest rate, the rate at which people can
borrow and lend.

To see why the social rate of time preference and the market rate of interest must
be equal in equilibrium, consider what would happen if someone’s rate of time prefer-
ence were either smaller or larger than the market interest rate. If it were smaller (say, -
0.06 compared to a market interest rate of 0.08), giving up 1 unit of current consump-
tion by lending at the interest rate would yield an additional 1.08 units of consump-
tion next year, which is more than the 1.06 needed to keep the consumer as well off as
before the temporal reallocation. The consumer would be able to make herself or him-
self better off by continuing to shift consumption to the future until his time preference
has risen to the market rate of interest and no further gains are possible. If the market
interest rate were lower than the consumer’s rate of time preference, then the con-
sumer could make himself or herself better off by borrowing until his rate of time pref-
erence has fallen to the rate of interest.

Capital Markets

What determines the rate of interest? In equilibrium, the demand for borrowing must
just equal the supply of loans. The resulting rate of interest is the price that clears this
capital market. Of course, in the real world the financial institutions that make up the
capital market cover their administrative expenses by lending at higher rates than at
which they borrow. They may also demand premiums for riskier loans.

Just as the theoretical efficiency of the competitive equilibrium depends on the
existence of complete insurance markets to accommodate uncertainty, it depends on
complete, or perfect, capital markets to accommodate intertemporal allocation. Perfect
capital markets allow anyone to convert future earnings to current consumption
through borrowing. But in reality, the anticipation by lenders of moral hazard greatly
reduces the amount people can actually borrow against future earnings. Borrowers
who owe large percentages of their incomes may be tempted to reduce their work
effort because they realize smaller net returns to their labor than if they were debt free.
With the now almost universal prohibition against slavery and the existence in most
countries of bankruptcy laws, borrowers have no means of convincing lenders that
they will maintain full work effort. Therefore, at least with respect to labor income,
capital markets appear to be imperfect. It is at least conceivable that some public poli-
cies, such as guaranteed loans for education, might be justified on the grounds of
imperfect capital markets.

At a more fundamental level, scholars have long debated whether capital mar-
kets lead to appropriate levels of saving and investment for future generations.3! No
one lives forever. How, then, can we expect the decisions of current consumers to take
adequate account of the unarticulated preferences of those yet to be born? One

31For a variety of economic approaches to the issue, see Robert C. Lind, ed., Discounting for Time and
Risk in Energy Policy (Washington, DC: Resources for the Future, 1982).
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response recognizes that generations overlap. Most of us consider the welfare of our
children and our grandchildren, who we hope will outlive us, in our economic deci-
sions. Rather than attempting to consume all of our resources before the instant of
death, most of us plan on bequeathing at least some of our savings to family or charity.
Even when we do not intentionally plan to leave unconsumed wealth behind, we may
do so unintentionally through untimely death.

Despite intentional and unintentional bequests, positive market interest rates
prevail in most societies. Some philosophers and economists object on normative
grounds to inter £retmg positive interest rates as appropriate social marginal rates of
time preference.”* They argue that there is no ethical basis for any social marginal rate
of time preference other than zero; that is, they argue that consumption by someone
in the future should be given the same weight from the social perspective as con-
sumption by someone today. Their argument implies that any investment yielding a
positive rate of return, no matter how small, should be undertaken. Because invest-
ment in the competitive economy demands rates of return at least as high as the rate of
interest, they generally advocate public policies to increase investment.

The underinvestment argument seems to ignore the legacy of capital from one
generation to the next. Net investments increase the available capital stock. Most
forms of capital do, of course, depreciate over time. A bridge, for instance, needs main-
tenance to keep it safe, and eventually it may have to be abandoned or rebuilt. But per-
haps the most important element of our capital stock is knowledge, which does not
depreciate. Improvements in technology not only increase current productive options
but those in the future as well. This legacy helps explain the growing wealth of suc-
cessive generations in countries, like the United States, that rely primarily on private
investment. The underinvestment argument loses force, therefore, if the total capital
stock, including intangible capital such as knowledge, can be reasonably expected to
continue to grow in the future.

One variant of the underinvestment (or overconsumption of current wealth)
argument deserves particular attention. It concerns the irreversible consumption of
natural resources such as animal species, wildemess, and fossil fuels. When an animal
species becomes extinct, it is lost to future generations. Likewise, fossil fuels con-
sumed today cannot be consumed tomorrow. Although it may be technically possible
to restore wilderness areas that have been developed, the cost of doing so may make it
practically unfeasible. Will markets save adequate shares of these resources for future
generations?

The answer is almost certainly yes for resources, such as fossil fuels, that have
value as factor inputs rather than final goods. As long as property rights are secure,
owners of resources will hold back some of the resources in anticipation of future
scarcity and the higher prices the scarcity will command.** As higher prices are actu-
ally realized, substitutes will become economically feasible. Although generations in
the distant future will be consuming less fossil fuel, they undoubtedly will produce
energy tfrom alternative sources and use energy more efficiently to produce final

*“For a review of the objections, see Robert E. Goodin, Political Theory & Public Policy (Chicago:
University of Chicago Press, 1982, 162-83.

%Harold Hotel]mo first set out the basic model of exhnustible resources; see Harold Hotelling, "The
Economics of Emaushble Resources,” Journal of Political Economy 39(2) 1931, 137-75. For a review of the sub-
sequent literature, see Shaniayanan Devarajan and Anthony C. Fisher, “Hotelling’s ‘Economics of
Exhaustible Resources”: Fitty Years Later,” Journal of Economic Liferature 19(1) 1981, 65-73.
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goods. There is no particular reason to believe, therefore, that any collective decision
about how much to save for future generations will be any better than allocations
made by private markets.

Resources that are themselves unique goods, such as wilderness areas and ani-
mal species, raise more serious doubt about the adequacy of market forces to ensure
preservation. When owners have secure property rights and can anticipate selling
their resource as a private good in the future, they will base their decisions about the
extent of development on their estimates of future demand. But this can happen only
if a market mechanism exists for articulating the demand. This is often not the case for
natural areas, even when exclusion is possible, because there is usually no way to
secure contributions from people who would be willing to pay something to keep the
resource in place so as to retain the option of visiting it sometime in the future. This -
willingness of nonusers to contribute to maintenance of the resource for their own
possible use in the future is called option demand; their willingness to pay something
for the preservation of the resource for use by future generations or for its own intrin-
sic worth is called existence value.* If owners maximize the expected value of profits,
the standard assumption of the competitive model, then they may develop too much
of the resource from the social perspective.? This is because as more information
becomes available about future demand, and hence about the opportunity cost of
development, it will be possible for the owners to increase the extent of development,
but not decrease it because restoration of the unique asset is unfeasible. Errors of
underdevelopment are correctable; errors of overdevelopment are not. From the social
perspective, somewhat slower development may be justified to reduce the risk of
inappropriately losing in perpetuity the option to preserve.?

