


"I'm a liberal but not a libertarian because I cannot
agree that the free distribution of dollar votes in
the market place represents any kind of ethical
optimum according to any ethical doctrine known

to me."

. --Eminent Economist

"They're not entitled to a goddamn thing, goddamn them."

em——

--Eminent Philanthropist

(Revised: December 10, 1970)



















Such transfers can be prescribed without the use ¢” "1terpersc il
comparisons of utility and within the bounds of a ;trict Paretian
social welfare function.5 In fact, it wil be demonstrated that
government action to transfer wealth may be necessary in order to

arrive at a Paretian optimum.
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poor one by agreeing to undertake joint or collective action (I'll
give a half-dollar if you give a half-dollar). ¢ :h a roposition
would only be agreed to, however, if the wealthy pérson did get a
utility increase fro a transfer. But if the rich man gets no
utility from such a transfer, the third person would have to pay him
a dollar for every dollar he transfers, leaving the rich man's position
uncﬁanged in he end. Only if the third person had property rights in

le wealthier person cou 1 he take from im without 'buying."
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A. IMPERFECTIONS 1IN COMPETITION

A lack of ~mpetition in any product or factor market
bespeaks some v: lation of‘the distributional ethic enunciated
at the outset because, in such a case, some factor will be paid less
than the value of its marginal product. For example, where an
employer exercises monopsony power in a factor market, there will
be a divergence between the price paid for the factor and its marginal
value product. This divergence can be considered as expropriation of

1e property of the factor owner.

If the right of the factor owner to the product of the factor
were to be enforced, market operation would lead to an equilibrium
where the marginal v: ue product equaled the price of the factor.

The accompanying diagram shows equilibria in a mewopsonistic factor

1 rket 0 t a competitive product market under enforce 'nt and non-

enforcement of prc¢ erty rights. n the mon )jsonistic market, the

firm will hire-FO of the factor for, at that level, the marginal
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lawsuits for compensation in excess of a b: lion dollars, and the
case awaits a court decision on the rights of oil drillers as
opposed to the rights of shore dwellers. A decision in favor of
local residents would raise insurance rates for drilling in the
area, induce the use of more costly protection against spillage in
new drilling activities if nof stop them a :ogether, and if oil
production were in any real sense subject to market competition,
the price of oil woul: rise. Damages awarded to the local residents,
or the insurance payment required to cover future damages, represent
the price ocal residents would demand for the right to spill oil on their
beaches. A decision in favor of the oil companies would undoubtedly
lead residents to ‘:mand political action to prevent ‘urther drilling.
Any such action would take the form of put ic purchase of drilling
rights from the oil companies, financed by taxes on the residents.
However, it is up to the courts to decide how the rights to ' se"
the ocean should je assigned. There is no "just' way to decide the

case, according to the stated distribution rule.
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rather than a realistic assessment of the head of the household's
ability to control or expose the preferences of its other members.
To that extent, however, the assumption of individual utility
maximizers does not do great violence to currently accepted
institutions.

An assumption which was not made is that government12 knows
the preferences of all taxpayers and is in a position to distribute
taxes accordingly. In the iormative model presented here, I h?ve
only tried to describe what should be sought by government, avoiding

questions of how well it ¢ 1 succeed. If government does not know

all preferences, it does not discredit the normative model, it simply
allows for failure to achieve the norm. How much government does oT
can ever know raises an issue which, although it is receiving
increasing attention in the professional literature, will not be
discussed here, i.e., the effect of transaction costs on the relative
desirability of collective action by the government and private

voluntary collective action.
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anti-trust actions, or civil actions seeking damages for fraud and
restraint on moveﬁent of factors. Such actions when undertaken now
are not accompanied by compensation to the individual v > has an
established advantage. Second, government expenditures undertaken
in response to the large class of problems generally considered to
involve the existence of external effects should be evaluated in terms
of the returns to taxpayers rather than national income investment
efficiency.

For example, the benefit of public expenditures on education
should not be neasured by comparing the income of the educate indivi 1al
to the cost of society, but by comparing the returns which accrue to
the rest of society to the costs they bear. The benefits of farm price
supports should not be measured in the income gained | farmers but in
whatever benefit taxpayers receive from those expenditures: reduced
welfare payments, farmers h¢ d in agriculture,13 excess capacity pre-
served as a hedge against war, or any other, or all of these if tax-
payers consider them r« evant. The desire of taxpayers to purchase
these benefits should determine government's leve of spending, and
taxpayer's preferences and best interests should be the subject of
analysis.

It is important, however, not to gloss over the fact that
when evaluation of government programs leads to the conclusion that
programs should be terminated, or when a position is .advocated with
respect to assigr ent of rights in a case of externalities, a basic
issue of iealth redistribution is involved. In such cases, it is

mistaken for economists to concentrate on the efficiency of resource
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allocation. Everyone knows that agricultural price supports should
be terminated but economists must recognize that their removal would
lead to a significant reduction in the value of agricultural land now
used in production of price supported crops. Farmers and those who
hold mortgages on the land would lose considerable wealth simply
because of the ''change in the rules'" and a strong case can be made
that they deserve compensation if such a change is to be made. Just
how muc compensation to pay would be an appropriate subject for
economists to analyze. One of the few cases I know of in which a
government allowed increased (although not free) entry into a formerly
restricted business occurred in Beirut when additional taxicab licenses
were sold in the market and the proceeds used to compensate prior
holders of licenses for part of their loss in wealth.