A final point, which we address more fully later in the context of cost-benefit
analysis, concerns the validity of interpreting the market interest rate as the social
marginal rate of time preference, even if we accept use of the latter as appropriate
when comparing current and future consumption. Lenders generally charge higher
rates of interest for riskier investments. But when we look across the full set of invest-
ment projects, the aggregate risk will be much less than the risk associated with any
individual project because the circumstances that tend to make some projects fail tend
to make others succeed. For example, the low energy prices that, ex post, make syn-
thetic fuel plants appear to be bad investments may make recreational facilities requir-
ing long road trips appear to be good investments. The market interest rate, therefore,
will tend to exceed the social rate of time preference, which should only reflect the
social risk and not the risk to individual lenders. Although a problem caused by pub-
lic policy rather than inherent in markets, a similar wedge is introduced by taxes on

¥Gee Burton A. Weisbrod, “Collective Consumption Services of Individual Consumption Goods,”
Quarterly Journal of Economics 78(3) 1964, 471-77; John V. Krutilla, “Conservation Reconsidered,” Americarn
Economic Review 57(4) 1967, 777-86; and Aidan R. Vining and David L. Weimer, “Passive Use Benefits:
Existence, Option, and Quasi-Option Value,” in Fred Thompson and Mark Green, eds., Handboek of Applisd
Public Finance (New York: Marce] Dekker, 1998}, 319-45.

35Kenneth J. Arrow and Anthony C. Fisher, “Environmental Preservation. Uncertainty, and
Irreversibility,” Quarterly Journal of Economics 88(2) 1974, 312-19; W. Michael Hanemann, “Information and
the Concept of Option Value,” Journal of Environmental Economics and Management 16{1Y 1989, 23-37.

3Environmental quality is probably a normal good: other things equal, the higher our income, the
greater the amount of environmental quality we collectively want to consume. Ironically, the larger the
legacy of economic wealth we leave to future generations, the less satisfied they may be with the level of
environmental quality we bequeath!
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profits. If, for whatever reason, the market interest rate exceeds the social rate of time
preference, then private investment will fall short of the economically efficient level.

Reprise of Intertemporal Problems

In summary, specific reservations about the efficiency of capital markets and general
concerns about the adequacy of the weight given to the preferences of future genera-
tions may serve as plausible rationales for public policies intended to improve the
intertemporal allocation of resources and goods.

Adjustment Costs

The competitive model is static. For any given set of assumptions about utilities, pro-
duction functions, and factor endowments, a unique allocation of factor inputs and
goods constitutes an equilibrium in the sense that, at the prevailing prices, no con-
sumers can make themselves better off by changing the quantities of goods they pur-
chase and no firms can increase their profits by changing input mixes or output levels.
If any of the assumptions change, then a new equilibrium distribution will arise. We
can assess welfare changes by comparing allocations in the two equilibria (economists
call this comparative statics). In doing so, we implicitly assume, however, that the econ-
omy can move costlessly from one equilibrium to another.

In reality, the economy is never static. Changing incomes, the introduction of
new products, the growing work force and capital stock, good and bad harvests, and
numerous other factors necessitate continual adjustments toward efficient allocation.
In most circumstances, as long as prices are free to move in response to changes in
supply and demand, the adjustment process itself occurs costlessly: persons change
their consumption to maximize utility and firms change their factor inputs to maxi-
mize profits in response to the new prices. Some persons may be worse off under the
new allocation, but this will be fully reflected in the comparison of social surpluses
before and after the reallocation. For example, an epidemic that decimates the popula-
tion of chickens and drives up the price of eggs will, other things equal, make egg con-
sumers worse off. The consumer surplus loss measured in the egg market serves asa
good approximation for the reduction in welfare they suffered.

The picture changes if prices are sticky because institutional or psychological
factors constrain their free movement. Constraints on price movements keep the
economy from immediately reaching the new Pareto-efficient equilibrium. As a
result, comparing the old and new equilibria may overstate social surplus gains and
understate social surplus losses. The larger the needed adjustment and the more rigid
are prices, the greater are the adjustment costs that do not show up in the compara-
tive statics.

Consider, for example, the effects of an oil price shock of the sort experienced
during the Arab oil embargo (1973-1974) and the Iranian revolution (1979-1980).”

%7For a detailed discussion of how the economy adjusts to oil price shocks, see Chapter 2 of George
Horwich and David L. Weimer, Oil Price Shocks, Market Response, and Contingency Planning (Washington, DC:
American Enterprise Institute, 1984).
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A dramatic rise in oil prices makes petroleum a much more expensive factor input.
The supply schedules for goods that require petroleum as a factor input will shift up
so that marginal costs of production rise. The market clearing product price will be
higher and the market clearing quantity will be lower than before the price shock.
Therefore, at any wage rate, firms will demand less of all factor inputs, including
labor, than before the shock. If all factor prices were flexible, then we would expect
this shift to result in reductions in both the quantity of labor demanded and the wage
rate. But contracts and custom often keep firms from immediately lowering wage
rates. Firms, therefore, will reduce the quantity of labor they use more than they
would if wages were free to fall. Either underemployment (employees cannot work as
many hours as they want at the prevailing wage rate) or, more likely, again for reasons
of contract and custom, involuntary unemployment will result.

Wage rigidities due to either implicit or explicit contracts should not necessarily
be interpreted as market failures.’ They may be the result of attempts by firms and
workers to share the risks associated with fluctuations in the demands for products;
workers may accept lower-than-market-clearing wages during good times to secure
higher-than-market-clearing wages during bad times. The picture is complicated,
however, not only by all the limitations to complete insurance markets that we have
already discussed but also by the prevalence of collective bargaining that tends to give
greater protection to workers with longer tenure. Incomplete markets for risk spread-
ing make it at least possible that public programs, such as unemployment insurance,
may contribute to greater economic efficiency.

Macroeconomic Dynamics

The business cycle poses a sort of social risk that may justify public stabilization
policies.? The economy is dynamic and tends to go through cycles of expansion and
recession. During recessions unemployed labor and underutilized capital indicate
inefficiency in the economy-wide use of factor inputs. The government may be able to
dampen recessions through its fiscal and monetary policies. Fiscal policies involve taxa-
tion and expenditures. During recessions, for instance, the government may be able to
stimulate demand by spending in excess of revenues. Monetary policy refers to manip-
ulation of the money supply. In general, the money supply must continually increase
to accommodate the growing economy. During recessions, such as that in 2008-2009,
the government may increase the money supply at a faster rate to lower interest rates,
at least temporarily, thereby stimulating investment and current consumption.
Unfortunately, there is no consensus among economists about either the causes
of business cycles or the most appropriate policies for reducing their adverse effects.
Although fiscal and monetary policies undoubtedly have potential for improving the
dynamic efficiency of the economy, we must await advances in the field of macroeco-
nomics before we can have confidence in anyone’s ability to use them for anything

3BFor a review, see Sherwin Rosen, “Implicit Contracts: A Survey,” Journal of Economic Literature 23(3)
1985, 1144-75. For the argument that labor contracts of long duration involve negative externalities, see
Laurence Ball, “Externalities from Contract Length,” American Economic Review 77(4) 1987, 615-29.

3%For an overview of economic thought on the business cycle, see Victor Zarnowitz, “Recent Work on
Business Cycles in Historical Perspective: A Review of Theories and Evidence,” Journal of Ecoriomic Literature
23(2) 1985, 523-80.
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approaching fine tuning. Fortunately, in the vast majority of situations, policy analysts
can take monetary and fiscal policies as given and still provide good advice about
economic efficiency.

Conclusion

Table 6.1 summarizes the traditional market failures presented in Chapter 5 and the
other limitations of the competitive framework discussed in this chapter. Together
they constitute a fairly comprehensive list of market failures indicating circumstances
in which public policy can potentially increase efficiency. Our understanding of
their implications varies greatly, however. At one extreme, economics provides well-
developed theory and empirical evidence to help us understand and apply the tradi-
tional market failures. At the other extreme, economics hardly deals at all with
the question of the origins of preferences. Despite these disparities of development,

Table 6.1 A Summary of Market Failures and Their Implications for Efficiency

Traditional Market Failures (Chapter 5)

Public Pure public goods (undersupply)
G Open access/common property (overconsumption, underinvestment)
oods
Toll goods (undersupply)
Externalities Positive externalities (undersupply)

(Missing Markets) | Negative externalities (oversupply)

Natural Declining average cost (undersupply)
Monopoly With costly monitoring (undersupply, X-inefficiency)

Information Quality overestimation of experience, post-experience goods (overconsumption)
Asymmetry Quality underestimation of experience, post-experience goods (underconsumption)

Other Limitations of the Competitive Framework (Chapter 6)

Thin s
Markets Cartelization (undersupply)
Preference Endogenous preferences (typically overconsumption)
Utility interdependence (distributional inefficiency)
Problems ;
Unacceptable preferences (overconsumption)
Uncertainty Moral hazard, adverse selection, unique assets (incomplete insurance)
Problems Misperception of risk (violation of expected utility hypothesis)
Ingﬁiﬁﬂgal Nontraded assets, bankruptcy (incomplete capital markets)
Ad](‘:l stment Sticky prices (underemployed resources)
osts
Macroeconomic

Business cycles (underemployed resources)

Dynamics




Chapter 6: Rationales for Public Policy: Other Limitations 131

the list in Table 6.1 provides an important stock of ideas for policy analysts. Policies
that do not find a basis in one of these market failures must be justified by values other
than efficiency. It is to these other values that we next turn.

For Discussion

1. Why is the premium for health insurance provided by an employer typically
much lower than the premium for the same coverage purchased by an individual?

2. Why is it that public subsidy programs often result in much higher levels of
expenditures than initially estimated?
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Rationales
for Public Policy

Distributional and Other Goals

The traditional market failures and other limitations of the competitive frame-
work discussed in Chapters 5 and 6 identify circumstances in which private eco-
nomic activity may not lead to Pareto efficiency. Thus, they indicate the potential
for Pareto improvements through public policy. As we discuss in the next chapter,
correcting government failures also offers opportunities for making Pareto
improvements. Values other than efficiency, however, warrant consideration in
our assessments of the extent to which any particular combination of private and
public activity achieves the “good society.” As individuals, we turn to philosophy,
religion, and our moral intuition to help ourselves develop systems of values to
guide our assessments. Absent a consensus on the values to be considered and
their relative importance when they conflict, our political institutions must
unavoidably play a role in selecting the specific values that will have weight in
collective decision making. Nevertheless, we sketch here some of the more com-
monly employed rationales for public policies that are based on values other than
efficiency.
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Social Welfare beyond Pareto Efficiency

Before we discuss distributional and other important substantive values as distinct -
goals that compete with Pareto efficiency, we present two perspectives for viewing
these values as contributing to economic efficiency, more broadly defined.! One
approach involves the specification of a social welfare function that aggregates the ufili-
ties of the individual members of society. Another approach shifts the focus from the
valuation of particular allocations of goods to the valuation of alternative institutional
arrangements for making allocations.

Explicit Social Welfare Functions

The concept of Pareto efficiency offers a way of ranking allocations of goods without
making explicit comparisons of the utilities of individuals. The avoidance of interper-
sonal utility comparisons is achieved at the cost of an implicit acceptance of the initial
distribution of endowments of productive factors among individuals. The specifica-
tion of a social welfare function, which converts the utilities of all individuals into an
index of social utility, provides an alternative approach to defining economic effi-
ciency and aggregate welfare. Rather than define efficiency as the inability to make
someone better off without making someone else worse off (the Pareto principle), effi-
ciency is defined as the allocation of goods that maximizes the social welfare function
(the “greatest good” principle).

To clarify the difference between these definitions, consider a society consisting
of three people. Assume that each of these people has a utility function that depends
only on wealth, assigns higher utilities to higher levels of wealth, and assigns smaller
increments of utility to successive increments of wealth (that is, they exhibit positive
but declining marginal utility of wealth). Note that for a fixed quantity of wealth any
allocation among the three people would be Pareto efficient, it would not be possible
to shift wealth to increase one person’s utility without decreasing the utility of at least
one of the others. Imagine, however, that these people agree that wealth should be
allocated to maximize a social welfare function specified as the sum of the utilities of
the three persons. If we assume that the three people have identical utility functions,
then the allocation of wealth that maximizes social welfare is exactly equal shares of
wealth for each person. (Only when each person has exactly the same marginal utility
of wealth would opportunities for increasing the social welfare function disappear, the
assumption of identical utility functions implies that the equality of marginal utility
can occur only when wealth is equal.) Thus, this social welfare function would iden-
tify one of the many Pareto-efficient allocations as socially optimal.