A separate point worth making is that the desires of tax-

payers for particular items of collective consumption are likely to

vary with geographic dispersion and cultural differences. In cases where

benefits are geographically localized, it would be more appropriate for
local governments to tax and provide the good than for the national
government to do so.

For example, water resource development, reclamation of arid
lands, reduction of air pollution, etc., may provide benefits in excess
of costs, but benefits which are consumed collectively only within a
given area by a selected group of individuals. The appropriate subject

for analysis is, therefore, the regional distribution of benefits for
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only when the relevant public has Been identified can expenditure
desires be properly collectivized and expenditures evaluated.

The particular problem of evaluating incomé transfer programs
is not resolved simply by suggesting that government should satisfy
taxpayer preferences. Even at this time, it is not clear whether
taxpayers are concerned with the recipient's income, consumption, or
utility. If income is the focus, it would suggest that society (apart
from recipients) is concerned only that all individuals have some
opportunity for minimum consumption. In this case, direct money
transfers are probably the preferred activity although it is legitimate
to consider investments which generate equivalent income streams for
the recipient as alternatives. If consumption is the focus, transfers

in kind are indicated, such as provision of housing, food, clothing,

or whatever are the important items of consumption from the donor's

point of view. If the utility of the recipient is the focus, the
mechanism of transfer itself must be included in the evaluation. For
example, if transfers of money are considered degrading by the recipient
while transfers in kind are not, the transfer in kind may be more
desirable.

With respect to coilective goods in general (including income
redistribution) appropriate problems to be addressed in analysis are
the exposure of taxpayer preferences, and the exposure of taxpayers'
best interests. As’analysis is now performed, it appears that these

questions are rarely asked and never answered. Yet it is clear that
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taxpayers often do not recognize'their interests and government often
acts without a clear definition of whose interesfs it serves or of
the extent of the interest.

The practicality of the guidance offered may be evident only
to those who have worked closely with budget allocators in government.
It is true that "practical' research on management problems, funded
by operating agencies, is nearly always concerned with the question,
"How can the agency be more eff :ient at what it is now doing?" A
researcher who answers that question by saying, "Efficiency doesn't
matter, this should not be done at all,'" will find his answer dis-
regarded, and will rightly conclude that an approach which led to
that result is "impractical.' But when he is asked to evaluate a
program as a basis for the allocation of funds from a central budget
agency, the researcher will find that the practical question facing
the allocator is, "Should I be doing more or less of this activity?"
That normative question must be addressed in terms of the allocation
of social benefits and costs and only rarely in terms of efficiency.
In this context, a model which provides general guidance on how the
normative question should be addressed is of great practical valuel4
to both the researcher and the decision maker.

The difficulty involved in making the measurements suggested,

j.e., identifying the marginal product of factors and the social

benefits of government programs should not be considered as demonstrating

the "impracticality' of the approach. What is being suggested is not
that society shou | seek something completely new, but that in studies

of government programs something be measured which is different from
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what economists have concentrated on. Even if measurements of some
variables are impossible and must be left for estimation to the
political process, the identification of those variables whose
values should be estimated would be of practical value to individuals
who must determine the allocation of government expenditures.

In the real world ¢ :axation and expenditure it will be
impossible to assure perfect equity. Practical divergences from
perfection pose the problem of devising an information system which
will make possible a more appropriate distribution of taxes and
benefits. This problem is less the concern of the economist than
of the political scientist, but that it is important and relevant
to today's problems is beyond dispute. The occasional refusal of
some individuals to pay taxes to support war, for example, can be
viewed as an indication that those individuals consiéer the defense
provided to be of little or no value to them. The inequity involved,
in forcing them to pay for defense they do not want should disturb
political scientists and lead them to search for more perfect signals
for tax distribution purposes.

While the political scientist searches for better signals,
the short run problem of working within the context of the present
political structure must be handled to a large extent by assuming
for the purpose of taxation that some individual differences do not

exist. Imperfect as these assumptions must be, they appear to offer
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a better basis for evaluation of government programs than do those

depending on implicit interpersonal comparisons of utility.

~
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When this arficle was written the author was on the staff of
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the helpful comments and the moral support they offered during

preparation of the paper.

N. Kaldor, "Welfare Propositions in Economics, and Interpersonal

Comparisons of Utility,'" Economic Journal, 49, (September 1939), J.R. Hicks,

""The Foundations of Welfare Economics," Economic Journal, 49, -(December

1939); T. Scitovsky, "A Note on Welfare Propositions in Economics,"

Review of Economic Studies, 9, (November 1941); P.A. Samuelson,

"Evaluation of Real National Income," Oxford Economic Papers, NS, II,

(January 1950); J. deV. Graaf, Theoretical Welfare Economics, (Cambridge

University Press, 1963). For an indication of the confusion still
surrounding the issue, see the exchange of notes and articles on
welfare criteria by D.H. Robertson, I.M.D. Little, J.E. Meade, E.J. Mishan,

C. Kennedy, M.Dobb, A.K. Sen and S.K. Nath in the Economic Journal issues

of March, 1962; June, 1963; December, 1963, and March, 1965.

2 R.A, Musgrave, The Theory of Public Finance, McGraw Hill,

New York, 1959, p. 89.

5 Some economists have tried to get around the problem of
defining a social welfare function by directing their an yses toward
exposure of both the efficiency gains and the distributivé results

programs and presenting these two dimensions to political decision