Table 7.1 illustrates socially optimal policy choices under three different social
welfare functions for a three-person society. The social welfare function labeled
“Utilitarian” simply sums the utilities of the three persons (U, + U, + Us); it would be
maximized by policy C. The social welfare function labeled Rawlsian maximizes the
utility received by the person deriving the lowest utility, a maximin principle,

1If people are willing to pay for more equal distributions of wealth in society, then, as discussed in
Chapter 16, these amounts should be taken into account in assessing efficiency. In practice, however, we face
the problem of reliably eliciting these amounts through surveys. See David L. Weimer and Aidan R. Vining,
“An Agenda for Promoting and Improving the Use of CBA in Sodial Policy,” in David L. Weimer and Aidan R.
Vining, eds., Investing in the Disadvantaged: Assessing the Benefits and Costs of Social Policies (Washington, DC:
Georgetown University Press, 2009), 249-71.
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maximizing the minimum utility realized by anyone. It would identify policy B as the
social optimum. The social welfare function labeled Multiplicative is proportional to
the product of the utilities of the three persons (U, x U, x U,); it indicates policy A as
the social optimum. In this example, each of the three social welfare functions identi-
fies a different policy as socially optimal.

Utilitarianism is an influential welfare function developed by Jeremy Bentham
and, especially, John Stuart Mill.2 It also has attracted modern adherents, such as the
Nobel Prize winner John Harsanyi, who argued for a utilitarian-based rule of maxi-
mizing the expected average utility of all individuals.? Utilitarianism is
consequentialist. Such a philosophy asserts that actions are to be evaluated in terms of
the preferences of individuals for various consequences, which, in turn, can be aggre-
gated. Utilitarianism is sometimes described as the “greatest good for the greatest
number,” but that is inaccurate. As Table 7.1 demonstrates, utilities are added up;
therefore, utilitarianism is simply the “greatest good.” Broadly, utilitarianism under-
lies the Kaldor-Hicks principle described in Chapter 4 and is the foundation for
cost-benefit analysis. Although utilitarianism does not differentially weight anyone’s
utility, whether rich or poor, its founders perceived it to be both egalitarian and demo-
cratic. Utilitarianism is egalitarian in spirit because John Stuart Mill argued that indi-
viduals exhibit declining marginal utility with respect to wealth, which justifies some
level of redistribution from rich to poor. Utilitarianism is democratic in spirit because
it posits that the utility of everybody counts, the commoner as well as the king. A com-
mon criticism of utilitarianism is that it offers weak protection for fundamental indi-
vidual rights, because it does not guarantee minimal allocations to individuals.

Rawlsianism, as shown in Table 7.1, is a highly equalizing social welfare function.
John Rawls applies the maximin principle—"the greatest benefit of the least advantaged
members of society”—on the basis of a provocative thought experiment. This thought
experiment is intended to free us from our particularistic values that may be more dri-
ven by self-interest than we are ready to admit.* He asks us to imagine people who must
decide on a system of social institutions without knowing what their own endowments
(such as race, intelligence, and wealth) will be in society. Behind this veil of ignorance, in
an original position, people would deliberate as equals. Not knowing what one’s endow-
ment will be encourages one to consider the overall distribution of opportunities and
outcomes. Rawls argues that people would unanimously exhibit risk aversion and
would therefore select a social welfare function that raises the position of the least
advantaged, leading to greater equality of outcomes. As Rawls posits people agreeing to
social institutions behind the veil of ignorance, his philosophical approach is in the spirit
of the social contract approach developed by John Locke and Jean Jacques Rousseau.

Rawlsianism has been criticized on several grounds.® One is that it proposes
extreme redistribution that reduces incentives to create wealth. Another criticism is

2Jeremy Bentham, An Introduction to the Principles of Morals and Legislation (1789) {(Buffalo, NY:
Prometheus Press, 1988); John Stuart Mill, Utilitarianism (1861) in Alan Ryan, ed., Utilitarianism and Other
Essays: . S. Mill and Jeremy Bentham (New York: Penguin, 1987), 272-338.

5John C. Harsanyi. “Morality and the Theory of Rational Behavior,” Social Research 44(4) 1977, 623-56.

“John Rawls, “Justice as Fairness: Political Not Metaphysical,” Philosepiy & Public Affrirs 14(3) 1985,
223-50, at 227; John Rawls, A Theory of Justice (Cambridge, MA: Harvard Universijty Press, 1971).

SJohn Locke, The Works of John Locke (1700) (Westport, CT: Greenwood, 1989); Jean Jacques Rousseau,
Of the Social Contract (New York: Harper & Row, 1984).

8Gee, for example, Harsanyi, “Morality and the Theory of Rational Behavior.” Importantly, under
some assumptions about the nature of preferences, the two rules become indistinguishable. See Menahem E.
Yarri, “Rawls, Edgeworth, Shapley, Nash: Theories of Distributive Justice Re-examined,” Journal of Econontic
Theory 24(1) 1981, 1-39.



136

Part 11: Conceptual Foundations for Problem Analysis

that, in practice, people in the original position would not be either as risk averse or as
consensual as Rawls suggests. Researchers have tried to address these kinds of ques-
tions in a number of experiments that attempt to replicate the original position and
the veil of ignorance to some degree. One set of experiments, for example, found that
most subjects strongly reject Rawls’s maximin principle. However, some also rejecta
Harsanyian “maximizing the average utility” welfare function (although fewer and
less strongly). Most subjects preferred an allocation that maximizes average utility
with some floor constraint.” Notice that these empirical finding are broadly consistent
with the muliplicative social welfare function shown in Table 7.1, as it avoids alloca-
tions with very low levels of utility to any individuals.

The existence of a universally accepted social welfare function would greatly
reduce the complexity of the task that policy analysts face in ranking policy alterna-
tives by eliminating the necessity of making trade-offs among incommensurate val-
ues. Analysts would design policy alternatives and predict their consequences, but the
social welfare function would mechanically rank the alternatives. The policy analyst
would hardly carry a normative burden. A number of conceptual and practical prob-
lems, however, prevent the social welfare function from rescuing policy analysts from
having to confront trade-offs between efficiency and other values.

First, social welfare functions that directly aggregate the utilities of individuals
assume that these utilities can be observed. However, utility is a subjective concept
that defies direct measurement.® Indeed, most economists eschew any explicit inter-
personal comparisons of utilities for this reason. Instead, they usually rely on the prin-
ciple of no envy to define equity: a social allocation is equitable if no one would prefer
anyone else’s personal allocation to their own.? In this formulation, people compare
allocations across individuals in terms of their own utility functions. For example,
splitting an estate between two heirs by allowing one to divide the assets into two
shares and the other to have first choice of shares will result in an equitable allocation
in the sense that the chooser will select the allocation that he or she most prefers and,
therefore, have no envy, and the divider, not knowing which allocation will be
selected, will divide so as to be indifferent between the two allocations and, therefore,
also have no envy.

The principle of no envy does not provide a practical basis for constructing social
welfare functions, however. The problem of utility measurement can be sidestepped
somewhat by relatinég social welfare to the consumption that produces utility for the
members of society.!V So, instead of social welfare being specified as some function of
personal utilities, it is given as a function of either the quantities of goods consumed
by each person or the economic resources, such as income or wealth, available to each

“Norman Frohlich, Joe A. Oppenheimer, and Cheryl L. Eavey, “Choices of Principles of Distributive
Justice in Experimental Groups,” American Journal of Political Science 31(3) 1987, 606-36. We must be cau-
tious, however, in interpreting these results because subjects’ responses to redistributive questions are sen-
sitive to the framing of questions and whether redistributive changes are seen as gains or losses. See Ed
Bukszar and Jack L. Knetsch, “Fragile Redistribution Choices Behind a Veil of Ignorance,” Journal of Risk and
Uncertainty 14(1) 1997, 63-74.

8For a brief overview, see Amartya Sen, On Ethics and Economics (New York: Basil Blackwell, 1987).
For a more detailed discussion, see Robert Cooter and Peter Rappaport, “Were the Ordinalists Wrong about
Welfare Economics?” Journal of Economic Literature 22(2) 1984, 507-30.

For an overview, see H. Peyton Young, Equity: In Theory and Practice (Princeton, NJ: Princeton
University Press, 1994).

105ee Abram Bergson [as Burk], “A Reformulation of Certain Aspects of Welfare Economics,”
Quarterly Journal of Economics 52(2) 1938, 310-34.
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person for purchasing goods of choice. When the social welfare function depends on
the consumption of specific goods, society places values on consumption patterns
without direct regard for individual preferences. For example, the social welfare func-
tion might place maximum weight on some target level of clothing consumption, even
though some persons would prefer to consume more, and some persons less, than the
target level. ‘

Second, whether the social welfare function depends on individual utilities, ,
wealth levels, incomes, or consumption patterns, it must somehow be specified.
Absent unanimity among the members of society over the approFriate social welfare
function, no fair voting procedure can guarantee a stable choice.'! However, unanim-
ity is unlikely because individuals can anticipate how they will personally fare under
alternative social welfare functions. How, then, would the social welfare function
come to be specified? Elevating the preferences of those who happen to be governing
at the moment to the status of social welfare function seems presumptuous, especially
if current choices will have implications beyond their likely tenures in office. Thus,
rather than being an objective starting point for analysis, the social welfare function is
more likely to be the product of value judgments made as part of the analysis.

As a society we never explicitly choose the aggregate level of equity.
Redistributions that have implications for equity are selected sequentially and often
delivered through programs bundled with policies seeking other goals, such as effi-
ciency. If we did so, then the process would be subject to some of the preference aggre-
gation problems mentioned above. Therefore, it is extremely difficult to deduce what
level and kind of redistribution society would choose if a perfect revelation mecha-
nism did exist. Experiments, however, do provide some hints. Two kinds of experi-
mental “games” are especially useful for this purpose: ultimatum games and dictator
games. In the ultimatum game, introduced in Chapter 6, a Proposer offers a division of
a fixed sum of money X to a Responder, who can either accept or reject it. If the
Responder accepts the offer, then both the Proposer and the Responder receive their
designated percentage of X. If the Responder rejects the offer, then both receive noth-
ing. How often do Responders reject? “Dozens of studies with these games establish
that people dislike being treated unfairly, and reject offers of less than 20 percent of X
about half the time, even though they end up receiving nothing.”!? In contexts where
Proposers can observe acceptances or rejections and respond, they typically offer 40 to
50 percent of X. The ultimatum game tells us about “fairness” rather than equity. The
extent of pure redistributive altruism is more clearly revealed in the dictator game.
Here, the Proposer can dictate the allocation because the Responder cannot refuse it.
Proposers offer considerably less than in the ultimatum §ame, but still generally offer
an average of 20 to 30 percent of the sum to be divided.!

Third, even if a social welfare function were somehow to be validly specified,
limitations in information and cognition would hinder its practical use. Predicting
the impacts of policies on the millions of individuals who make up society boggles the
mind. Jt would almost certainly be necessary to divide society into groups to make the

UThis point has been raised as a fundamental criticism of Bergson's approach to social welfare func-
tions. See Tibor Scitovsky, “The State of Welfare Economics,” American Economic Review 51(3) 1951, 301-15. In
the next chapter, we discuss this objection more generally as a fundamental problem inherent in democracy.

12Colin Camerer, “Progress in Behavioral Game Theory,” journal of Econonic Perspectives 11{4) 1997,
167-188, at 169.

Bibid.
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application of the social welfare function more tractable, but such grouping risks
obscuring important differences among individuals within groups. For example,
grouping solely by income level might not be appropriate if people in different life
stages, locations, or conditions of health face very different costs in maintaining
households.

Fourth, when analysts specify hypothetical social welfare functions to rank alter-
native policies, perhaps to make explicit the consideration of distributional issues,
they tend to make the social welfare functions depend only on immediate conse-
quences so as to keep the burden of prediction manageable. Such myopia can lead to
rankings other than those that would be made with greater consideration of conse-
quences occurring in the more distant future. For example, an exclusive focus on the
current distribution of income ignores the impacts of policies on investment decisions
in physical and human capital that significantly affect the size and distribution of
income in the future. Using a myopic social welfare function as an expedient thus risks
diverting attention from the full range of appropriate values.

Choosing Institutions versus Choosing Allocations

Several intellectual streams argue for a recasting of the “social welfare problem,” from
one of choosing distributions of goods to one of choosing the social, economic, and
political institutions from which the distributions will actually emerge. The constitu-
tional design perspective focuses on the choice of the fundamental procedural rules
governing political decision making.!* The property rights perspective considers the
implications of the rules governing ownership and economic activity, recognizing that
they affect how much is produced as well as how it is distributed.!®> Others have
sought to understand the significance of social values, norms, habits, conventions, and
other informal forces that influence interaction among members of society.'® An
appreciation of the importance of institutions, the relatively stable sets of formal and
informal rules that govern relationships among members of society, unifies these
otherwise very different perspectives.

The distinction between valuing alternative distributions and valuing alterna-
tive institutions is relevant no matter what normative framework underlijes the assess-
ment of social welfare. It arises most explicitly, however, in the distinction between
act-utilitarianism and rule-utilitarianism.'” Under act-utilitarianism, the rightness of an
act depends on the utility that it produces. Under rule-utilitarianism, the rightness of
an act depends on its adherence to general rules or principles that advance social util-
ity; it thus provides a moral basis for the creation and adherence to rights and duties

14Gee, for example, Geoffrey Brennan and James M. Buchannan, The Reason of Rules: Constitutional
Political Economy (New York: Cambridge University Press, 1985).

®For a discussion of institutional arrangements from the perspective of welfare economics, see
Daniel W. Bromley, Economic Interests and Institutions: The Conceptual Foundations of Public Policy (New York:
Basil Blackwell, 1989).

16S0me recent examples: Amitai Etzioni, The Moral Dimension: Toward a New Economics (New York:
Free Press, 1988); Geoffrey M. Hodgson, Economics and Institutions: A Manifesto for a Modern Institutional
Economics (Philadelphia: University of Pennsylvania Press, 1988); and James C. March and John P. Olsen,
Rediscovering Institutions: The Organizational Basis of Politics (New York: Free Press, 1989).

170On rule-utilitarianism, see Richard B. Brands, “Toward a Credible Form of Utilitarianism,” in
Michael D. Bayless, ed., Contemporary Utilitarianism (Garden City, NY: Anchor Books, 1968), 143-86. For 2
fuller development, see Russell Hardin, Morality within the Limits of Reason (Chicago: University of Chicago
Press, 1988).
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that restrain the expediency of act-utilitarianism.'® So, for example, giving public
relief to people who suffer severe property loss from a flood might be judged under
act-utilitarianism as desirable because it results in a more uniform distribution of
income. Under rule-utilitarianism, however, the giving of public relief might be
viewed as undesirable according to the principle that public policy should not encour-
age moral hazard—if compensation is given, then others will be encouraged to live in
floodplains in anticipation that they, too, will be compensated for losses. Note that if
utility interdependence among the population makes relief to the current flood vic-
tims a public good that would be underprovided by private charity, act-utilitarianism
rather than rule-utilitarianism would be consistent with the common (myopic) inter-
pretation of Pareto efficiency.

Rule-, or institutional-, utilitarianism encourages consideration of a variety of-
values that contribute indirectly to social utility through more effective political,
social, and economic institutions. By increasing the chances that dissident views will
be heard, for instance, largely unbridled freedom of speech reduces the risks of consis-
tently bad political decisions being made by misguided majorities. Policies that give a
major role to parents in the socialization of children help preserve the family as the
most fundamental social institution. Maintaining fair procedures for resolving dis-
putes over the enforcement of contracts facilitates efficiency in economic exchange
among private parties. Moral and political considerations hinder promotion of institu-
tional values when these values involve immediate consequences that are, in isolation,
undesirable: some speech is highly offensive; even intact families sometimes grossly
fail children; fair procedures for dispute resolution do not always favor those who
would benefit most from compensation. Nonetheless, the focus on institutions
deserves consideration because it encourages a broader and less myopic perspective.

Measuring Changes in Aggregate Social Welfare:
Social Indicators

A variety of quantitative measures have been proposed to gauge changes in aggre-
gate social welfare when social welfare functions are impractical.!® These measures
are normally formulated at the national level, but it is also possible to do so at other
levels (for example, globally, or at subnational levels such as the state or province).
Some of these, such as gross domestic product, substitute for more conceptually
appropriate measures of efficiency. Other social indicators, such as the consumer
price index, reflect distributional values as well as efficiency. Many other social indi-
cators have been proposed to capture noneconomic dimensions of social welfare. We
briefly review here some of the social indicators commonly encountered in policy
debates.

Gross Domestic and Net Domestic Product. Changes in social surplus pro-
vide a conceptually attractive metric for evaluating policies in terms of efficiency.

185ee John C. Harsanyi, “Rule Utilitarianism, Equality, and Justice,” Social Philosophy & Policy 2(2)
1985, 115-27. Harsanyi argues that the rule-utilitarianism provides a rational basis for deontological princi-
ples, such as rights and duties by relating them to the maximization of social utility.

1%For an excellent review and extension of the literature on policy indicators, see Duncan MacRae, Jr.,
Policy Indicators: Links between Social Science and Public Debate (Chapel Hill: University of North Carolina
Press, 1985).
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Actually measuring changes in social surplus, however, is often impractical. The
effects of policies are sometimes spread so widely in the economy that valuing them
in only a few selected markets misses too much. Even when effects are more limited
in scope, sufficient information may be unavailable for assessing the magnitudes of
the changes in social surplus that they produce. These factors lead to a variety of
more easily measured variables as indicators of efficiency and, more generally, social
welfare.

The most familiar indicators arise in the context of macroeconomic policy. A cen-
tral concept is gross domestic product (GDP), the market value of the output of final
goods and services produced within the country in a specified time period, usually
one year. GDP is measured in two ways: first, as the sum of expenditures on final
goods and services by consumers, businesses, government, and foreigners; second, as
the sum of payments to the factors of production.

Economists recognize two obvious limitations of GDP as a welfare measure.
First, GDP measures the market value of goods and services in current prices, so that
increases in general price levels inflate GDP estimates even in the absence of
increases in output. Comparisons of policies with effects across different years are,
therefore, commonly made in terms of real GDP, the value of output measured in
prices prevalent in some base year. Second, GDP does not account for the deprecia-
tion of plants, equipment, and residential structures that offsets the addition to pro-
ductive capacity resulting from new investment. Adjusting GDP for depreciation
leads to net domestic product (NDP). In practice, however, skepticism about the way
depreciation is actually measured in national income accounts leads many econo-
mists to use real GDP as an indicator of welfare in policy evaluations despite the
greater conceptual attractiveness of real NDP. This skepticism flows from the fact that
accounting depreciation often does not correspond closely to the actual economic (or
real) depreciation of an asset.

Changes in either GDP or NDP, however, only roughly approximate changes in
social welfare. Consider a reduction in GDP that took away two units of some good
from a consumer. The GDP loss and the social surplus loss associated with the
removal of the first unit of the good from the consumer would be its price. The GDP
loss from removal of the second unit would also be its price. But the social surplus loss
would be greater than price if the consumer has a downward-sloping demand sched-
ule. In general, GDP changes reflecting large adjustments in specific markets do not
correspond closely to changes in social surplus.

Many other objections have been raised to the use of GDP as an indicator of
social welfare.?? Most are related to items, such as environmental quality and house-
hold labor by non-employed spouses, that are not traded in markets and hence not
counted as part of GDP. A variety of adjustments have been suggested to deal with
some of these objections: better accounting of the investment levels needed to sustain
growth; imputations of value for capital services, leisure, and nonmarket work; and
the imputation of lost welfare due to environmental disamenities.?! Other problems
arise in comparing real GDP across years because of changes in the composition of
output: new goods enter the market (smart cell phones replace laptop computers that

WFor an overview, see Dan Usher, The Measurement of Economic Growth (New York: Columbia
University Press, 1980).

21These adjustments were suggested by William D. Nordhaus and James Tobin, “Is Growth
Obsolete?” in Milton Moss, ed., The Measurement of Economic Performance (New York: National Bureau of
Economic Research, 1973), 509-31.
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replaced handheld calculators that replaced slide rules) and improve dramatically in
quality (personal computers become faster and easier to use).??

Though these problems suggest caution in interpreting GDP as a measure of
aggregate social welfare, there is a reasonable presumption that, other things equal, the
larger the real GDP, the better off are the people living in the economy. Several other
politically salient economic indicators, however, have more ambiguous interpretations.

Unemployment, Inflation, and the Balance of Payments. Unemployment
rates have both efficiency and distributional dimensions. Involuntary unemployment
involves a loss of productive resources for society and personal hardship for those
who cannot find employment. A lower unemployment rate is generally desirable.
However, if it falls too low, then overall efficiency may suffer because labor cannot as
easily move to jobs where it is valued the most. The economically efficient unemploy-
ment rate, therefore, may be larger than zero to accommodate the movement of labor
among jobs. The efficient rate may not be consistent with distributional objectives,
however, especially if certain segments of the population are more prone to long peri-
ods of involuntary unemployment than others.

The rate of inflation involves similar problems of interpretation. Changes in the
consumer price index (CPI), an index of how much it costs in current dollars to buy a
fixed basket of market goods relative to its cost in some base year, commonly serve as
measures of inflation rates. Lower rates of inflation are usually viewed as more desir-
able than higher rates, for several reasons: higher rates generally are associated with
greater uncertainty about the future, slowing investment and saving by making antic-
ipation of future prices more difficult; inflation has unequal impacts on real incomes—
those who own real property, like houses, and those whose incomes have automatic
cost of living adjustments, generally do relatively better than those who do not own real
property or those whose incomes do not have automatic adjustments; and high rates
of inflation risk creating inflationary expectations that undermine confidence in the
monetary system and lead to disruptive hyperinflation.?® But a zero rate of inflation is
not necessarily desirable. During supply-side shocks to the economy such as sudden
increases in world oil prices, for instance, inflation may help reduce adjustment costs
by loosening the constraints imposed on the economy by “sticky” nominal wages and
other price rigidities.

Prior to recent adjustments, the measurement of the CPI probably overstated the
rate of inflation in the U.S. economy by between 0.3 and 1.4 percentage points per
year.?* Overestimation of the rate of inflation helps explain how standards of living
during the 1980s increased despite the apparent stagnation of real wages. It also sug-
gests that government transfer programs with automatic cost of living adjustments,
such as Social Security payments to the elderly, were actually growing in terms of their
real value.

Perhaps the most ambiguous of the politically salient economic indicators is the
balance of payments in the current accounts, the difference between the dollar value of

22See, for example, Jack F. Triplett, “Concepts of Quality in Input and Output Price Measures:
A Resolution of the User-Value and Resource-Cost Debate,” in Murray F. Fass, ed., The LS. National Income
and Product Accounts (Chicago: University of Chicago Press, 1983), 269-311.

BFor an overview, see Edward Foster, Costs and Benefits of Inflation (Minneapolis, MN: Federal
Reserve Bank of Minneapolis, March 1972).

2Pavid E. Lebow and Jeremy B. Rudd, “Measurement Error in the Consumer Price Index: Where Do
We Stand?” Journal of Economntic Literature 41(1) 2003, 159-201.
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goods and services exported and the dollar value of goods and services imported. A
negative balance of payments implies a trade deficit, which is usually taken in the
United States as a sign of weakness in the economy. Such an interpretation, however,
is not so clear-cut. Foreigners must do something with the dollars that they accumu-
late from the trade deficit. That something is investing in the U.S. economy. Indeed,
foreigners as a group cannot realize net investment in the U.S. economy unless they
enjoy a trade surplus. When the United States is an especially attractive place to
invest, as it was during the westward expansion in the late nineteenth century, the
realization of net investment forces a trade deficit. Why should we worry about the
trade deficit if it is offset by foreign investment?

One cause of concern is that foreigners gain claims on the future wealth of the
United States from their investments. Such claims do not mean that the United States
will be poorer in the future as long as the investments are economically sound. To the
extent that the foreign investment is simply financing current consumption, however,
there is cause for concern. In 2008 about 53 percent of the $5.9 trillion in U.S. public
debt was held by foreigners. Though such heavy borrowing to fund the budget deficit
is worrisome, in general deciding at any particular time whether foreign investment,
and hence the trade deficit, is too large or too small from the perspective of economic
efficiency is difficult and controversial. So, too, is an assessment of its distributional
consequences, looking just at jobs lost in export industries without considering jobs
gained in industries benefitting from foreign investment and from low import prices
tells an incomplete story.

Noneconomic Indicators. A great variety of indicators not tied to macroeco-
nomic data provide measures of various dimensions of social welfare. Infant mortality
rates, for instance, reflect the adequacy of the diets and health care available to preg-
nant women, mothers, and babies, especially those least advantaged. Other com-
monly used indicators include crime rates, adult life expectancy, smog-free days in air
sheds, and educational achievement. In judging the appropriateness of interpreting
such indicators as measures of social welfare, it is important to determine both their
conceptual validity and their accuracy of measurement.

Consider, for example, an indicator such as educational achievement. At the con-
ceptual level, it seems reasonably related to the potential of the economy for economic
growth and, when compared across individuals, to the distribution of opportunity in
society, social values of importance. Its measurement, however, is complicated. Simply
using years of schooling as a measure of educational achievement ignores differences
in school standards and student performance. Lack of comprehensive data may hin-
der comparisons, over time or across groups, based on more direct measures of
achievement, such as test scores.

Substantive Values Other Than Efficiency

Viewing market failure as a necessary condition for government intervention implies
that Pareto efficiency is the only appropriate social value. Strong arguments can be
made for always including efficiency as a substantive value in policy analysis: only
the malevolent would oppose making someone better off without making anyone else
worse off; the pursuit of efficiency produces the greatest abundance of goods for
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society, thereby facilitating the satisfaction of wants through private actions, both self-
interested and altruistic; and, given the decision to pursue other substantive values
through public policy, doing so efficiently preserves the greatest potential for satisfy-
ing material wants. Here we sketch the rationales for some of the more important sub-
stantive values that often compete with efficiency.

Human Dignity: Equity of Opportunity and Floors
on Consumption

We begin with the premise that all people have intrinsic value, which derives from the
very fact that they are human beings rather than from any measurable contribution
they can make to society. Our own dignity as human beings requires us to respect the
dignity of others. Although the meaning of dignity ultimately rests with the individ-
ual, it involves, at least to some extent, one’s freedom to choose how one lives. A good
society must have mechanisms for limiting the extent to which any person’s choices
interfere with the choices of others. It also should facilitate broad participation in the
institutions that determine the allocation of private and public goods.

We have focused on market exchange as a mechanism for translating the prefer-
ences of individuals into allocations of private goods. But to participate in markets one
must have something to exchange. In the competitive framework one has a set of
endowments, ownership of labor and other factor inputs. Someone who has no
endowments would be effectively barred from participating in the market process.
With very small endowments, people have very little choice; without any endow-
ments, people cannot express their choices of private goods at all. As survival depends
on the consumption of at least some private goods, such as food and protection from
exposure, we might find a Pareto-efficient allocation that involves the premature
deaths of some people.

Most of us would not consider such extreme allocations as appropriate. In many
societies, people take it upon themselves to mitigate the most drastic consequences of
extreme allocations through voluntary contributions to charities or individuals. For
example, until the role of the federal government expanded greatly during the 1930s,
private charity was a major source of assistance for widows, orphans, and the disabled
in the United States.” Concern that charity may not adequately reach these vulnerable
populations is a widely accepted rationale for public assistance.

Note that these preferences do not necessarily favor the Rawlsian social welfare
function presented in Table 7.1. They might very well be consistent with a utilitarian
social welfare function that places lower bounds on consumption levels or on some
version of the multiplicative social welfare function. The essential concern is the
absolute rather than the relative consumption of those worse off.

ZPublic transfer programs almost certainly displace private charity. U.S. historical data suggests that
the displacement may be as large as dollar-for-dollar. Russell D. Roberts, “A Positive Model of Private
Charity and Public Transfers,” Journal of Political Ecornomy 92(1) 1984, 136—48. State spending on welfare
seems to involve displacement rates of about 30 percent. See Burton Abrams and Mark Schmitz, “The
Crowding-Out Effect of Government Transfers on Private Charitable Contributions, Cross-Section
Evidence,” National Tax Journal 37(4) 1984, 563-68. It also appears that public funding displaces fund-raising
efforts. See James Andreoni and A. Abigail Payne, “Do Government Grants to Private Charities Crowd Out
Giving or Fund-Raising?” American Economic Review 93(3) 2003, 792-812.
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More generally, we might agree that viable participation in market exchange
requires some minimal endowment of assets. Because most people have potential to
sell their own labor, one approach to increasing the number of people with the minimal
endowment is to increase their effectiveness and marketability as workers. Public poli-
cies intended to provide remedial education, job training, and physical rehabilitation
may play an important role in increasing effective participation in the private sector.?
So, too, might policies that protect against discrimination by employers on the basis of
factors not relevant to performance on the job. Direct public provision of money or in-
kind goods, however, may be the only way to ensure minimal participation of those,
such as the severely disabled, who have little or no employment potential.

Note that while transfers to ensure floors on consumption would increase the
equality of the distribution of goods in society by increasing consumption by the least
wealthy, this is only a side effect of preserving human dignity. Once everyone reaches
some minimum level of consumption, preservation of human dignity does not neces-
sarily call for further redistribution to increase equality.

Increasing participation in decisions over the provision and allocation of public
goods also merits consideration as an appropriate value in the evaluation of public
policies. As we previously discussed, markets generally do not lead to efficient levels
of provision of public goods. Actual choices are made through political processes.
Public policies that broaden political participation may be desirable, therefore, in
terms of respect for individual preferences for public goods. We support universal
adult suffrage, for instance, not because we expect it necessarily to lead to greater effi-
ciency in the provision of public goods but, rather, because it recognizes the inherent
value of allowing people some say over the sort of society in which they will live.

Finally, we must consider situations in which people are incapable of rationally
exercising choice. For example, most of us would not consider preventing either
young children or mentally impaired individuals from seriously harming themselves
to be a violation of their human dignity (although we may disagree on the definitions
of “young” and “impaired”). On the contrary, we might embrace an affirmative duty
to act paternalistically. The problem, from the perspective of public policy, is deciding
the point at which individual choices should be overridden.

Increasing the Equality of Outcomes

Respect for human dignity seems to justify public policies that ensure some minimum
level of consumption to all members of society. Most of us would agree that the mini-
mum level should be high enough to ensure the commonly recognized needs for
decent or dignified survival. The level is theoretically absolute, but in practice it is not
fixed. It is absolute in the sense that it does not explicitly depend on the wealth,
income, or consumption of others in society: individuals need some level of food and
shelter to survive no matter how others live. Yet, this level is not fixed because the col-
lective assessment of what constitutes dignified survival will undoubtedly reflect the
aggregate wealth in society. The U.S. government regularly estimates how much
income families must have to consume a set of basic goods that were considered
necessary for decent survival in 1965. The number of persons in families raised above

%Robert Haveman considers ways of redesigning the U.S. system of redistribution so that it is
directed more toward equalizing opportunity. For example, he proposes the establishment of capital
accounts that youths could use for education, training, and health services. Robert Haveman, Starting Even:
An Equal Opportunity Program to Combat the Nation’s New Poverty (New York: Simon & Schuster, 1988).
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this poverty line often serves as a measure of success of government programs.?” For
instance, in 2008 the poverty line for a family of four with two related children under
age 18 years was $21,834. As the United States has become wealthier, however, there is
a growing tendency to use multiples, such as 125 percent of the poverty line, in evalu-
ations, suggesting a change in our collective assessment of the decent minimum.?8

Rather than look just at the absolute consumption levels of the poorest members
of society, we might also consider the entire distribution of wealth. Personal attributes,
family circumstance, and chance lead to a wide dispersion in the levels of wealth
enjoyed as outcomes in a market economy. Several conceptual frameworks seem to
support greater equality in outcomes as an important social value.

The Rawlsian social welfare function shown in Table 7.1 clearly leads to greater
equality of outcomes. As previously noted, even the utilitarian social welfare function
shown in Table 7.1 provides an argument for viewing equality of outcomes as a social
value if we assume that all individuals have identical utility functions exhibiting
declining marginal utility with respect to wealth. That is, individuals get less addi-
tional happiness from additional units of wealth as their levels of wealth increase.
Under these assumptions, the more equal the distribution of any given level of wealth,
the higher the ranking of that distribution by the social welfare function. In terms of
tax policy, for instance, this argument leads to the notion of vertical equity—those with
greater wealth should pay higher taxes so that everyone gives up the same amount of
utility.?? (The related notion of horizontal equity requires that those in similar circum-
stance be treated alike.)

An important consideration arises in thinking about equality of outcomes as a
social value. The discussion above implicitly assumes that the amount of wealth to
be distributed among individuals is constant. This may be true for a one-time,
unanticipated reallocation. Once people anticipate reallocation, however, they will
begin to change their behaviors in ways that generally reduce the total amount of
wealth that will be available. In the extreme, where everyone received the same
share of wealth, the incentives for work, investment, and entrepreneurship would
be greatly reduced. Costly and intrusive control mechanisms would h